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ADDITIONAL PROVISIONS RELATING TO CREDIT DERIVATIVE TRANSACTIONS ENTERED INTO BETWEEN A RESTRICTED DELIVERY PARTY AND A MARKET COUNTERPARTY WHERE PHYSICAL SETTLEMENT APPLIES (THE ADDITIONAL PROVISIONS)
ISDA has prepared this explanatory memorandum to assist in your consideration of the Additional Provisions Relating To Credit Derivative Transactions Entered Into Between A Restricted Delivery Party And A Market Counterparty Where Physical Settlement Applies (The “Additional Provisions”).

THIS MEMORANDUM DOES NOT PURPORT TO BE AND SHOULD NOT BE CONSIDERED A GUIDE TO OR AN EXPLANATION OF ALL RELEVANT ISSUES OR CONSIDERATIONS IN CONNECTION WITH THE ADDITIONAL PROVISIONS. PARTIES SHOULD CONSULT WITH THEIR LEGAL ADVISERS AND ANY OTHER ADVISER THEY DEEM APPROPRIATE PRIOR TO USING THE ADDITIONAL PROVISIONS. ISDA ASSUMES NO RESPONSIBILITY FOR ANY USE TO WHICH ANY OF ITS DOCUMENTATION OR OTHER DOCUMENTATION MAY BE PUT.
Background

The Additional Provisions have been prepared for use in the situation where the settlement method is physical settlement (either as the fallback settlement or otherwise) and either party to the CDS is, for regulatory or other reasons, restricted from holding a Loan or there is a limit on the outstanding principal balance of a Bond which it may hold.  

In each of these cases, if a Notice of Physical Settlement contains either (a) a Loan or (b) a Bond with an outstanding principal balance which would cause the protection seller to breach any laws and regulations applicable to it if the relevant delivery was made, the Additional Provisions provide for cash settlement to occur rather than physical settlement.

Additional Provisions  

(a) The Additional Provisions have been prepared for use with Credit Derivatives Transactions that incorporate the 2003 ISDA Credit Derivatives Definitions as supplemented by the 2009 ISDA Credit Derivatives Determinations Committees, Auction Supplement and Restructuring Supplement published on 14 July 2009.  

(b) They may be incorporated into a relevant confirmation (including in electronic form) by wording indicating that the Additional Provisions are so incorporated by reference therein or else by entry into the Incorporation Letter Agreement.  In either case, the parties will need to agree the definition of “Approved Dealer” as this definition is used but not provided for within the Additional Provisions. 
Incorporation Letter Agreement
The Incorporation Letter Agreement allows for incorporation and extension of the scope of the Additional Provisions by way of a side letter.  It may be used by parties to agree the circumstances in which the Additional Provisions should apply.  That is, parties may agree the types of transaction that would fall within scope, the additional counterparty types (i.e. beyond UCITS counterparties) that would constitute "Restricted Delivery Parties" and the additional types of "Restriction" (i.e. beyond legal and regulatory restrictions only) that will enable a fund to cash settle Bonds.  It also requires the parties to bilaterally agree the definition of “Approved Dealer”.
Please note the following:

(c) The form of Incorporation Letter Agreement will be published as a separate document contemporaneously with the publication of the Additional Provisions.  Although the Additional Provisions may be incorporated into specific Confirmations with UCITS Funds without needing a separate letter to implement it, the Incorporation Letter Agreement would be necessary to implement the Additional Provisions on a broader basis.

(d) The Incorporation Letter Agreement provides for a number of elections, and is intended to make incorporation of the Additional Provisions as user-friendly as possible. 

(e) A list of types of transactions to which the working group expected the Additional Provisions to apply has been included.  Please see the definition of "Covered Transactions" (i.e. single name and untranched index trades) and "Excluded Transactions" (i.e. tranched index, tranched portfolio, loan only and RAST trades) in the main body of the letter and in Appendix A for further details. For your information, the definitions of the various types of transactions set out in Appendix A are based on the corresponding terms in the Big/Small Bang Protocols. Please note that the list of transactions set out in Appendix A is merely an indication of what is anticipated to be covered or excluded - ultimately it is for the relevant parties to agree to the exact scope of transactions that are covered or excluded on a case-by-case basis, to be comfortable that they are permitted to enter into any given trade and that the Additional Provisions operate consistently with the standard documentation for certain types of trades.

(f) The terms of the Incorporation Letter Agreement prevail if there are conflicting provisions in a CDS Confirmation unless such Confirmation specifically references the Incorporation Letter Agreement and explicitly states that the Confirmation prevails.  This is similar to the approach taken in the Big/Small Bang Protocols in relation to certain amendments to protocol covered transactions.  
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