APPENDIX 1
THE ISDA MASTER AGREEMENTS

A. ISDA AND THE PURPOSE OF THE ISDA MASTER AGREEMENT

1. ISDA has over 800 member institutions from 68 countries, including most of the
world’s major institutions that deal in over the counter derivatives, as well as
businesses, governmental and supranational entities, investment managers, insurance
companies, energy and commodities firms and international and regional banks (SCG

Skeleton Argument, [7]).

2. ISDA has developed standard contractual wording and transaction architecture for

market participants in the form of ISDA Master Agreements (SCG Skeleton Argument,
[8])-

3.  The ISDA Master Agreements comprise a set of standard terms, carefully drafted by
industry experts and developed over many years with the benefit of the knowledge of

the market (SCG Skeleton Argument, [5]; Wentworth Skeleton Argument, [12]).

4,  The ISDA Master Agreements are designed to be used by a broad range of
counterparties, to cover a large variety of different types of transactions and to address
a spectrum of commercial contexts and financial circumstances. In Lomas v JFB Firth
Rixson [2010] EWHC 3372 (Ch) a [53], Briggs J described the ISDA Master

Agreement as:

“... one of the most widely used forms of agreement in the world It is probably
the most important standard market agreement used in the financial world
English law is one of the two systems of law most commonly chosen for the
interpretation of the Master Agreement, the other being New York law” (SCG
Skeleton Argument, [5], [26]; Wentworth Skeleton Argument [12], [14]).

5. One of the objectives of the ISDA Master Agreement is to provide certainty and clarity
to parties who choose to incorporate its terms (Wentworth Skeleton Argument, [15]). In

this regard, in the Firth Rixson case, Briggs J pointed out:



“It is axiomatic that it should as far as possible, be interpreted in a way that
serves the objectives of clarity, certainty and predictability, so that the very large
number of parties using it should know where they stand’ (SCG Skeleton
Argument, [26]; Wentworth Skeleton Argument, [15]).

The drafting of the Master Agreements is aimed at ensuring, among other things, that

they are sufficiently flexible to operate among a range of users in an infinitely variable

combination of different circumstances: Anthracite Rated Investments (Jersey) Limited

v Lehman Brothers Finance S.A per Briggs J (a [115]) (SCG Skeleton Argument,
[26(4)]).

Of the standard forms that are still in use and in issue in these proceedings:

(D

(2)

The 1992 version of the Master Agreement was the first version that was
designed in a form applicable to derivatives other than just swaps, including pure
contracts for differences, caps and floors and to accommodate both financially

and physically settled transactions.

The 2002 Master Agreement replicates, for the most part word for word, the
provisions of the 1992 version albeit with significant changes to provisions
concerning the determination of amounts due on early termination (SCG Skeleton

Argument, [§]).

Both the 1992 and 2002 versions of the ISDA Master Agreements continue to be used,

depending on the parties’ preference: see Lomas v. JFB Firth Rixson at [8] per Briggs J
(SCG Skeleton Argument, [9]).

ISDA published User’s Guides for the 1992 Master Agreement and the 2002 Master

Agreement. These contain expla



10.

11.

12.

C.

ARCHITECTURE OF THE ISDA MASTER AGREEMENT

The Master Agreements provide contractually agreed standard terms and conditions
which are designed to form part, but not the whole, of the terms of any particular
transaction between the parties. Their purpose is to set out provisions governing the
parties’ relationship that are not transaction-specific (SCG Skeleton Argument, [12];

Wentworth Skeleton Argument, [13]).

A particular transaction is generally governed by the terms of a Confirmation
(identifying terms relevant to that particular transaction), together with the Master
Agreement and any Schedule appended to the Master Agreement. The Master
Agreement, any Schedule and all Confirmations form a single agreement between the
parties, albeit one which governs one or more transactions. Inconsistencies are resolved
by affording priority first to the Confirmation, secondly to the Schedule and lastly to
the Master Agreement itself (SCG Skeleton Argument, [12]).

The Master Agreements envisage that certain provisions will only become operative if
the parties make an election in the Schedule and the content of other provisions may
depend on what is specified there. The Schedule also gives the parties the opportunity
to add to or vary any of the terms contained in the standard form and also to include
information (such as addresses for notices) w (SCG

Skeleton Argument, [12]).

STRUCTURE AND TERMS OF THE ISDA MASTER AGREEMENT

Overview of provisions regsarding obligations and early termination

13.

14.

Both the 1992 Master Agreement and the 2002 Master Agreement share the same basic
structure. In the brief outline below, references are to the 1992 Master Agreement

unless otherwise stated.

Section 2 contains the general obligations of the parties, including that each will make
payment or delivery in accordance with the terms of the Confirmation. Those payment

obligations are subject to the conditions precedent specified in Section 2(a)(iii), which
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15.

16.

include that no Event of Default or Potential Event of Default has occurred and is
continuing and that no Early Termination Date has occurred or been effectively
designated. Section 2(e) provides for payment of interest where a party defaults on its
obligation to make a payment or delivery under Section 2 (SCG Skeleton Argument,

[12]; Wentworth Skeleton Argument, [18]).

Section 5 identifies a number of Events of Default and Termination Events. The Events
of Default include a failure to make, when due, any payment required under Section
2(a)(1) (Section 5(a)) and Bankruptcy Events (Section 5(a)(vii)), including where a
party seeks or becomes subject to the appointment of an administrator (SCG Skeleton
Argument, [12]; Wentworth Skeleton Argument, [19]). The Termination Events

include, by way of example, it becoming unla 1 for a party to perform any absolu

livery in respect of a transaction (Section 5(b) and Illegality (Section 5(b)(1))).

Section 6 provides a mechanism for termination, valuation and payment following

either an Event of Default or a Termination Event.

(1)  Under Section 6(a), if an Event of Default with respect to a party (the “Defaulting
Party”) has occurred and is continuing, the other party (the “Non-defaulting
Party”) may (but is not required to) designate an Early Termination Date in
respect of all outstanding transactions. Where Automatic Early Termination is
specified in a Schedule, an Early Termination Date will occur immediately on the
occurrence of certain specified Events of Default (SCG Skeleton Argument, [12];
Wentworth Skeleton Argument, [20]).

(2) Section 6(e) provides for how the sum payable by one party to the other following
Early Termination is to be calculated. In determining the payments to be made
following Early Termination, the parties have the option to choose between (a)
First or Second Method and (b) Market Quotation or Loss. The First Method
operates ‘one-way’, and calculates the amount due to the Non-defaulting Party.
The Second Method operates “two-ways’, and calculates the amount due either to
the Non-defaulting Party or to the Defaulting Party. Under Market Quotation the

calculation of the amount due is based upon quotations for replacement

4



17.

18.

19.

20.

transactions from Reference Market-makers. Under Loss the calculation of the
amount due is more broadly based on the loss (or gain) suffered by the Non-
defaulting Party as a result of the termination of the relevant transactions and the
Non-defaulting Party has a contractual power to determine its Loss, which is to be
exercised “reasonably and in good faith” (Wentworth Skeleton Argument, [21];
SCG Skeleton Argument, [21]).

The termination payment formulae under Section 6(c) a

Investments (Jersey) Ltd
v. Lehman Brothers Finance SA (in liquidation) 2 Lloyds Rep 538 at [116] per Briggs J
(S8CG Skeleton Argument, [12]).

Section 6(d)(i) requires the calculation of the amount payable under Section 6(e), and
service of a notice of such amount on the other party, to take place as soon as
practicable after the Early Termination Date. Section 6(d)(ii) provides for interest to be
paid on the sum calculated as being due from one party to the other under Section 6(e)

(Wentworth Skeleton Argument, [23], [24]).

One of the main differences between the 2002 Master Agreement and the 1992 Master
Agreement is that the 2002 Master Agreement contains only one method for calculating
the amount payable following Early Termination, namely the calculation of an Early
Termination Amount, which may, but is not necessarily required to, be based on
quotations for replacement transactions. There is no ‘one-way’ termination option

under the 2002 Master Agreement (Wentworth Skeleton Argument, [25]).

The User’s Guide to the 2002 Master Agreement at 5(a) explains that the drafting
changes to the early termination provisions in the 2002 Master Agreement were

introduced in order to bring greater flexibility to the Master Agreement:

“Close-out Amount is a payment measure developed to offer greater flexibility to
the party making the determination of the amount due upon the designation and
occurrence of an Early Termination Date and to address some of the potential
weaknesses of Market Quotation that became apparent during periods of market
stress in the late 1990s. The need for increased flexibility was highlighted during



the market crises in 1998 and 1999 when many determining parties encountered
difficulty in trying to obtain quotations from Reference Market-makers as
required by the definition of Market Quotation in the 1992 Agreement” (SCG
Skeleton Argument, [16]).

The provisions of the 1992 ISDA Master Agreement relating to interest

21.

22.

23.

Under the 1992 Master Agreement, interest is payable from one party to the other in a
variety of situations and at a variety of different rates, all of which utilise the concept of
the cost to one party or the other of funding the relevant amount (Wentworth Skeleton

Argument, [27]).

There are three different rates of interest identified in the 1992 Master Agreement:

(1) Default Rate: “a rate per annum equal to the cost (without proof or evidence of
any actual cost) to the relevant payee (as certified by it) if it were to fund or of

funding the relevant amount plus 1% per annum’;

(2) Non-default Rate: “a rate per annum equal fo the cost (without proof or evidence
of actual cost) to the Non-defaulting Party (as certified by it) if it were to fund the

relevant amount’:, and

(3) Termination Rate: “a rate per annum equal to the arithmetic mean of the cost
without proof or evidence of any actual cost) to each party (as certified by such
( proo y / party ified by
party) if it were to fund or of funding such amounts” (Wentworth Skeleton
Argument, [29]. See also SCG Skeleton Argument, [30]; and GSI Skeleton
Argument, [3], in respect of Default Rate definition only).

The circumstances in which the 1992 Master Agreement requires interest to be paid,

and the rates applicable in each case, are as follows:

(1) Prior to the occurrence or effective designation of an Early Termination Date in
respect of a relevant Transaction, a party that defaults in the performance of any

obligation is required to pay interest on the overdue amount, for the period from



(2)

(3

the due date of payment until the date of actual payment: Section 2(e). Such
interest is payable at the Default Rate.

Following the occurrence or effective designation of an Farly Termination Date,
the party which is obliged to pay to the other such amount as is calculated as
being due in respect of any Early Termination Date is required to pay interest on
that amount from the Farly Termination Date until the date on which it is paid at

the Applicable Rate, as explained below: Section 6(d)(ii).

(a) For the period between the Early Termination Date and the date upon which

the amount becomes payable, the Applicable Rate is calculated:

(i)  where the amount is due from a Non-defaulting Party, at the Non-

default Rate;

(ii)  where the amount is due from a Defaulting Party, at the Default Rate;

and

(ii1) where the amount is due following occurrence of a Termination Event

(a ), at the Termination Rate.

(b) For the period after the date on which such amount becomes payable,
interest is calcula I cases at the Default Rate (Wentworth Skeleton

Argument, [30]).

Following the occurrence of an Early Termination Date, one of the component
elements in the calculation of what is due between the parties is “Unpaid
Amounts” (being sums due under Section 2(a)(i), or which would have been due
but for the suspension of a payment obligation under Section 2(a)(iii)). Interest on
Unpaid Amounts is payable from the date on which the obligation accrued due
(or would have accrued due) to the Early Termination Date, at the Applicable

Rate. Thus:



24.

(a) If the Unpaid Amount is due from a Defaulting Party, interest is payable at
the Default Rate.

(b) If the Unpaid Amount is due from a Non-defaulting Party, interest is
payable at the Non-default Rate.

(¢) If the Unpaid Amount is due from either party in circumstances where the
Early Termination Date was consequent upon a Termination Event, interest

is payable at the Termination Rate (Wentworth Skeleton Argument, [30]).

In light of the above, there are numerous permutations as to which party will be
required to pay interest, and at what rate, on the amount or amounts owing under
Section 6(¢). In many circumstances a single amount comprising the sum due under
Section 6(e) is likely to attract (for the different periods of time the amount is
outstanding or for the different components within the amount) interest calculated by
reference to the cost of funding of one or other of the parties, or a combination of the

parties (Wentworth Skeleton Argument, [31]).

The provisions of the 2002 ISDA Master Agreement relating to interest

25.

26.

Section 9(h) of the 2002 Master Agreement is a new section which consolidates and
updates all provisions regarding interest and compensation, which were found in
Sections 2(e) and 6(d)(ii) in the 1992 Master Agreement. The draftsman has retained
the concept of cost of funding to either party in some cases, but in others added a new
basis for calculating interest, by reference to the overnight rate offered by major banks

(Wentworth Skeleton Argument, [34]).

Those rates of interest, as defined in the 2002 Master Agreement, which continue to be

based on the cost of funding a particular amount availa

(1) The Default Rate: “a rate per annum equal to the cost (without proof or evidence
of any actual cost) to the relevant payee (as certified by it) if it were to fund or of

unding the relevant amount plus 1% per annum’;
Junding p p



(2)

(3

Termination Rate: “a rate per annum equal to the arithmetic mean of the cost
(without proof or evidence of any actual cost) to each party (as certified by it) if it

were to fund or of funding such amounts™; and

A

(a) above [being
the rate offered to the payer by a major bank for overnight deposits] and a rate
per annum equal to the cost (without proof or evidence of any actual cost) to the
relevant payee (as certified by it) if it were to fund or of funding the relevant
amount.” (This may be referred to below as the “Cost of Funding Applicable
Deferral Rate”, to distinguish it from the definitions of Applicable Deferral Rate
which refer to the overnight rates offered between banks) (Wentworth Skeleton

Argument, [35]).

27. The principal circumstances in which the above definitions apply are as follows:

(D

(2)

)

In general terms, if an Early Termination Amount is payable by a Defaulting
Party, then interest is payable on the Early Termination Amount for the period

from the Early Termination Date until payment at the Default Rate.

Ifa ly Termination Amount is payable to a Defaulting Party, then interest is
payable on the Early Termination Amount (a) from the Early Termination Date
until the Section 6(e) amount becomes payable at the Non-default Rate, and (b)
from the date on which the Section 6(e) a -default
Rate.

If an Early Termination Amount is payable consequent upon a Termination Event

(as opposed to an Event of Default), then interest is payable on that amount:

(a) For the period from the Early Termination Date until the date the Early
Termination Amount is payable, at the Cost of Funding Applicable Deferral
Rate; and



28.

(b) For the period from the date on which the Early Termination Amount is
payable, until actual payment, at the Termination Rate (Wentworth
Skeleton Argument, [36]). This is so except where the Early Termination
Amount remains unpaid due to the continuing existence of such event or
circumstances (i.e. where Section (b(ii)(1) applies), in which case the Cost

of Funding Applicable Deferral Rate applies.

As with the 1992 Master Agreement, under the 2002 Master Agreement a single
amount payable under Section 6(e) may well attract interest rates which are calculated
by reference to the cost of funding of both parties, in respect of different periods for

which the amount is outstanding (Wentworth Skeleton Argument, [37]).

The provisions of the ISDA Master Agreement relating to assisnment

29.

30.

31.

32.

The 1992 Master Agreement contains a general prohibition on the transfer of the
agreement or either party’s interest or obligations in or under it, without the prior
written consent of the other: Section 7 (Wentworth Skeleton Argument, [41]; SCG
Skeleton Argument, [97], [98]).

There are two exceptions. The first is where the transfer of the Agreement is pursuant
to a consolidation or amalgamation with, or merger into, or transfer of all or
substantially all of its assets to another entity: Section 7(a) (Wentworth Skeleton

Argument [42], SCG Skeleton Argument [97], [98]).

The second exception is, by Section 7(b), that “a party may make such a transfer of all
or any part of its interest in any amount payable to it from a Defaulting Party under

Section 6(e)” (Wentworth Skeleton Argument, [43]; SCG Skeleton Argument, [97],
[98]).

The purpose of the second exception is, as explained in the User’s Guide to the 1992
Master Agreement, “fo allow for certain transactions in the market-place in which a
party transfers amounts payable to it from a Defaulting Party under Section 6(e) as

part of another financing transaction” (Wentworth Skeleton Argument, [44]).
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33.

34.

35.

The 2002 Master Agreement contains a similar prohibition on assignment, and
exceptions, but the second exception is framed as follows: “a party may make such a
transfer of all or any part of its interest in any Early Termination Amount payable to it
by a Defaulting Party, together with amounts payable on or with respect to that interest
and any other rights associated with that interest pursuant to Sections 8, 9(h) and 117
(SCG Skeleton Argument, [97]; Wentworth Skeleton Argument, [45]).

The change from the 1992 Master Agreement is explained in the 2002 User’s Guide
(p.30) as follows:

“Also, Section 7 now makes it clear that a Non-defaulting Party may transfer,
together with its interest in any Early Termination Amount payable by a
Defaulting Party, any amounts payable with respect of that interest pursuant to
Sections 8, 9(h) and 11” (Wentworth Skeleton Argument, [46]).

Although Section 7(b) of the 1992 Master Agreement does not expressly refer to the
transfer of a party’s right to interest, it is implicit that the right to transfer a party’s
interest in any amount payable to it under Section 6(e) includes a right to interest on

that amount (SCG Skeleton Argument, [98]; Wentworth Skeleton Argument, [47]).
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