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ISDA Events of Default... 

to infinity and beyond? 

The Court of Appeal has provided some welcome guidance on the interpretation of Section 
2(a)(iii) of the ISDA Master Agreement, which applies to most hedging agreements.  In 
particular, it has been clarified that a party's payment obligations are suspended (and not 
extinguished) if the other party is subject to an Event of Default, and will be revived if the 
Event of Default is cured. 
 
In Lomas and others v JFB Firth Rixson Inc and others [2012] EWCA Civ 419, the Court of Appeal handed down its judgment in the 
appeals of four High Court rulings on the interpretation of Section 2(a)(iii) of the ISDA Master Agreement.  These High Court 
decisions, which related to Events of Default under the 1992 ISDA Master Agreement (two of which related to the Lehman bankruptcy 
and two involving defaults under forward freight agreements), had created confusion as to the effect of Section 2(a)(iii). 

If an Event of Default is continuing (and unless Automatic Early Termination applies), the non-defaulting party has the right to choose 
whether or not to exercise its right of termination and close out all outstanding transactions.  Section 2(a)(iii) of the ISDA Master 
Agreement allows a non-defaulting party to withhold payment to the defaulting party if there is a continuing Event of Default.  This 
caused much uncertainty as to how long the non-defaulting party can withhold payment, and at what point the obligation to pay is 
extinguished (if at all).   

The Court of Appeal has provided some much needed clarity on the following issues:- 

Does Section 2(a)(iii) suspend or extinguish payment obligations? 

The Court of Appeal decision made a distinction between the non-defaulting party's obligation to pay and the existence of the 
indebtedness.  Section 2(a)(iii) relates to the obligation to pay, not the underlying indebtedness.  Thus, following the occurrence of an 
Event of Default, the effect of Section 2(a)(iii) is that the payment obligations of the non-defaulting party are suspended until the 
default is cured or the non-defaulting party elects to terminate the transaction.  However, the underlying debt obligation will not be 
extinguished by the Event of Default (whether on maturity or otherwise). 

Can terms be implied into the ISDA Master Agreement? 

In the two Lehman's cases, there was concern that the Lehman counterparties would be able to rely on Section 2(a)(iii) indefinitely if 
Lehman was unable to cure the insolvency Event of Default, thereby completely avoiding the obligation to make payments where the 
non-defaulting party was 'out of the money'.  Lehman argued that terms should be implied into the ISDA Master Agreement which 
would revive payment obligations after a "reasonable" time or when the transaction terminates or would oblige the non-defaulting 
party to designate an Early Termination Date (and pay). 

The Court of Appeal rejected this argument on the basis that the test for the implication of terms into a contract required that the 
implication was necessary or that it would be obvious to an independent third party that the contract had the meaning that the implied 
terms would give it.  The proposed terms did not satisfy this test.  Therefore, the suspension of payment obligations is indefinite, and 
can be revived at any time in the future if Event of Default is cured. 

Does Section 2(a)(iii) offend the anti-deprivation and pari passu principles? 

No.  The purpose of the anti-deprivation principle is concerned with contractual arrangements which may serve to deprive creditors of 
the benefit of an asset in an insolvent company's estate.  The Court of Appeal held that the suspensory effect of Section 2(a)(iii) does 
not contravene the anti-deprivation principle and that the purpose of Section 2(a)(iii) was to protect the non-defaulting party from the 
additional credit risk involved in performing its own obligations whilst the party in default was unable to meet its own.  It held that there 
was no indication that Section 2(a)(iii) was formulated to avoid the effect of insolvency laws or to give the non-defaulting party a better 
or greater return from the insolvent's estate.   

The Court of Appeal found that Section 2(a)(iii) did not contravene the pari passu principle as the provision prevented the relevant 
debt ever becoming payable to the insolvent defaulting party.  Thus, there is no property of the defaulting party capable of being 
distributed.  
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Netting and Section 2(a)(iii) 

Section 2(c) Netting of the ISDA Master Agreement provides for the netting of amounts that would "otherwise be payable" on the same 
date, in the same currency and in respect of the same transaction.  In the third appeal of PFF v Cosco, the defaulting party appealed 
against the decision that, where there was a continuing Event of Default, transactions whose natural expiry dates had passed could not 
be taken into account in calculating net payments due on Automatic Early Termination, because the payment obligations suspended by 
virtue of Section 2(a)(iii) do not survive the expiry date of a transaction.  Therefore, payments by the non-defaulting party could be 
made on a gross basis.   
 
The Court of Appeal overturned the High Court decision, concluding that close-out netting under Automatic Early Termination applied 
to all transactions under the ISDA Master Agreement, irrespective of whether or not the last date of performance had passed prior to 
the date on which Automatic Early Termination takes effect.  The Court of Appeal also clarified that Section 2(c) can be applied where 
the non-defaulting party relies on Section 2(a)(iii) and, unless the agreement specifies otherwise, all close out sums must be calculated 
on a net basis.  As such, Section 2(a)(iii) allows the non-defaulting party to suspend the payment of a net sum due to the defaulting 
party. 
 
Implications of the Court of Appeal decision  

The Court of Appeal's determination of the issues has provided valuable guidance on the interpretation of Section 2(a)(iii) and the 
meaning and purpose of other key provisions of the ISDA Master Agreement that will be of relevance in current disputes.  ISDA 
welcomed the judgment, having been granted permission to intervene in the appeals to ensure that the arguments reflecting the 
derivative  market's understanding of the relevant provisions were made before the Court. 
 
Following pressure from HM Treasury, ISDA is consulting with its members on amending Section 2(a)(iii) and related provisions, and 
has proposed introducing a time limit for the non-defaulting party to rely on the conditions precedent in Section 2(a)(iii), thereby 
compelling a non-defaulting party to terminate transactions unless it is prepared to make net payments to the insolvent defaulting party. 

 
How to find out more 

If you have any questions on this briefing or would like to discuss any other points of interest on English law ISDAs, please contact any 
of the following: 
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