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2. Dodd-Frank Act Compliance

3. ISDA Document Overview

4. Coordinating Loan Documents with the ISDA Master 
Agreement

5. LIBOR Phaseout - Update
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Using Swaps to Hedge Against Interest Rate Risk

• Swaps are a type of derivative instrument that can be used to hedge against 
exposure to fluctuations in interest rates

• An agreement between two parties (the counterparties) where future interest 
payments are exchanged based on a specific principal (notional) amount

• Typically, a company will borrow money from a bank and the interest rate on the 
loan is based on a benchmark such as LIBOR, plus a “spread”

• Because these types of loans have a floating interest rate, the borrower will also 
enter into a swap agreement in order to transform the loan to a fixed rate loan by 
hedging the interest rate risk

• By entering into an interest rate swap, the borrower can eliminate or reduce its 
exposure to fluctuations in the interest rate
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Example:

• On January 1, 2021, the Company borrows $50 million from the Bank with interest 
rate payments of One Month USD-LIBOR plus 2.00% spread

• The loan will mature in 5 years when all principal is repaid, and interest payments 
are due monthly until maturity

• On the same day that it executes the loan agreement, the Company enters into
an interest rate swap, which also matures in 5 years 
• Fixed rate: the Company Pays 3.50% to the Bank (effective fixed rate is 3.50 plus 2.00 

spread, or 5.50%)

• Floating rate: the Company receives One Month USD-LIBOR from the Bank

• At inception, the net present value of the anticipated payments from the Floating 
Payer and the Fixed Payer is equal to zero

• However, changes in variable interest rates and counterparty credit risk can result 
in an increase or decrease in the value of the swap over time.
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Terms of the Interest Rate Swap

• Fixed Payer: Customer

• Floating payer: Bank

• Notional Amount: $50 million

• Fixed Interest Rate: 3.50%

• Floating Interest Rate: 1M USD-LIBOR

• Day-Count Convention Actual/360

• Original Settlement Date: 01/01/2021

• First Exchange: 01/31/2021

• Maturity Date: 12/31/2025

9



• Dodd-Frank imposes new regulations on “Swaps” – a previously unregulated area

• Enacted June 21, 2010; significant compliance dates began on October 12, 2012

• Most derivatives are covered, but not Spot FX or Deliverable FX

• “Swap Dealers” must register with the CFTC

• Swap Dealers are subject to “business conduct” rules, most of which do not apply to non-
Swap Dealers

• Only “Eligible Contract Participants” can enter into swaps; this applies to everyone, including 
Non-Swap Dealers

• There are recordkeeping and reporting requirements which apply to everyone

• Clearing (and SEF) rules also apply but “small” banks will usually qualify for an exception:
• All swaps must be either cleared through a clearinghouse and traded on a SEF, or subject to an 

available exception from clearing (e.g., the “end-user exception”)

• However, most Swaps entered into by “small” financial institutions under $10B in assets will qualify for 
an exception to clearing and trade execution, meaning that they can be transacted off-exchange / over-
the-counter
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• Keep Notional Volume under $8B/12 months

• Keep Notional Volume with “Special Entities” under $25M/12 months

• You cannot trade with non-Eligible Contract Participants (with very narrow 
exceptions)

• Most other External Business Conduct Rules do not apply, but many are 
considered “best practices”; for example, Counterparty Verification and Risk 
Disclosures

• DF Protocols and Bilateral Agreements: 
• For your dealer relationships, you generally will be required to adhere to the DF 

Protocols 

• For your customer relationships, you generally will be fine with a bilateral agreement (or 
multiple documents) which cover Dodd-Frank obligations

• Recordkeeping and Reporting

• Clearing, SEF, and reporting rules still apply (but customer relationships will be 
largely exempt via the end-user exception).
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Regulatory Basics: Eligible Contract Participants

• Only “Eligible Contract Participants” (ECPs) may enter into
swaps. ECP’s include: 

• Entities with $10 million in total assets, or 

• Entities with a net worth of at least $1 million which are hedging

• Individuals with “amounts invested on a discretionary basis” that exceed $10 
million, or $5 Million if hedging

• If counterparty does not satisfy the requirements above, it may 
qualify:

• Under another section of the ECP definition

• With a guaranty from an entity with more than $10 million in total assets

• If 100% of the owners of an entity are ECP

• Under CFTC No Action Letter 12-17 as an “indirect proprietorship” or an 
“anticipatory ECP”
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Regulatory Basics:  Central Clearing

• What is Central Clearing?  Certain types of Swaps will be 
subject to mandatory clearing.  This means that once the 
trade is executed, the dealer gives up the trade to a 
clearinghouse, which then becomes the customer’s swap 
counterparty.

• Once cleared, a swap will be subject to the clearinghouse’s 
margin requirements, which would require an end-user to 
post cash collateral to the clearinghouse for any swap with 
a negative value.

• Central Clearing is required for most LIBOR-based interest 
rate swaps, unless an exception to clearing applies…
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Regulatory Basics: End-User Exception
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• A counterparty may elect the End-User Exception if it
• (i) is not a “financial entity” (including banks under $10B in total assets)

• (ii) is hedging commercial risk, and 

• (iii) notifies the CFTC how it will meet its financial obligations

• Generally, publicly traded companies must obtain board approval 
to elect end-user exception

• Dealer typically notifies CFTC on behalf of customer

• A dealer will confirm ECP status, the End-User Exception and 
other Regulatory requirements either through a bilateral 
agreement or through the Dodd-Frank Protocols promulgated by 
ISDA



Regulatory Basics – Recordkeeping and Reporting

• All swap counterparties must maintain specific data and all swaps 
must be reported to a Swap Data Repository (“SDR”)
• The recordkeeping obligation extends to all market participants – swap dealers 

and banks, but also end-users

• Generally, a bank customer will satisfy its reporting obligation by the bank to 
report on its behalf to an SDR

• Reporting obligation includes new swaps and historical swaps

• LEI/GMEI: All parties to a transaction must have a Legal Entity 
Identifier (LEI, a/k/a , Global Markets Entity Identifier (GMEI))

• LEIs also needed for certain historical swaps
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Dodd-Frank Municipal Advisor Rules

• Dodd-Frank prohibits unregistered “Municipal Advisors” from providing “Advice” to a “Municipal 
Entity” or “Obligated Person” regarding “Municipal Financial Products” 
• Municipal entities are (generally) governments or instrumentalities
• Obligated persons include “conduit” borrowers
• Municipal financial products include swaps
• If you are providing customized information regarding a swap, you are likely making a 

recommendation that constitutes “advice”
• Under SEC Rules, a non-Swap Dealer bank can offer swaps to municipal entities or obligated persons 

without registering if:
• As to obligated persons only, the swap does not relate to the person’s capacity as an obligated 

person; or
• The counterparty retains an independent registered municipal advisor (and the bank complies 

with certain additional requirements).
• There may be other structural solutions, such as trading through a Swap Dealer, and taking back a 

100% risk participation
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Overview of Customer Documentation – Non-Cleared 
Swaps

• Customer Documentation includes both Dodd-Frank 
Compliance Documents and Trading Documents     
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Compliance Documents – one or more 
agreements/documents which address:

LEI/GMEI

End-User Exception

ECP Status

Confidentiality, Risk Disclosures, etc.

Transaction Documents include:

ISDA Master Agreement and Schedule

Confirmation

Credit Support Annex (if applicable)

Review of Loan / Collateral Documents



ISDA Document Architecture
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• Derivatives are governed by the ISDA Master Agreement (a separate legal 
document from the “related” loan documents)

• ISDA Master Agreement contains the basic legal terms applicable to all derivatives 
between bank and customer

• Universally adopted, never changed or negotiated
• Intended to be even-handed; representations, covenants, termination events, and 

defaults apply to both parties equally

ISDA Master 
Agreement

• Allows bank to customize swap to its credit, collateral, and legal requirements
• Adds additional events of default (termination events)
• Adds cross-defaults to different loan agreements and to subsidiaries and affiliates
• Adds cross-collateralization, guarantors, etc.; note that for real property, 

addressing security in the schedule is not sufficient to protect the bank
• Unlike the Master Agreement, the schedule is often “negotiated”

Schedule to 
Master Agreement

• Contains the economic terms of transaction: Fixed Rate and Floating Rate Payors, 
payment dates, notional amount, etc.

• Note that confirmation is required for initial trade, as well as any amendments or 
voluntary termination prior to maturity

• In the event of a conflict between the terms of the confirmation, schedule, and 
ISDA Master, conflicts are resolved in the reverse priority listed on this page

Confirmation



Coordinating Loan Documents with the ISDA Master 
Agreement

• Key Loan Documents to Coordinate:
• Promissory Note

• Loan Agreement

• Security/Pledge Agreements

• Mortgage/Deed of Trust

• Guaranties

• Collateral Assignment of Swap

• Intercreditor Agreements

• Authorizing Resolutions
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Loan Documents – Coordinating Financial Terms

• Confirm Floating Rate on loan and swap is based on the same index (i.e., 
one month LIBOR which resets two business days before the 1st day of each 
calendar month)

• Confirm swap payment dates and interest payment dates are the same

• Confirm treatment of negative interest rates/zero rate floor is the same in 
loan and swap documents

• Confirm notional and principal amounts match, and amortization is the same

• Obligation to make loan and swap payments should be independent of each 
other

• Confirm prepayment language does not preclude or conflict with early 
termination payments on swap

• Generally, swap should mature before or contemporaneously with loan 
maturity to avoid credit and documentation risk of extending beyond loan 
maturity
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Loan Agreement Terms – Covenants

• Negative Covenants – permit or prohibit swaps as 
appropriate in the following covenants:
• Indebtedness

• Liens

• Loans

• Investments

• Hedging – this may restrict hedging generally or limit changes to 
existing swaps

• Affirmative Covenants – A specific hedging requirement is 
permitted, but tying to a specific lender may violate anti-
tying rules
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Loan Agreement Terms – Default, Payoff and 
Termination
• Events of Default

• Bankruptcy

• Cross-default to ISDA Documents

• Failure to maintain hedge

• Other typical loan defaults

• Acceleration – make sure acceleration language does not include swap, 
including in the event of automatic loan acceleration resulting from 
bankruptcy

• Payoff and Default Letters: Consider swaps when drafting, and avoid “all 
obligations” language which might inadvertently include the swap

• Termination/Prepayment Mechanics: In the event of a default, the ISDA 
termination mechanics are very specific and easy to get wrong; 
experienced swap counsel in this instance is an absolute must
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Loan Agreement Terms – Miscellaneous 

• Definitions:
• Hedging/swap/rate management definitions

• “Obligations” and “Loan Documents” – Consider whether hedging should be included and 
impact on cross-default, acceleration, and payoff

• Conditions Precedent – Ok to require swap and general swap terms, but do not 
tie to lender (i.e., “counterparty reasonably acceptable to Lender”)

• Waterfall/application of proceeds – if there is a waterfall for application of 
proceeds upon a default, consider where swap obligations (i.e., early termination 
payments) should fall. Usually pari passu with loan principal

• Notice Requirements – On agented facilities, a notice requirement to agent is 
common. The specific notice requirements vary, so it is important to closely 
review and tailor the notice as required by the loan agreement

• Voting Rights – Consider whether a swap provider who is not a lender has voting 
rights and how, if at all, swap impact voting percentages. Interests of swap 
providers and lenders may not always be aligned
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Loan Agreement Terms – Security

• Most lenders expect that the loan collateral will also secure the swap. This requires a thoughtful analysis of 
collateral documents. A failure to do this can result in incomplete rights in a default/termination scenario.

• For personal property, source of security interest may be in a loan and security agreement, stand-alone 
security agreement, pledge agreement, collateral assignment or similar document, or in a granting clause 
contained in the ISDA Schedule itself. 

• Generally, a security interest in personal property is perfected by filing a UCC financing statement, but in 
certain cases (i.e., securities) it may be perfected by possession or control. This is important to understand 
and coordinate with loan counsel.

• For real estate collateral, swap obligations must be specifically described in the recorded mortgage or deed of 
trust.

• Drafting trap – Use “all obligations and liabilities” in connection with swap rather than amounts “due and 
payable,” since the latter does not recognize the indeterminate and contingent nature of early termination 
payments.

• Swap endorsements to loan policy of title insurance – Consider coverage and cost.

• Special care must be taken if the lienholder and swap provider are not the same (i.e., bank provides the loan
but a bank affiliate provides the swap)

• State law must be reviewed where the real estate is located, as many states have special requirements, such 
as (i) mortgage registration tax, or (ii) requirement that mortgage/DOT state maximum secured amount.
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Swap Guaranties

• Post-Dodd-Frank, swap guaranties have become more complicated 

• A guaranty of a swap is a “Swap” under Dodd-Frank, so only an Eligible 
Contract Participant may guaranty a swap; this applies to any new and
amended swaps

• Bank must confirm ECP status; if a loan guarantor does not qualify, often 
the swap must be re-reviewed from a credit standpoint

• Swap guaranties must exclude swaps which are entered into at a time 
when the guarantor is not an ECP

• ISDA published “exclusionary terms” which can be incorporated into loan 
documents and guaranties to exclude swaps for non-eligible guarantors

• When entering into a new or amended swap, banks must consider old 
loan guaranties; formerly well-drafted guaranties covering “all 
obligations” are now a potential trap
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Traps for the Unwary
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Make sure you review all relevant loan documents which properly  cross-default and cross-collateralize; a failure to 
do this may result in the need for costly amendments, or worse, incomplete rights in a default/termination scenario

As to Real Estate Collateral, always have real estate security reviewed by legal counsel; if the swap is not 
properly described and recorded in real property records, you will not be secured by real estate

Don’t take guaranties from non-ECPs

Get ISDA Documents signed before you trade (this is required for Swap Dealers)

Promptly after you trade, get a signed confirmation (1 day requirement for Swap 
Dealers); it is always easier to enforce an obligation with a signed confirmation

Payoff and Default Letters: Consider swaps when drafting, and avoid “all obligations” language which might 
inadvertently include the swap

Termination/Prepayment Mechanics: In the event of a default, the ISDA termination mechanics are very specific 
and easy to get wrong; experienced swap counsel in this instance is an absolute must



The End of LIBOR
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• July 2017:  FCA CEO announces that as of the end of 2021, panel banks 
will no longer be compelled to provide LIBOR quotations
• Markets underlying LIBOR are “no longer sufficiently active” with little prospect 

of becoming more active any time soon

• E.g., one currency-tenor combination, published daily, relies on pricing input 
from 12 panel banks that only executed 15 qualifying transactions in all of 
2016

• In recent years, the FCA has had to coax panel banks to continue LIBOR 
submissions 
• Panel banks are uncomfortable providing pricing submissions based solely on 

judgment, where there is little actual borrowing activity

• However, these banks have agreed to continue providing quotations through 
the end of 2021

• “If an active market does not exist, how can even the best run 
benchmark measure it?”



Secured Overnight Financing Rate (SOFR)

michaelbest.com

• What is SOFR?
• An index that that is nearly “risk-free,” reflecting a broad measure of overnight 

U.S. Treasury repurchase (“repo”) financing transactions 

• Calculated based on transaction data (no subjective input)

• Solely a replacement for USD LIBOR

• Based on collateralized transactions in a liquid market (with about $660 billion 
in daily transactions)

• Compare with LIBOR, which is:
• An index that reflects the interest rates at which banks borrow from one 

another overnight on an uncollateralized basis

• Calculated daily in 5 currencies (USD, EUR, GBP, JPY, CHF) and for 
maturities ranging from overnight to 1 year

• Formulated from pricing contributions by 17 panel banks (using “expert 
judgment” rather than transaction data)
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• LIBOR is used as a reference rate in trillions of dollars of derivatives 
contracts, as well as corporate and consumer loans, mortgages, floating 
rate notes and securitizations 

• In most cases, the LIBOR fallback language in these contracts is insufficient

• What to do now?
1. Determine which contracts reference LIBOR

2. Divide derivatives and loan transactions into 3 categories: (i) already-executed 
transactions that expire before the end of 2021, (ii) already-executed transactions that 
expire after the end of 2021, and (iii) transactions that have not yet been executed

3. Insert robust LIBOR fallback terms into new transaction documents

4. Amend existing transactions that go past 2021 to include robust LIBOR fallback terms
• Derivatives: adhere to ISDA Protocol; consider alternatives

• Loans: insert the ARRC’s recommended fallback terms; consider alternatives
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The ARRC LIBOR Replacement Terms
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 Recommended fallback terms released by the ARRC for a variety 
of cash products:  bilateral business loans, syndicated loans, 
floating rate notes, adjustable rate mortgages, etc.

 Trigger events for replacing LIBOR:
1. ICE will no longer publish LIBOR

2. The FCA determines that LIBOR is “non-representative”

3. Early opt-in

• Different approaches to determining the LIBOR replacement rate: 
• Hardwired (waterfall, with Term SOFR as the first option)

• Amendment (no longer recommended)

• Hedged loan (defaults to ISDA solution)



The ISDA Solution
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• ISDA’s 2-prong industry-wide solution for including robust LIBOR 
fallback terms in derivatives contracts:

1. ISDA IBOR Fallback Protocol: amends derivatives contracts executed prior to 
January 25, 2021 between any two adhering counterparties

2. Supplement to 2006 ISDA Definitions: applies to all contracts executed on and 
after January 25, 2021 that incorporate the 2006 ISDA Definitions by 
reference

• Upon the occurrence of certain trigger events (aligned with the 
ARRC triggers), USD-LIBOR is replaced with compounded 
SOFR in arrears, plus an adjustment, 2-day lookback

• The ISDA solution includes replacement terms for all IBORs, not 
just USD-LIBOR



1.Conclusion

2.Questions

3.Thank You!
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