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ARTICLE

ISDA Reveals Framework for Smart Derivatives Contracts
T hese  con tracts have  the  po ten t i a l  to  crea te  si gn i f i can t  e ff i ci enci es i n  the  de ri va t i ves m arke t  by au tom at i ng  the  pe rfo rm ance  o f  even ts,  act i ons and
ob l i ga t i ons under a  de ri va t i ves con tract .

T he  In te rna t i ona l  Swaps and  Deri va t i ves Associ a t i on ,  Inc.  (ISDA) recen t l y pub l i shed  a  wh i tepaper,  Smart  Deri va t i ves Con tracts:  From Concep t  to
Construct i on ,  tha t  se ts ou t  a  p ract i ca l  approach  to  the  use  o f  sm art  con tracts fo r de ri va t i ves t rad i ng .  T hese  con tracts have  the  po ten t i a l  to  crea te
si gn i f i can t  e ff i ci enci es i n  the  de ri va t i ves m arke t  by au tom at i ng  the  pe rfo rm ance  o f  even ts,  act i ons and  ob l i ga t i ons under a  de ri va t i ves con tract .  To
ach i eve  th i s,  sm art  con tracts m ust  f i rst  ove rcom e a  num ber o f  l ega l ,  regu l a to ry,  com m erci a l  and  techno l og i ca l  cha l l enges.

A Framework for Developing Smart Derivat ives Contracts

A sm art  con tract  i s a  l ega l l y b i nd i ng  ag reem ent tha t  i s au tom ated  usi ng  com pute r code .  T he  structu re  o f  sm art  con tracts can  va ry.  ISDA's wh i te  paper
focuses on  those  tha t  a l l ow a  com pute r to  au tom at i ca l l y pe rfo rm  ce rta i n  te rm s o f  a  de ri va t i ves con tract ,  ap t l y nam ed ‘sm art  de ri va t i ves con tracts’
(SDCs).

T he  ISDA wh i tepaper p rovi des a  p ract i ca l  f ram ework fo r deve l op i ng  SDCs, wh i ch  i ncl udes:

De te rm i n i ng  wh i ch  pa rts o f  a  con tract  a re  appropri a te  fo r au tom at i on ;

Chang i ng  the  exp ressi on  o f  l ega l  te rm s to  be  com pat i b l e  wi th  techno l og i ca l  requ i rem en ts;

A l l owi ng  l ega l  te rm s to  be  rep resen ted  as com pute r funct i ons;

Deve l op i ng  tem p l a tes tha t  can  be  used  wi th  pa rt i cu l a r de ri va t i ves p roducts;  and

Va l i da t i ng  the  tem p l a tes to  ensure  the  l ega l  e ffect  o f  con tract  p rovi si ons has no t  changed .

Regulatory, Commercial and Technological Standards

SDCs m ust  adhere  to  exi st i ng  regu l a to ry requ i rem en ts tha t  govern  the  act i vi t i es o f  de ri va t i ves m arke ts and  m arke t  pa rt i ci pan ts.  A l though  regu l a t i ons a re
typ i ca l l y deve l oped  co l l abo ra t i ve l y a t  the  i n te rna t i ona l  l eve l ,  na t i ona l  i m p l em enta t i on  va ri es,  crea t i ng  regu l a to ry i nconsi stenci es.  In  add i t i on ,
i n te rna t i ona l  regu l a to ry standards fo r sm art  con tracts have  no t  ye t  been  deve l oped .

From  a  com m erci a l  pe rspect i ve ,  SDCs wi l l  have  to  adhere  to  p ract i ces tha t  a re  com m on to  the  i ndustry.  Com m erci a l  standards,  deve l oped  th rough
com m on and  con t i nued  p ract i ce  i n  a  m arke t ,  wi l l  gu i de  how SDCs shou l d  be  st ructu red .

SDCs m ust  a l so  com p l y wi th  techno l og i ca l  standards to  ensure  tha t  they a re  sound ,  secure ,  com pat i b l e  and  consi sten t .  I t  i s cruci a l  tha t  SDCs com p l y
wi th  these  requ i rem en ts to  ensure  funct i ona l i ty,  consi stency and  e ff i ci ency.

Legal Considerat ions

SDCs seek to  g i ve  a  l ega l l y b i nd i ng  e ffect  to  the  execu t i on  o f  com pute r code .  T h i s m ay pose  a  num ber o f  d i ff i cu l t i es,  as the  con tracts m ust  st radd l e
bo th  l ega l  and  techno l og i ca l  requ i rem en ts.

One  o f  the  m a i n  cha l l enges wi l l  be  de te rm i n i ng  wh i ch  con tract  te rm s can ,  and  shou l d ,  be  au tom ated  based  on  com p l exi ty and  o the r re l evan t  facto rs.
One  approach  i s to  au tom ate  ‘ope ra t i ona l ’ cl auses tha t  requ i re  act i on  upon  the  occu rrence  o f  a  pa rt i cu l a r even t .  Ano the r approach  i s to  rewri te
con tracts i n  a  m ore  fo rm a l  exp ressi on  based  on  a  l og i ca l  f ram ework tha t  can  easi l y be  converted  i n to  a  p rog ram m i ng  l anguage .

Dra f t i ng  l ega l  te rm s i n  a  m anner tha t  can  be  converted  to  p rog ram m i ng  l anguage  wi l l  necessi ta te  l ega l  p ract i t i one rs worki ng  cl ose l y wi th  techno l ogy
speci a l i sts.  Va l i da t i ng  these  te rm s to  ensure  the  l ega l  m ean i ng  o f  a  cl ause  has no t  changed ,  wi l l  a l so  be  necessary.

Fi na l l y,  changes to  the  l aw o r the  act i ons o f  the  pa rt i es to  a  con tract  can  crea te  com p l i ca t i ons fo r SDCs i n  opera t i on .  ISDA recom m ends tha t  pa rt i es
bu i l d  i n  a  ri gh t  to  suspend  the  au tom at i c pe rfo rm ance  fea tu res o f  a  SDCs to  address such  concerns.

Contact Us

I f  you  have  any quest i ons abou t  SDCs, p l ease  con tact  one  o f  the  au tho rs o f  th i s bu l l e t i n  o r any o the r m em ber o f  BLG’s Deri va t i ves Group.  BLG i s ranked
as the  Num ber One  Law f i rm  i n  Canada  fo r Deri va t i ves by Deri va t i ves Weekl y and  has been  nam ed Canada  Law Fi rm  o f  the  Year — Regu l a to ry and
T ransact i ons — a t  Gl oba l  Cap i ta l 's Am eri cas Deri va t i ves Awards eve ry year si nce  the  i ncep t i on  o f  these  awards.

By:  M i chae l  Tayl o r,  Am i tha  Carnad i n

Servi ces:  Investm en t M anagem ent,  Fi nanci a l  Se rvi ces

ttp://isda.informz.net/z/cjUucD9taT03MDg3MDUwJnA9MSZ1PTc1NjYxNzc2OCZsaT01MzMyNDM5Mw/index.htm
ttps://blg.com/en/Expertise/Pages/Derivatives.asp
https://www.blg.com/en/insights/2018/11/en/people/t/taylor-michae
https://www.blg.com/en/insights/2018/11/en/services/practice-areas/investment-managemen
https://www.blg.com/en/insights/2018/11/en/services/industries/financial-service



