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Pre-2008 there were very limited, if any, negotiations involved of
ISDAs and other trading agreements. The broker would issue
contracts (provided that the relevant screening and financial means
criteria were met) and the buy-side firm was expected to sign on a
dotted line and be grateful for the opening of the credit line. If
you've seen "The Big Short", you will know what I mean. Then
everything changed, as for the first time the sell-side entities have
shown to the world that they were capable of defaulting and
triggering bankruptcy provisions, which were paradoxically designed
to protect the banks from potential defaults of their clients. Certain
bankruptcy protections are now codified (namely in the U.S.A.),
nonetheless it is now standard to expect that these types of events
of default would apply to both parties to the contract. 

This comes in two flavours. Firstly, attention to details and accuracy
when it comes to reviewing your documents and emails. Pay
attention to what you write and never hit reply in haste. Sadly, you
cannot recall external emails. Secondly, section 3(d) of the ISDA
applies a very rigorous representation to the accuracy of the
information that is being exchanged under Part 3(b) of the ISDA
Schedule, namely that it must be “true, accurate and complete in
every material respect”. Even the auditors don’t adhere to this
standard and your firm’s annual report would be given under a
premise that it reflects a “true and fair view” of the accounts. It is
therefore not uncommon to negotiate a slightly different wording
for section 3(d) or disapply it completely in respect of certain
financial deliverables.

I remember negotiating uncollateralised ISDAs. A lot of them.
Especially in the world of foreign exchange transactions. Nowadays,
with the enhanced regulatory overlay, uncollateralised ISDAs are
very uncommon and collateral agreements go hand-in-hand with
every ISDA. A Credit Support Annex (“CSA”) outlines the economics
of each trade entered into under an ISDA and confirms how margin
calls are handled. Think of it as each party’s “insurance policy” and
an additional document to master.

Warren Buffet once wrote that “derivatives are financial weapons of
mass destruction, carrying dangers that, while now latent, are
potentially lethal”. When he wrote these words in 2002, the total
value of all derivatives in existence was approximately $142 trillion.
According to the Bank of International Settlements, the total
notional amounts outstanding in the derivatives market was an
estimated $640 trillion in the first half of 2019. Derivatives are highly
conceptual beings and the counterparty risk remains a very valid
concern amongst the industry participants who trade over-the-
counter (“OTC”).

01 A for Accuracy

B for Bankruptcy

C for Collateral

D for Derivatives
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H for Hedging08

I for ISDA09

05 E for Elections

F for Forget
Perfectionism

G for Governing
Law

I tend to be a helpless perfectionist and if you take only one piece
of advice from this entire ISDA alphabet, this is the one to
remember. Perfectionism is the quickest route to procrastination. If
you don’t get on with things, you will end up with a backlog the size
of a small county. I’m definitely not recommending sloppiness or
pursuing half-baked solutions. However, I have learnt, the hard
way, that the biggest threat to a good plan is a perfect plan. You will
be stretched and pulled in different directions when you touch
down on planet ISDA, so get comfortable with getting things done
and moving forward.

The entire ISDA Schedule has been designed to offer elections. As
you make them, you continue changing the pre-printed master
form. You do not edit the first 28 pages. It was deliberately
designed that way. You can only amend it by negotiating the
Schedule. This is why, it’s such a fascinating document to work with.

Without a doubt, this is one of the most frequently used terms you
will come across and this is because OTC derivatives are mainly used
for hedging purposes and not speculation. Hedging in a financial
context means managing market and counterparty risks (of adverse
price or currency exchange for example) by entering into
transactions that will have the opposite effect.
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The governing law clause states that the agreement can be
governed and construed in accordance with the law specified in the
Schedule,   technically giving parties a very broad choice. However, 
 it is commonly accepted, that the ISDA was designed to operate
under either New York or English law. In response to Brexit, ISDA
has recently issued French and Irish law governed versions of the
agreement, but these have not affected the popularity of English
and New York governing law versions, mainly because these have
been tried and tested, and hence offer more certainty.

The ISDA Master Agreement is a globally utilised document for
parties who enter into over the counter derivatives. ISDA is actually
an organisation and stands for the International Swaps and
Derivatives Association. There are two main versions of the ISDA
Master Agreement, the 1992 and the 2002 agreement, both are still
commonly used in the market with the 1992 version prevailing in the
U.S.A.
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M for Margin13

10 J for Jurisdiction

K for KYC

A jurisdiction clause stipulates where any dispute arising in
connection with the ISDA will be heard. The parties can agree for
the governing law to be different to the jurisdiction, but this is rare
and generally the two should match. The existing jurisdiction
clauses in the 1992 and 2002 ISDAs provide a non-exclusive
jurisdiction of the English courts for the ISDAs governed under
English law and a non-exclusive jurisdiction of the New York courts
for the ISDAs governed under New York law. In addition, ISDA has
published a guide in 2018 on arbitration and choice of jurisdiction,
in response to Brexit and to take account of regulatory changes
since 2002 to the 2005 Hague Convention and the 2012 Brussels
Convention.

Watch out for limitation of liability clauses as they now appear more
commonly not only in ISDA Schedules, but also in ancillary to trading
documents and ISDA side letters. Although it is not unusual for
parties to exclude liability for indirect or consequential losses, these
provisions can sometimes include some hidden gems and are either
excessively wide or contain ambiguous wording.

11 Know Your Client (“KYC”) documentation forms a significant part of
the ISDA on-boarding process. Without fully completed KYC
information, trading is not going to be possible. This is a time
consuming, but very important process, from exchanging
constitutionals to incumbency certificates and board minutes.
Although most market participants commonly utilise entity data
exchange portals and counterparty management tools, learning
how these systems work and staying on top of KYC throughout the
negotiation cycle is a must.

L for Liability12

In the context of ISDA, what we mean by a  margin is the collateral a
firm is required to post from time to time to cover its existing
exposure. There are different types of margin, namely variation
margin and initial margin, both designed to protect parties to a
derivatives contract in the event of default by the other party.
Uncleared derivatives are also subject to regulatory margin
requirements, designed to reduce the systemic risk even further and
promote central clearing.
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P for Protocols16

14 N for Netting Netting comes in two forms under the ISDA. Netting of payments
and close-out netting. These concepts are crucial elements of the
ISDA as they allow one party’s financial exposure to the other be
determined on a net basis when transactions are terminated. To
date, ISDA has published netting opinions in 75 jurisdictions on the
issues of close-out netting and insolvency as well as other matters
relating to the use of ISDA and enforceability of collateral.

ISDA occasionally publishes amendments to the master agreement
to address various legal, regulatory or market developments. The
adherence platform is fully automated and parties can sign and
submit copies of adherence letters via email. Each protocol
constitutes a multilateral contractual amendment and essentially
eliminates the necessity for bilateral negotiations.

O for Optional
Additional
Termination
Events

15 Additional Termination Events (“ATEs”) are tailored for each
counterparty, can vary depending on the entity type and
jurisdiction, and when triggered, are capable of terminating all
transactions under the ISDA. Although there is no prescribed list
that parties should be adhering to, the most commonly used ATEs
are net asset value declines, investment management changes, key
man provisions or breach of investment guidance or strategy
clauses. All these terms are frequently negotiated.

Q for Quality
Control

17 ISDA negotiations have generated a wealth of know-how. From
bespoke templates, golden sources, to internal guidelines and
approval policies. We are drowning in information overload and
starving for knowledge. It is even more important to establish and
maintain your own quality control systems, ensuring that any
information you process and disseminate is accurate and meets
your standards.

R for
Relationship
Building

18 You will come across, work with and have the opportunity to learn
from a lot of people in this industry. Relationship building and
networking are almost an integral part of the grant negotiation
process, and you may wish to dedicate some time to the
development of these skills. You may even discover, it’s a very small
world after all.
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V for Vendetta22

19 S for Systems I’ve once read that losers have goals and winners have systems. I
don’t entirely agree with this statement as I love setting goals.
However, every good ISDA negotiator not only needs to set up their
own systems to ensure productivity and efficiency, but also learn
how to work the system.

It is not uncommon for market participants to utilise their own ISDA
templates and you may find that you are working in an environment
and culture that requires strict adherence to the firm’s pre-agreed
ISDA documentation. Uniformity of terms is important, especially
from a credit and legal risk management perspective. The goal is to
limit the number of amendments to your pre-agreed template in
order to achieve the quickest time to market. I used to say to my
team that template deviations and simple carbs are my two biggest
enemies. It can be rather discouraging when you spend years
negotiating a good ISDA template and then your counterparty fails
to adhere to it. The problem here is that we all want some degree
customisation, and the ISDA was designed to promote
standardisation. Nonetheless, certain terms should remain
consistent and the key is in finding the right balance.

T for
Transaction

20 What constitutes a “Transaction” under the ISDA may at first require
some pondering. For a document that is rather wordy in most
respects, both the 1992 and 2002 ISDAs define “Transaction” to
have the meaning as specified in the preamble, which in turn talks
about “one or more transactions that are or will be governed by the
master agreement”. There is logic behind this conveniently vague
definition, this is to capture a variety of OTC transactions, which are
also contemplated for netting purposes in the ISDA opinions.

U for Uniformity21

There is going to come a day when in response to your exquisitely
crafted mark-up, comments and explanations, you will receive
rejections throughout the document without any rationale
whatsoever. Hours of your hard work will be struck-through, as if
the recipient has not even spent a minute reviewing what you had to
say. The itching feeling to unleash and respond with the same level
of ignorance can be quite overwhelming, but do not give in. Instead,
politely request that your counterparty explains what in your
proposed wording they found unacceptable. Always be polite and
respectful, especially on your way up, as you never know who you’re
going to meet on your way down.
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Y for Your Style25

Z for Zealously26

23 W for “When
Can We Trade?”

If I had a penny for every time this question was asked! 90 % of the
time, any ISDA negotiation that lands on your desk will be marked
as “urgently needed for yesterday”. Your colleagues from the
business teams will be calling and emailing approximately once
every hour, just to check if the document is now finalised and they
can commence trading. Embrace yourself, find and jot down at
least 5 different responses that you can rotate randomly through.
Under-promise and over-deliver.

Develop your own unique style and negotiation techniques.
Fortunately, the notion that these skills are an inborn talent is a
myth. As you start building up your portfolio and become more
confident and exposed to more stakeholders, internally and
externally, your style and skillset will become more visible and you
will become known for it. It’s like a signature, make sure it captures
your true essence.

X for Xeroxing24 Like it or not, if you’re new to the game, there will be some admin
tasks that you will have to do yourself. Printing, scanning and
getting documents signed are some of those tasks that you may
need to get fluent in. Don’t make the rooky mistake of leaving
confidential documents on the printer or sending scanned
agreements to the incorrect recipient nowadays this can be done
from most printers!.

Stay hungry. Be proactive and learn how to pivot when challenges
present themselves.

ISDA® is a registered trademark of the International Swaps and Derivatives Association, Inc.  This article is
neither sponsored by nor affiliated with the International Swaps and Derivatives Association, Inc.
 
This document is intended as an information resource only; it does not contain any legal advice and should
not be considered a guide to or explanation of all relevant issues or considerations in connection with
derivative transactions. You should consult your legal advisors and any other advisor you deem appropriate
in considering the issues discussed herein. FIT Legal Solutions assumes no responsibility for any use to which
any of these materials may be put.

©Derivatives Lab™ by FIT Legal Solutions - ALL RIGHTS RESERVED 
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Interested in learning more 

about derivatives?

Have more questions about 

the ISDA Master Agreement?

Visit Derivatives Lab™ to find 

out more about the

ISDA Lab™ course.

Your ultimate step by step ISDA 

knowledge and negotiation guide.

www.derivativeslab.co.uk
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Follow Us on Social 
Media

https://www.youtube.com/channel/UCji57m7h3EzJhcZ98_9iLfQ/
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