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11 June 2010 

Mr. Miguel Angel Nacrur Gazali  
General Counsel Central Bank of Chile 
Agustinas 1180 
Santiago, Chile 
 
CC:  Mr. José de Gregorio - Governor, Mr. Kevin Cowan Logan - Director of the Financial 

Policy Division, and Mr. Beltrán de Ramón A. - Director of Financial Operations 

 
Re: Resolutions No. 1427 and No. 1457 − close-out netting arrangements involving 
Chilean banks and institutional investors 

Dear Mr. Nacrur, 

The International Swaps and Derivatives Association, Inc. (ISDA)1

ISDA is eager to provide all possible assistance to and cooperate with the Chilean Central 
Bank and the appropriate authorities in Chile in order to facilitate statutory support for 
OTC derivatives, the legal enforceability of the ISDA Master Agreement and, in particular, 
close-out netting in Chile. To this end, we would like to take this opportunity to respond to 
your January 28th letter in which you note that the "Resolutions do not differ substantially 
from the general measures adopted in other jurisdictions" and cite the statutory powers of 
the FDIC as an example of a regulatory framework similar to the Resolutions. While on 

 is grateful for the 
opportunity to continue our dialogue with respect to Chilean netting regulations. We are 
writing you in response to your letter dated January 28, 2010 discussing the scope of 
Resolution No. 1427 of August 7, 2008 ("R-1427") and Resolution No. 1457 of January 
22, 2009 ("R-1457", together with R-1427, the "Resolutions") and addressing concerns 
raised by ISDA.  

                                                 
1  ISDA is the global trade association representing leading participants in the privately negotiated derivatives 

industry, a business that includes interest rate, currency, commodity, credit and equity swaps, options and 
forwards, as well as related products such as caps, collars, floors and swaptions. ISDA currently has more 
than 820 members from 56 countries on six continents.  
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the surface there may be some resemblance between the two regimes, the statutory powers 
granted to the FDIC are far more circumspect than the broad and temporally indefinite 
powers granted by the Resolutions. Market participants are severely impacted by these 
differences.  

The Federal Deposit Insurance Act (the "FDIA") recognizes the value of and preserves the 
Bankruptcy Code safe harbor protections for certain financial contracts. To this end, the 
FDIA allows a party to "qualified financial contracts" (QFCs)2

In the case where the FDIC is appointed as receiver, the FDIA provides that a party to a 
QFC will be entitled to enforce any contractual right to terminate, liquidate, net and offset 
such a contract as a result of the appointment of the receiver or the insolvency or financial 
condition of the depository institution unless the receiver transfers all QFCs between 
counterparty, its affiliates and the failed institution to another institution and provides 
notice of the transfer to the counterparty by 5p.m. on the business day after such 
appointment.

 the ability to terminate and 
net QFCs with a failed institution. While the FDIA generally grants very broad, robust 
authority to the FDIC in order to facilitate the efficient resolution of a failed institution's 
affairs, the FDIA contains significant limitations on the FDIC's powers with respect to 
QFCs. In fact, the powers granted to the FDIC merely impacts the timing of termination 
and, therefore, the ability to net but does not otherwise inhibit the effectiveness and 
enforceability of netting. 

3 This temporary stay is meant to give effect to the receiver's transfer and 
repudiation power while balancing the market need for prompt close-out so as to alleviate 
the risk of market movement during the period of the stay. Under the FDIA, Congress 
balanced these competing interests and arrived at a temporary stay of the QFC 
counterparty's rights to termination, liquidate and net that would be lifted after 5 p.m. on 
the business day following the date of such appointment.4

                                                 
2 A "qualified financial contract" is broadly defined to include securities contracts, commodity contracts, 
forward contracts, repurchase agreements and swap agreements. 

 

3 In the case of a conservatorship, which is less drastic than a receivership, the FDIC succeeds to the rights 
and obligations of the bank or savings institution. Since the party is protected by the FDIC's obligation to 
continue to perform, a party to a QFC is not able to terminate the contract based solely upon the appointment 
of the FDIC as conservator. Any default subsequent to this succession, such as failure to make a payment, 
may result in termination of the contract. 
4 The FDIA provides additional safeguards to QFC counterparties. For example, to the extent that the FDIC 
chooses to repudiate a QFC, the FDIA provides that the "actual direct compensatory damages" arising in 
respect of the FDIC's repudiation of such QFC are deemed to include normal and reasonable costs of cover or 
other reasonable measures of damages utilized in the industries for such contract and agreement claims, 
calculated as of the date of the disaffirmance or repudiation of such contract or agreement. These QFC 
provisions are far more protective than parallel FDIA provisions with respect to repudiated contracts, which 
provide that the liability of the FDIC in respect of such a repudiated contract is generally limited to "actual 
direct compensatory damages" of the parties to the contract as of the date on which the FDIC took possession 
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The finite nature of the FDIA's "temporary stay" provision is also a necessary condition for 
capital relief under the Basel capital regulatory regime. If a country's netting framework is 
inadequate in this respect, market participants would need to assume that gross exposure, 
not net exposure, is the relevant measure of counterparty risk. Where netting is effective, it 
allows end-users to more efficiently use credit lines and banks to offer better pricing as the 
bank can count counterparty exposure on a net rather than a gross basis. It is our 
understanding that the uncertainty surrounding netting in Chile has limited the availability 
of credit lines for Chilean banks and therefore has diminished access to hedging 
transactions for them. 

Under Chilean regulation as we understand it, the Resolutions provide for suspension of 
netting rights for as long as any of the situations listed in R-1457, Section 2 exist, with no 
other temporal limitation than as defined on a case by case basis or as provided by the 
applicable laws. While we understand the Central Bank's rationale for granting the 
regulator the ability, during such events, to exercise certain authority rights, we believe 
that such flexibility must be balanced against the costs. In particular, such broad and 
uncertain temporal limitation is equivalent to an open-ended suspension period that will 
undermine possible capital relief and force counterparties of Chilean financial institutions 
to hold capital based on gross rater than net exposure. Ultimately, where there is an 
unknown period of delay prior to the ability to net, from a capital perspective this is 
equivalent to not having netting at all. 

In reaffirming its support for close-out netting, the Basel Committee on Banking 
Supervision called for short delays to termination and close-out of insolvent financial 
institutions in order to allow time to transfer the insolvent firm’s financial contracts to a 
solvent firm. Any temporary delay to either net or terminate should be kept as short as 
possible in order to balance the goal of providing the regulator the flexibility to exercise 
rights and define payments and priorities while also balancing the market need for prompt 
close-out so as to alleviate the risk of market movement during the period of the stay and 
to take advantage of capital regulatory relief. Under the FDIA, Congress balanced these 
competing interests and arrived at a temporary stay of the QFC counterparty's rights that 
would be lifted after 5 p.m. on the business day following the date of such appointment. 
Accordingly, we recommend the shortest period possible noting that most markets measure 

                                                                                                                                                    
of the institution.  
Also, the FDIA provides that, in any transfer of assets of an insolvent institution, the receiver or conservator 
may not "cherry-pick" among QFCs between the insolvent institution and any particular counterparty. 
Instead, if any QFC with a given counterparty is transferred, all QFCs with that counterparty must be 
transferred to the same party (together with all claims relating thereto).  Likewise, as made clear by 
subsequent legislation, the receiver or conservator may not "cherry-pick" among QFCs between the insolvent 
institution and any particular counterparty for purposes of repudiating or disaffirming any QFCs.  
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this period in terms of hours rather than days.    

We would be very glad for the opportunity to work closely with you to address those 
issues we have identified, which reflects comments received from Chilean and 
international banks and institutional investors from different jurisdictions. In addition, we 
attach a recent publication of ISDA's Research Department entitled "The Importance of 
Close-Out Netting" which discusses some of the issues raised in this letter. If ISDA can be 
of any help in this process, we hope that you will not hesitate to contact me at telephone 
number +1 212 9016031. 

 

Sincerely,  

 
Katherine Darras 
General Counsel, Americas 
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The Importance of Close-Out Netting

Close-out netting is the primary means of mitigating credit risks associated with over-
the-counter derivatives. Figure 1 shows that the risk mitigation benefits of netting 
are substantial: according to the Bank for International Settlements, netting benefit, 
measured as the difference between gross mark-to-market value and credit exposure 
after netting, was over 85 percent as of mid-2009. A similar measure for banks chartered 
in the United States was even greater, at about 90 percent of mark-to-market value. 

©2010 International Swaps and Derivatives Association. ISDA is a registered trademark of the International Swaps and Derivatives Association.

Close-out netting has reduced over-the-counter derivatives credit •	
exposure by over 85 percent; without the benefits of netting, banks 
worldwide might face a capital shortfall of over $500 billion.
Close-out netting is necessary because it enables derivatives •	
participants to protect against adverse market changes following 
default of a counterparty.
Policymakers have consistently supported the enforceability of close-•	
out netting because it promotes financial system stability.
Current proposals designed to promote orderly resolution of failed •	
financial institutions should be crafted carefully to avoid weakening 
the benefits of close-out netting.

Summary

Introduction

by David Mengle, ISDA Head of Research

Figure 1: 
Netting benefit

http://www.bis.org/publ/otc_hy0911.pdf?noframes=1
http://www.occ.treas.gov/deriv/deriv.htm
http://www.occ.treas.gov/deriv/deriv.htm
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Support for netting is well-nigh universal in the financial industry as well as among 
policy makers; by early 2010, thirty-seven countries had enacted legislation that provides 
explicitly for the enforceability of close-out netting. The longstanding consensus among 
industry and policy makers suggests that close-out netting is one of the more successful 
examples of international legal and regulatory harmonization. Most recently, in March 
2010 the Basel Committee on Banking Supervision reaffirmed its support for close-out 
netting. 

In reaffirming its support, however, the Basel Committee also called for short delays 
to termination and close-out of insolvent financial institutions in order to allow time to 
transfer the insolvent firm’s financial contracts to a solvent firm. But there have also 
been more radical suggestions, mostly from academic researchers in the United States, 
that derivatives be subject to normal bankruptcy procedures. If such suggestions were 
to become reality, the enforceability of close-out netting would come into question. 

The objective of this Note is to restate the case for close-out netting and to show the 
necessary conditions for netting to mitigate risk effectively. The first section describes 
the mechanics of close-out netting. The second section shows why close-out netting 
is essential to the safe and efficient functioning of markets for derivatives and other 
financial contracts. The third section describes the legal prerequisites, commonly called 
“safe harbors,” that are necessary for netting to work effectively. The fourth section 
discusses current efforts to modify the insolvency treatment of derivatives in certain 
cases. Finally, the Note outlines potential unintended consequences of restrictions on 
close-out netting.

The ISDA Master Agreement serves as the contract under which over-the-counter 
derivative transactions between two counterparties take place. Each transaction is not 
a separate contract, but is incorporated by reference into a single agreement. Netting 
takes two forms in the ISDA Master Agreement. Payment netting takes place during 
the normal business of a solvent firm, and involves combining offsetting cash flow 
obligations between two parties on a given day in a given currency into a single net 
payable or receivable; payment netting is essentially the same as set-off. 

The other form of netting is close-out netting, which applies to transactions between a 
defaulting firm and a non-defaulting firm. Close-out netting refers to a process involving 
termination of obligations under a contract with a defaulting party and subsequent 
combining of positive and negative replacement values into a single net payable or 
receivable. Figure 2 on the following page shows how netting works. The defaulting 
and non-defaulting party are engaged in two swap transactions: for the non-defaulting 
party, Transaction 1 has a negative replacement cost of $1 million while Transaction 
2 has a positive replacement cost of $800,000. If close-out netting is enforceable, the 
non-defaulting party is obligated to pay the net difference of $200,000 to the defaulting 
party. Had the net amount favored the non-defaulting party, the non-defaulting party 
would become a general creditor to the defaulting party for the net obligation. But if 
close-out netting were not enforceable, the non-defaulting party would be obligated 
immediately to pay $1 million to the defaulting party but then wait, possibly months or 
years, for whatever fraction of the $800,000 gross amount it recovers in bankruptcy. The 
result of close-out netting is  to reduce credit exposure from gross to net exposure. 
 

What is netting?

http://www.bis.org/publ/bcbs169.htm
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The close-out netting process involves three steps: termination, valuation, and 
determination of net balance. Termination means that the non-defaulting party puts an 
end to the obligations under the Agreement. The second step, valuation, is the process 
of determining the replacement cost of each transaction under the contract. Finally, 
determination of net balance means that positive values—those owed to the non-
defaulting party—and negative values—those owed by the non-defaulting party—are 
netted against each other under the single agreement in order to determine a final close-
out amount. 

What happens next depends on which party owes the netted close-out amount to the 
other. If the defaulting party owes the close-out amount to the non-defaulting party, the 
non-defaulting party can apply the value of collateral posted by the defaulting party 
to the net obligation; collateral in excess of the net obligation must be returned to the 
insolvency administrator. The non-defaulting party's residual claim after netting and 
application of collateral will be treated the same as other unsecured claims and will be 
paid at the same time as other unsecured claims as determined by a bankruptcy court. 
But if the non-defaulting party owes the close-out amount to the defaulting party, it 
may set off the amount that it owes against the amount owed to it by the defaulting 
party under other, non-derivative contracts. The non-defaulting party will pay to the 
insolvency administrator any net close-out amount remaining after set-off.

Close-out netting is an essential component of the hedging activities of financial 
institutions and other users of derivatives. For swap dealers, which specialize in 
bringing counterparties together for transferring risk, the need for netting stems 
from the dealer’s central role in risk intermediation. Each time a dealer enters into a 
transaction with a counterparty, the dealer takes on exposure to the transferred risk. 
The dealer does not normally wish to retain the exposure, however, so it enters into 
offsetting hedge transactions. By maintaining a matched book—or more accurately, 
balanced book—of offsetting transactions, the dealer avoids unwanted exposure to 
movements in interest rates, currencies, and other sources of market risk. The result 

Why close-out netting 
is necessary

 

If close-out netting is not enforceable 

Recovery ≤ $800,000 

Transaction 1 = $1,000,000 

Transaction 2 = $800,000 

Net payment = $200,000 

Non-
defaulting 

party

Defaulting 
party 

Defaulting 
party 

Non-
defaulting 

party 

Pay $1,000,000 

Close-out netting under Sec. 6 of 2002 ISDA Master Agreement 
Figure 2: 
Payment obligations 
with and without close-
out netting
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of this hedging activity is that, over time, the aggregate of derivatives activity includes 
a large number of inter-dealer and other hedge transactions that function largely to 
adjust risk positions and limit exposure to market movements. Indeed, the trillions of 
dollars of derivative notional amounts outstanding are largely the result of this ongoing 
hedging and rebalancing process. 

Dealer hedge transactions involve many counterparties, all of which pose some risk 
of default. If a counterparty were to default, the dealer can no longer assume its 
exposures are hedged. The dealer will consequently find itself exposed to unanticipated 
market movements. In order to neutralize the exposures, the dealer needs to adjust the 
portfolio to bring it back into balance by either replacing the defaulted transactions or 
by unwinding the offsetting hedge transactions or both. Netting and collateral facilitate 
this rebalancing process, netting by reducing the exposure that needs to be rebalanced 
and collateral by providing resources that can be offset against replacement costs. Even 
when derivatives are cleared through a central counterparty, it is necessary to balance 
market risks: if a default occurs under clearing, close-out netting is essential to the 
ability of the clearing house to manage its risks through rebalancing.

Similar considerations apply to users of derivatives. In contrast to dealers, derivatives 
users such as corporations or hedge funds do not maintain a matched book, yet they do 
seek to attain a desired risk profile. A corporation, for example, might use derivatives to 
control its exposure to currency fluctuations, while a hedge fund might use derivatives 
in arbitrage or relative value trades. If a dealer were to default, these counterparties 
would need to replace the defaulted transactions in order to return to their desired risk 
positions. As with dealers, netting would facilitate returning to the desired exposures. 

In some jurisdictions, most notably England and other jurisdictions that follow English 
legal traditions, established law supports the right of creditors to pursue the close-out 
netting process following the insolvency of a counterparty. But in many jurisdictions, 
bankruptcy laws and other statutes place restrictions on a creditor’s ability to implement 
the process. In the United States, for example, the Bankruptcy Code does not normally 
recognize ipso facto clauses that allow termination of a contract as a consequence of 
bankruptcy. Further, the United States and many other jurisdictions place stays on the 
ability of most creditors to pursue their claims against a debtor that files for bankruptcy 
and to apply collateral posted by the debtor. Finally, insolvency administrators might 
engage in cherry picking, which involves an insolvency administrator demanding 
performance of contracts favorable to the bankrupt firm but rejecting contracts 
burdensome to the bankrupt firm.

In most countries, it has been necessary to enact specific netting legislation in order to 
achieve statutory recognition of the elements of the netting process described above; 
the ISDA Model Netting Act provides a template for such legislation. According to 
ISDA, thirty-seven jurisdictions as of this writing have enacted—and four more are 
considering—legislation that explicitly provides for the enforceability of close-out 
netting. ISDA also collects legal opinions regarding enforceability of the close-out 
netting provisions of the ISDA Master Agreement with counterparties located in a 
particular jurisdiction; ISDA currently has netting opinions for fifty-four jurisdictions. 
And similarly, ISDA has obtained opinions regarding the enforceability of ISDA Credit 
Support Documents in forty-four jurisdictions.

Necessary conditions 
for netting 

http://www.isda.org/docproj/model_netting.html
http://www.isda.org/docproj/stat_of_net_leg.html
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No two jurisdictions have exactly the same laws, but the experience of the United 
States, in which the Bankruptcy Code has been amended several times since 1978 to 
accommodate financial contracts, illustrates the types of safe harbor provisions that are 
necessary to make netting enforceable. One safe harbor allows termination following 
an event of default despite the U.S. Bankruptcy Code’s general prohibitions. Another 
specifies that automatic stays do not apply. There is one major exception, however, 
if the defaulting entity is a failed bank: United States banking law provides for a one 
business day delay following appointment of a receiver in order to allow regulators the 
opportunity to transfer the entire book of transactions to a solvent entity. If the regulators 
are not successful, termination can go ahead. Finally, a third safe harbor provision 
restricts cherry picking by affirming the enforceability of the single agreement structure 
in which all transactions under a master agreement are treated as one contract. These 
three elements—termination, exemption from automatic stays, and restriction of cherry 
picking—appear in different forms in netting legislation around the world.

Following the 2008 credit crisis, policy makers turned their attention to developing 
procedures for the resolution of failures of systemically significant financial firms. In 
connection with these efforts, regulators have sought to delay for short periods the 
ability to terminate contracts in order to complete the orderly transfer of the insolvent 
firm’s derivatives and other financial contracts to a solvent firm. Other than seeking 
short delays to termination, however, policy makers have emphasized the importance 
of preserving and even strengthening netting, collateral, and other credit risk mitigation 
mechanisms. 

But there have also been suggestions from a handful of academics and bankruptcy 
lawyers in the United States that go farther than the regulatory recommendations 
by suggesting that the safe harbors described above be abolished altogether. The 
arguments cite a variety of justifications: one commentator argues that the ability to 
terminate can lead to systemic crisis; others suggest that close-out netting and other 
risk mitigation mechanisms reduce incentives to monitor credit quality; and still others 
argue that close-out netting works at cross-purposes to the objectives of bankruptcy 
by redistributing risk from derivatives participants to other parties. Given the potential 
consequences of changing the treatment of derivatives, policy makers have viewed such 
arguments with caution. As mentioned above, inability to terminate or net contracts with 
an insolvent firm would leave surviving firms vulnerable to losses caused by sudden 
market changes. And more generally, changing the treatment of derivatives and other 
financial contracts would represent a major departure by the United States from the 
trend toward cross-border convergence of the treatment of derivatives in insolvency 
and from the widespread acknowledgement by policy makers of the contribution of 
netting to financial stability.

Regulatory proposals to add some discretion to the close-out netting process might 
remain consistent with risk mitigation by individual counterparties so long as the 
resolution procedures include appropriate limits. First, if a transfer does not occur 
during a specified period, counterparties should have the ability immediately to 
terminate their contracts with the insolvent institution. Second, if the institution that 
assumes the derivatives book itself becomes insolvent or otherwise defaults at a later 

Consequences of 
changes 

Challenges to netting
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date, termination and close-out netting rights should be available to counterparties of 
the assuming firm. Finally, any proposed temporary delay to termination should be 
kept as short as possible. Delays longer than, say, the one business day delay currently 
allowed the Federal Deposit Insurance Corporation following appointment of a receiver 
might unnecessarily expose market participants to market risks, especially if a failure 
were to occur during a period of market instability. A delay of five days, for example, 
would subject non-defaulting parties to up to five days of market exposure. Had such 
a delay occurred in November 2008, when the 10-year U.S. dollar interest rate swap 
rate fell from 4.07 percent to 3.14 percent over a five-day period, the credit exposure 
on $1 billion of 10-year interest rate swaps would have increased by $77.3 billion, 
which is the present value of a 93 basis point change over a ten-year period. If the 
counterparty to these swaps were to default at this time, the non-defaulting party could 
face additional losses of up to $77.3 million. The consequences would be especially 
severe if the defaulting party were a major dealer because non-defaulting dealers 
might have exposures of large multiples of $1 billion of 10-year interest rate risk to the 
defaulting party. 

More troubling are the implications of weakening or removing altogether the safe 
harbor provisions that are essential to close-out netting. First, if close-out netting were 
not enforceable, market participants would need to assume that gross exposure, not 
net exposure, is the relevant measure of counterparty risk. According to the Bank for 
International Settlements, netted credit exposure for banks worldwide as of June 2009 
was $3.7 trillion, compared with gross market value of $25.4 trillion. Loss of netting 
would in this case mean that credit exposure would increase by nearly $22 trillion—a 
factor of almost seven—and lead to significant shortfalls in collateral and capital. With 
regard to collateral, it simply would not be feasible to raise $22 trillion of additional 
collateral. With regard to capital, banks globally could require $500 billion or more of 
additional capital to cover their shortfall.1 At the largest global banks that are major 
derivatives dealers, the consequences would be especially severe: at the end of 2008, 
a particularly volatile year, it was not unusual for a bank to report a netting benefit in 
excess of $1 trillion. Offsetting the loss of such a benefit would require $24 billion 
of additional capital at a single bank. Such shortfalls of collateral and capital could 
have catastrophic consequences. Banks would attempt to raise whatever capital they 
could, but would likely end up shedding significant amounts of risk, leading to massive 
asset contractions, possible financial crises, and an extended period of weak economic 
activity.

Another effect of the loss of close-out netting would be that the inability to adjust 
market risk positions would make it difficult to trade or manage risk with certainty. 
Market participants, as well as clearing houses, would face substantial, uncontrollable 
risks because they could neither replace nor unwind the defaulted transactions with 
certainty. In addition, market participants would lose the ability to engage in offsetting 
trades in order to reduce exposure to a counterparty as credit problems became 
apparent. Instead, non-defaulting parties would have incentives either to cut back or 

1Using the Bank for International Settlements exposure statistics described above, moving from 
net to gross exposure would increase the relevant exposure measure by $21.6 trillion. Assuming, 
conservatively, an average Basel II counterparty risk weight of 30 percent for the additional exposure and 
an 8 percent required capital ratio, banks worldwide could face a capital shortfall of almost $520 billion.
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terminate transactions with troubled counterparties earlier than would be the case with 
netting. Under such circumstances, troubled firms would likely find it more difficult to 
manage their way out of financial difficulties, which could lead to an increase in overall 
insolvencies. Further, if a major market movement or other macroeconomic shock were 
to occur during these conditions, market participants could experience widespread and 
significant losses because their portfolios are not hedged. In other words, there would 
be a systemic crisis. 

Close-out netting has stood the test of time and has proven itself adaptable to a wide 
variety of legal jurisdictions. For that reason, policy makers should attempt to preserve 
the benefits of netting as they develop resolution procedures for systemically important 
financial institutions. Instead of reconsidering netting, it would be preferable to focus 
on reducing the risks and improving the functioning of over-the-counter derivatives 
and other financial contracts. There are numerous such efforts underway at present. For 
example, the industry has committed to move a substantial share of over-the-counter 
derivatives activity to clearing houses, which themselves require close-out netting to 
manage their risks. The industry has also committed to increase transparency and to 
improve the efficiency and effectiveness of collateralization. Such efforts promise real 
benefits compared with the uncertain consequences of changes that weaken close-out 
netting.

Conclusion 
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