Settlement Risk in OTC Derivatives Trading

In transactions such as rate and currency swaps that involve reciprocal payments, it is important to structure the obligations of the parties so that their payments are netted against each other whenever possible.  Netting avoids the problem of ensuring that neither party will make its payment without receiving the corresponding payment from the other party.  It also reduces the parties’ concerns about payment risks in the context of a bankruptcy.  Any concerns about withholding taxes are also greatly reduced because, if a tax were applicable, it would probably apply only to the relatively small net payment, and only if the party making the payment were located in the jurisdiction imposing the tax.
Exchange controls in some jurisdictions may prohibit netting across Transactions, under rules designed to permit easy tracing of the cash flows in approved cross-border transactions.  Netting is not possible in OTC derivatives in which the payments of the parties are in different currencies, such as conventional currency swaps and forwards.  The ISDA clause simply requires each party to make its payment at the agreed time and place, without making either payment conditional on the other.  If a party fails to make its payments, the other is left to such remedies as it may have at law to compel payment and, pending cure of the payment failure, it may withhold further payments otherwise required under Section 2(a)(i), as a result of the condition precedent in Section 2(a)(iii), supra p. 803.

One or both of the parties may be unwilling to enter into an unconditional obligation to make its payments without some greater assurance that the other party will also perform, particularly in connection with currency swaps and FX forwards, where payments are usually to be made in different parts of the world.  For example, in a plain-vanilla Japanese yen/U.S. dollar swap, one party’s payment will normally be due in Tokyo and the other party’s will be due in New York.  However, on the due date, banks will be closed in Tokyo by the time banks open in New York.  Many of the major participants in the foreign exchange markets propose to manage the settlement risk associated with these situations and with settlements due from and to the same parties on the same day under multiple transactions through the use of clearing systems.  See supra p. 488 on proposed real time continuous linked settlement through CLS Bank.

There are a number of other approaches to managing the settlement risk of transactions that cannot be settled on a net basis.  From the lawyer’s perspective, a useful approach is to permit either party to elect to have payments made to an escrow agent.  [Attachment A] illustrates this approach through a provision often included in master agreements, which requires the party that elects to invoke the escrow arrangements to absorb the related costs.

Another approach for currency swaps, most often used when one of the parties has a significantly superior credit standing, is for the agreement to provide that the party with the lesser credit standing must pay first.

Yet another alternative is to provide that any payment made by a party before it has received the corresponding payment from the other party will be held in trust or subject to return on demand to the party that made the payment until such time as the corresponding payment is made.  Since the parties to these transactions do not, in fact, normally segregate such payments, many question the usefulness of this approach, which was once fairly common but is now somewhat unusual.  Some believe the reference to a trust may pose problems if as a result of the reference a party can be charged with breach of trust for using the funds as its own before the corresponding payment is made.  As a practical matter, there may be little danger that this kind of charge will be raised, but parties considering use of words of trust should take that danger into account in weighing the possible advantages and disadvantages of adopting this deemed trust technique.

The parties also sometimes deal with concerns about settlement risk in transactions involving multiple currencies by agreeing that, in extraordinary circumstances typically involving market disruptions, an obligation that would otherwise have been payable in an identified currency will be translated at the then-current spot rate to the currency in which the other party’s obligation is due so that only a net obligation will be payable under the illustrated Section 2(c) or a similar provision on payment netting in another kind of agreement.
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ATTACHMENT A

Escrow

If either party in its reasonable judgment determines at any time that there has been a material adverse change that is likely to affect the other party’s ability to perform its ensuing payment obligation in connection with a Transaction or Transactions involving payments due from each of the parties on the same day in different currencies, the party that has formed that judgment may notify the other that the payments due on that day in connection with that Transaction or those Transactions are to be made in escrow, to a major commercial bank selected by that party in good faith and that has offices in the cities in which those payments are to be made.  If such an election is made, each party shall make the payment due from it on that day by deposit into escrow to that escrow agent, for value on that day, with irrevocable instructions (i) to release the payment to the intended payee upon receipt by the escrow  agent of the required counter payment due from that payee on the same day in connection with that Transaction accompanied by irrevocable instructions to the same effect, or (ii) if the required deposit in escrow of the counter payment due is not so made on the same day, for value on that day, to return the payment deposited in escrow to the party that made the escrow deposit.  The party that elects to have payments made in escrow shall pay the costs of the escrow arrangements and cause those arrangements to provide that the escrow agent will pay interest on each amount deposited in escrow with it in either of the relevant cities, for each day such amount remains in escrow past 5:00 p.m. local time in the city at the same rate per annum, and calculated in the same way, as it would pay on overnight deposits placed with it in the relevant currency and city for value on such day.  The escrow arrangements shall also provide that such interest on any amount in escrow shall be payable to the intended payee of that amount, provided that it has deposited the counter payment due from it into escrow as contemplated herein, and that, if it has not done so, such interest shall be payable to the other party.

To the extent necessary to give effect to the parties’ intent regarding these escrow arrangements, the preceding paragraph amends Section 2(a)(ii), and if a payment made into escrow is returned to a party as provided above because the other party fails to make its counter payment in a timely fashion, the party that receives the return may continue to withhold the payment pursuant to the conditions precedent in this Agreement.
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