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LEGAL ANALYSIS

LEGISLATIVE DEVELOPMENTS
& CASE REVIEWS

The Insolvency Risk on TIFFE and

on TSE: Two Different Approaches
to the Insolvency Risk

Francesco Caputo Nassatt
Tokyo

The aim of this analysis is to examine, through
the description of the legal aspects of financial
futures dealings, the different structures chosen
by the Tokyo Financial Futures Exchange (TIFFE)
and the Tokyo Stock Exchange (TSE) in relation
to the distribution of the credit risk among
players. The analysis highlights that the legal
framework of the two Exchanges differs on some
substantial points, which has some major
repercussions — at least in theory - on the risk
exposure of the parties dealing in financial futures.

Introduction

On TIFFE four financial futures contracts are
traded: three-month Euroyen future, one-year Euro-
yen future, threec-month Eurodollar future, US
dollar - Japanese yen currency future (and option on
three-month Euroyen future). On TSE three financial
futures contracts are traded: 10-year Japanese gov-
ernment future, 20-year Japanese government future
and 20-year US government futura.

Broadly speaking, financial futures are traded by
open outcry or by electronic matching system on a
centralised and regulated exchange. Contracts are
highly standardised, with trading in specific months
for specific quantities of product.

On the open outery or in the electronic system
there is no opportunity of checking the credit-
worthiness of counterpartiss, The major role of the
exchange conasists in eliminating the credit risk and
the necessity to assess the worth or integrity of the
other party to a trade,

The author will describe how differently this role
is performed by TIFFE and TSE.

The Legal Framework of Financial
Futures Dealings on TIFFE

TIFFE is a Japanese legal entity.? It has a non-profit-
making purpose.?

Its shareholders are the members, The maximum
number of members allowed is 350 out of which 120
can be clearing members (CMs).? Currently there
are 262 members of which 108 are CMs. CMs are
banka, securities houses and futures firms, Goeneral
members (GMs, members which are not CMs) are
banks, securities hduses, futures firms, ‘tanshi’
(Japanese-style brokers) and insurance companies.

The capital contribution of CMs is Yen150 million
and of GMs, Yen75 million.® Members can ba CMs
if they undertake to act as clearers,

Members who are not CMs shall enter into a clear-
ing agreement with one (or mors) CMs.® Whenever
a bid or an offer made by a GM is accepted, a finan-
cial futures contract shall be deemed to be made in
the name of the CM designated by the said GM."

TIFFE receives bids and offers exclusively from
members (either GMs or CMs), but = from the Iﬂtﬁﬂ
point of view - contracts are always closed in the
name of a CM, either for its own account or for a
GM's account.”

The TIFFE automatic system matches all offers
and bids received® and financial futures contracts
are closed betwean ChMs.

Simultaneously TIFFE

shall bo desmad to have assumed automatically all the
obligations of a CM owing to another CM for whom
such finaneial futures contract constitules a purchase
gontract (the ‘Buyer') in place of the Sallar whereupon
the Seller shall be released from such obligations, and
the Seller shall owe new obligations to the Exchange,
the terma of which are identical to those of the obli-
gatlons assumed by the Exchange; and the Exchange
shall be desmad to have assumed automatically all tha
oh]igqﬂuns of the Huyer owing o the Sellar under
such financial futures contract in place of the Buyer
whereupon the Buyer shall be releasad from such obli-
gations, and the Buyer shall owe new obligations to
the Exchange, the terms of which are identical to
those of the obligations assumed by the Exchange.?

Therefore CMs do not carry the credit risk of other
CMs, but TIFFE does,

Howasver, CMs have an unlimited pro rata obliga-
tion to cover losses suffered by TIFFE as a result of
a CM's default,’® should the Loss Compensation

1. Artlole 1 Financlal Futures Trading Law no. 77, 1088
{(*Law"); Artlcle 3 Articles of Associatlon of TIFFE [*AA').
2, Article 5 Low.

3. Artiele 7 AA.

4, Articlo 18 AA.

8, Artiela 11 AA,

d, Artiele 11 AA, Article 19 Trading and Clearing Regula-
tions of TIFFE [*Rogs').

7. Artlclae 8 AA.

8. Articles 9 to 18 Regs.

8. Articlo 22 Rogs, Article 104 AA.

10,  Articles 120, 121 AA.




Doposit (LCINT mode by tha dofaultad CM and U
LODs e by adl athee CMs not be suiTiciend 1o
vovar guoll lossos,

Brakors are Togsl eatdos liconsed by the Minister
of Finance to aet s brokees of Tinanelel (oo, 9
Currontly thery amy 260 heokoes, Tho hrokors' roln iy
to allow customnes to doal in financinl Tutures.
Muomnbors of TIFFLE v alsa o Tieonkers, ' Tharotoen thore
iy bn non-lwoker (GMs, brokor UMs, non-broker
M, broker GMs, popsinamlye breokors, Flownsvar,
1Ty vasl rrmjnrity of CMs el CMs arn also brokors.

Cuatomuns cinnol opecato divoctly with THE, bal
only through n broker, Gustomaers ey 1 vsk of
iha insalvancy of tha hrokers. In othor words, if o
broker goos hankrupt anel owas an amott (olthor us
sltlngnant of o fnancind fulares confrocl or s
margin doposit 10 be roprid) to a cuslomee, oy niter
will suflor o loss copual fa the diforenca hotwoon tho
mnount dua 1o the detoultod broker under e Nilores
cuntruel und (he mnauni paid pro orato by tho li-
aquidator to all pari passu croditors of Hue brokor.

Ench aurnbier hos to establish a Mombar Cuarantos
Fund (MO for an anwount of Yons million, I s
mombor 18 wlso o broker, such roambur Taes 1o depostt
an awthlitianal Yen? adlllon.™ 1 g financial futuees
gontract has boon conaluded with womanboe {nithor
braker OM ar brokoe OM], the cnstomar shall havo a
lion on tha MGE of such mombr G seeurs Tho
ljr_u'furumn[:u hy such wmmbor of its flh]igutilmﬂ
ariging from a financial futures condroet o proe-
foronco to ay wnd all ather croditors of such mom-
T ¥ Buch priviloge shall be pre moeto in fuvour of
ull craditory for finunuiul futuraw contrecis.

Apnst frann tha aliova, tho brokors themsolves bavn
to maintain e Finoncinl Foloess Yoonosaction Lialdl-
ias Rosarve [KITTR] and musl set aside soch
amount as may bo determined porsnant o the
pinislir ol Fionnce ardinaneo. Such razoeve
which amount connot oxeood Yol million may
only b ulilisd as coorpongatiog for any losses o
customar may inour as a result of 8 broker defidting
on its abligations,

A OM ghall, on making a finunaial fulures con-
irnet, doposit with THWEE the nnegin in an amount
colenlidnd in acoordance with Arlicle 32 of (e
Trading sl Cliaring Regolulinns of TIFFE. A GM
shall, on making v finoncial futures conlict, duposit
with ity M tho murgin in on amound galeulaled in
aueordunce wiith Avtich: 33 of e Regulalions.

Cuastomnra shall, on making a finoncial fuluees
oonlraet, dopasit the margin with tho brokar in an

11, Tho LU iv o duegordt o by mucl goomlaor Toe il gale
purerisy ol pegingtlng TTFEL fran lnssns uriglng [remm fta
npauraption of payniont ablgations of finanetal Toturas
aonlmcig mdn by mantmrg! e LOTY et almtl b
cnhialidiet I acaevddinzsewy with Articlos 111 to 110 AA. Tho
o lhmun amennt of the LCI for anch nmombue by boon oo
by 'TIVFE ol Yen oo million.

12, Arliule W Lnw,

14, A dopeomdt oo Ly ooeh b for tle sols purpoass of
|

nd CPIFET ne furooe Gy
froan the Insalveney ol the

prnliwzting A CUEbG
irlﬂnlwrm:_‘,r v vencatuml
sl dkaall,

14, Artlels 18 AAL

b Article 12, 1V, Laws Articles g and A1 L.
15, Avctieln 02 Low,
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amount caloulatod in necardimmey with Articlos G to
11 Fulores Contraet Torms of TIFFEY Brokors shasll
luker o ehiorger on the margin'™ (o profect hamsalvos
from lhe imselveney of thele eastomaers, I gase of
custonors’ insolvoney, the liguidalor cme clobhin
ropaymoni of the margin only aftor the brokor has
sutisliod 1ty crodit viphts,

Canclusion

If thies broker 12 0 CM, customory curey the insolvoncy
pisk of the UM hrokaer Haolf (which in tarn cuerios the
insolveney risk of the othor GMa undur the leems of
the unlimitod pro rotn obligation).

Crucirrmtons:

MO pro et with all pari pagsy erodilors o
Finnnainl fuluros ransoctions

FFTLH pre enee with all pari pagsa cooditors Tor
finanainl fulures irensaclions) it

I the brokor is n GM or is nol a mmnbee, costomord
aarry the insolvency gk of thoe braker 1teolf (GM or
non-inembar) (which in turn coreies the insolvimoy
rak of tho GM wilh whoom Ihe broker has conahudod
the contrnet. In tuen the M carrios thy insolvency
sk of othor CMs under the torems of tho andimitod
pro i nbligation].

enirraanebesdast
Ax abovo {uxcopl that MOF cover wankl] not T
availoblo iF thoe braker i not a mombaor).

The Legal Framework of Financial
Futures Dealings on TSE

Raughly speaking, TSE adopts o [rumework stmdlar
to thul of THOEE, Tlewavar, the mnjor difforenos
betwuen ‘TIFFE and TAY 14 that momborg doaling on
THE do not have tho Exchange as legal conndarpirty
[y in THK), bal ingteail have tha othor mombor,

Tho firat consoguence of this is tho reducod
possibilily of notting [thug Incrmaged risk). In L
wards, I mambor A buys o spocific Tulurg i
mamber 13 and solls the saoe Lo maonteee G, Thevn s
no offselting hatwoonn the two {eansactions, Tow-
evar, tho riak thel memboers courry an olher imambars
i roduied by thae TSE guarantoo of the performmice
of the mombore® (F courso, (his undoglaking of
THE in subordinatizl oy atillsadion (Banoficium
eagunsionis] of tha Membarship Guarantos Depasil
(MUG[3].21

17, Tho pmghanteg of the mnegin roguirsmant arn folrly
vomplog, Hewear, Tov o theen month Taoyon fulurg, the
megin ik Yopfnnmi of which Yoenanaon iy cnshoond the
vinnmining ean biv raprinntod by gecuritios,
1R, Articln 81 Lnw,
111, Htrl(;{ly spking. [ bl y o meab b uny
surcanton (ploslen, chuvge, Lo, oned an on) an e PIYTLKE:
thy eoearve BWoavatlable (0 covar lossos aofloned by the
rtipbomentd Tt oo focnad pooforontind elpght e greated.

[o nedidibon uny claim on the FIFMLIR b subjost we e
Boneflelurn axcaesionis on Lo MG
20 Artele =221 ol the Cvsnastlatlon.
41, Arvilele e Conatiiulomg Artiloa 1212, 97 4 Gocaritlos
Exeluingn Liw.
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It has ta Ty ontedd, Teowesver, that while T
(bwing tho legal counterporty of cach miember for all
fransictlons) ix o unlbmiledly  responsiblo owarls
oach maembor, tho TSE gunramion is limiled, The TSE
winrtmley, i Tty s Tioedbed Ly W axdating anwennt
of the Dafaull Componsntion Hosorve for Fulures
Trurling (DCRETLS Uhe amount of e IXRFT iy
varinblo aind theve 8 aowolativoly complicatad way of
q:;,th:uhltinH it, Liwerver, thoe noimson cillng, Gixed
by tho Bonrd of 'TSE §s Yon2d, 974,000,

This exploing why Ui is i specilie pravision in
tha rolovanl TSE laws/rogulntions with which s
ustablishod an unlimitod pro rata obligation of e
il 1o eeirmduresay Tha Meebange ioocise i sofloeg
losses (auch provision is in TIFE'S rogulations),

[ alluee woeds, membors doealing on TRE gt
u meh higgor risk than thoiv counterpaets oncTHEPE,

lnpuirigs woere nuely in CPSE e vedore o nbtaln
clugilication on the abave polat. TSE officars ropliod
that the Board slways hins (he oplion Lo incroanse the
EXRTT Tz olleens wards, 160 nsmber softors o loga of
Yoniluu million nnd tho ‘exisling smoupt™ s
YoundAd o, TSE will poy voly Yeo2d wdllon, Tl
the day aftor can incronso the DCRKT up to - say -
100 mallivgn aonel vese thiks 1o pay 1o Uhe Moemeber the vn-
maining loga of Yon77 million. Por tho purposo of
this nnuly:\ii.\a, this prcu':miurn is collerd 'raplonishoent’.

Theodeuh! ratradng: eany TSEapply tha pow DCRET
toy a loss hat ouourrsd before? Aud what Tappens i
the Boaril daas not ranch tho roquirad majority {two-
thirds) to ingronse tho RDURITT Why iy tho replenish-
menl procedieo oot regulatod anywharot

With no clear soswer to (hesy goestions tha
follnwing concliestan can b roachod: A o TIFVE,
customors carry the rigk of tho mombor {with which
they s daaling) ool thay s not hanoileiaelng of the
Fxchango guarantoo (which covers only the mem-
trs), Ther reply Lo The guesting ' e TRIG giraraning
limitid ov i it - thanks to tho replenishmend
de Jucto unlimited? would b interesting husaso
the e fircto unlmited guaennteo wonlil substan-
tinlly roduce the risk of chain Lrunswission ol The
insulvaney ol ame memlar b athar manbovs (on the
ganirory, if tha TsE BHarmis: worn litaitezdd, 1imem-
burs of TS wauld carey sueh ebsk, whihe mwombers of
TIFER oo net coery tho ingalvaney rigk of othor
momburs oxoept pro-ruta as TIFPE puorandors),
Ullinadely, duallng on TSR wearld b elzkoe than on
TIFIE if tho TSE guarnntoo is limited,

Concluslons

In the discossion aliova, the TIEFE g CTRE stme-
turos and rogulations rolating to tho Tnaolvency risk
bave boon deserilbiod of lenglh, The picinre 1hal
amurgos is the following:

Anly unlily irnding an TIFIFE has s I[!Hnl Conan-
tarparly - TIFFE itsolf, that 18 to asy onn of 1ho
purtics of any financia! fulures contract is always
TIFIK. T this way tha systomde visk, That s tha
risk thal the inselvency of one parvty chusos the

wab, A iela 21 o the Crnstintion,
niAL Ui,

insolvenoy of alber partins M aa-callod chain
trunsanission of ha insolvency - i rostrained, 11
one party dofaults, thoo TIFFE will suflere thay loss (n
st the varions oweglng sl deposits aro i
sufficiont o covor such loss,

Bul the systen would oot work it TIFELE couhl
biscomuy bngolvent due to the insolvency ol 1t cuun-
torpartios. In other words (ha systnie risk would
ned b fubly ellmdoatad. That is why, in ardime 1o
oliminate wuch romote risk, ol meanbaes wiklorioka:
lo shara peo rala such Iodsos, thus beaoming, gune-
antors of TIFFE in the intenest of e nthee mombors,
Do odhier wornis, 1he mamborg igsig o guarantes e an
nodimitad amounl io fyvour of THYFE in tho interest
ol ineerfae pesonee (thal is any monbuer, presunt or
future). Th ingolvency risk ol the membar is aneried
ultimately by e olher mambers, Therelom §11s
Lastenlly Tmpossiblo Tor TIFEE ta bacome ingolvend,

Ad fur ag tha partios dealing wille ooimemubor arg
conuernod, 1he unly thinmg ta boomantioned in this
ennclugion is that thoir counterparlios are i ingm-
borg nnd thoy do nol besetit feom any guaranton or
collaleeal o cage of inaolvency ol tha muonibers.
Inmdood if the member is deoclarmd lmnkrupl. thuy will
runk us wnsecurad crndilor for the ropaymont of any
margin dipaogits thoy initinlly plced with 1t and for
wny othor ¢laim,

Tha logal framoework on TS diffors Team TTIFFE in
two majur asprcts. The fleat 2 tho fact that pacting of
e financial futures toosuction wme the omboey
and TSE gots only os gonrantar. Inathor words,
parly A anel party B concludo o transaetion amd TSI
puaranioes (1) perly A agninat the insolvonoy of
paoty 13 [2) party B3 ngainst he insolvoney of
party A, This solulion fogrlios o limitad possibilily
i sl off transnctions among players, Pome the
insolvoney rigk point of view he resoll could bo
similur (o thal o TTFFR I the amonnt of THE g
anloe wora unlimitod and momlugs wire unlimited
pro tata countargieastors of TRI

Howaver - aud this is U socond and most im-
portant difference from TIFFE - tho TSE guaranier
i for o lhofed amount ogqual to tho DOREL (s
above) and, eonsvguantly, TSE domt not need 1o bon-
ofil Trom imy counterguarantae from its mombers,

Tharotfors, if the variows marging, doposits snd
THE guanrmaitlim ara not sufticiont 10 covor thy lossos
sifferad ag a conseguence of the inselveney of any
mombaor, then the performing memlbor dealing with
the insolvent ono will he exposad o tho losses
(whilo an TIFIE such Tosgos would e shorml mnang
mirmbars),

Thige lessos could affoct tho finamainl strongth of
the porforming membor and Irlgger = ingolvancy,
Inoothee words, they syshemde risk wonld oot hove
L oliminatod.

Ax [ oas tho cusiomoees of the nombers are con-
corned their position docs not differ from thair
pasition o PIEEE, T aet thaie Iegal cowmterpartios
aviy 1l montbors and thoy do not bonelit frooe uny
puaranieg or vollateral in cse of fosodeney ol the
rmmbiors.

Howoever, becouse TSI manohors oee edpogod (o
e systemde visk, while TIFFE mombors shues pro




win any loss nol coverad by the marging aod de-
posils, TSE matbarg are in (hesey - riskior aoun.
teeparting tlien THTFE mambhers.

Finally, 1t sens that TTFFE adapts the elearest,
siiplost and most steaightforward syston divested
to nvoid (he chain transmission of tha basolvaney
risk. T'5E could hive renchod 1ha smne rosult il the
mombors had beon conntorguaranlors of 'TSE. How-
oy, Die lock of such connterguneantes and al o eloar
eoplonizhiment systom lmves soma doubts as to the
offuctivencss of T golulion adoptid by I'SE. A
cliifieation would be mare than weloomo, ospe-
ainlly luking inta accounl the inadeguacy af (hn
ammnind of tho HCRFT.

Are Swaps Gambling
Contracts?

Glitian Hagarth
BFaker & MoeRongo, Loncion

The Londmm horough council of Telington failed in
it attempty helors Habhouse ) in the Commercial
Court in April to defeut o claim hy Welwyn
Hatftold Nistrict Counil for restiution of amanats
paid under an intersst vato swap, Islinglon hagod
its ¢laim on the grounds fiest that the contr
was o giming or wagering contragl which was
unenforcaiable by virlue of (e Gaming Acts 1848
and 1842 and, second, that oven if the contract
was § guming or wagering contract, iU was not
exmmptad {rom (he provizions of the Gaming Aoty
by virtue of section t3 of (e Financial Services
At 108,

‘Phare hag always bestoa vesidnal doubt as i whathor
a contract for diffureneos, such ns oo inlorast vate or
curreney swap, if enlerml fnda by parlics other Thin
banks or tnstitulions which are solthorvisad uander
the Floancial Scrvices Acl 1986 lor the purpose of
parrying vno investinent buginess, coultl conatitule
poming or wagaring' controels. [ swaps ot panning
or wagnring' contracts, they may bo ingrpably of
anforcemend gl o Boglish conrls by vielue of
(e Canndng Acts of 1845 anrl 1802,

Tha cuse ol Margan Grenfell & Co, Lid v Wiolwyn
Hatfield District Council and Idinglon - bondon
Boroueh Gonneil (s o thivd party) 30 April 19834, in
thy Commerelal Courl bolore Hobhowso ], nddresses
thix quustion. Hohhows | huonduil down Lis reservod
judgmiont oo 30 April 19098, e held that, while
swap ngroomonds harl potentially spoculative chare
tovistios, Tor o cemtragt (0 copsiilute o gaming or
wigering aontracl hy viehin ot suetion 18 of e
Conming Acl 1845 and soation 1 of the Gaming Aot
1442, il wst have been e intentlan of both, and
not marely ono, of tho partios at the Goe olmtering
inte thr contenet Hial thy prooepese of e trnnsaction

@1 1 Gl Hlaguethe Al slghits el

[EGAL ARALYSIN: [ 1] A JIHL 3]

wig 10 wiger, 1 ihe tmneaction is entered ot by
purtios or [nstitutions invalved in the capilal markat
anel apponrrs o Deo commoraial or finmciab teons-
nedion witls u potsadin] for wagering, vetdenan muosl
by addueod 1o rebul the inforonce thal the trans-
netion is o contnorainl or Finmoeiad one 1o which The
low will give fult recoguition and effuet. o such
cirnumstances, e burden of pronl is on tho porty
socking U set 1he contracl ashlao.

Pl fssuo arese, as b prolintinury issoe, oul of an
netion broughl by Morgan Crenfoll & Co, 1t
[*Murgan Gronfell’) Ly meovie, by way of rastitulion,
amounts poid by il 1o Welwyn Hitflald Districl
Conne! ] ["Wolwyn') unedor o lon-yoar swinpn conlbradl
botwaant them, IE agpars Lhat Morgan Crnfol]
entersd into this tenmagtion with Walwyn on the
unclorglanding had Walwyn wotld then galer into o
buek lo-back ngreemont on solstantiaily the same
toptus with Islington. Undoer this swap, Morgan
Cirendell was Tho fixod-rate payor and Wolwyn wis
tha Montinp-rato payer. The nHowing day. Welwyn,
thig {ime ag fixomd-rta payer, ondered inlo o tan-yoor
swap coutract with the London Barough of Tslinglon
(‘lalington’) ns (hating-rate poayer, for the same
nolional principal amount s andar il agresmend
willl Morgan Crenfoll. Wolwyn took o turn on tho
frpnsaction wille Talingtou, as o pald Islinglon #
lmser amount by way ol ap-front payment Thing it
huel veeived Trenn Morgnn Crenloll, This smound
aonstilihal the profit olomenl o Welwyn of laving
aproad 1o intermsdinto botween Morgan Granfoll and
Islinngton.

Fach contrael was for s notional prineipal arwant
of eh milling and providid thal paymonts, on each
sitle, wore to by muwle somi-annually. By virtue of
the nelting provisions in each of the agreaents,
pnly nut amonnls owing, aftar luking Inlo acaonnl
puymaenls due from e purty o tho other, wiro
payathln o oaeh prymal date,

The oo of Lords decision In Hogefl v London
Borough of Hamperesmih & Fulliom! resultod in
both comtrmels boltg void, nx ey wore elb viees
thio preswees of Wolwyn inud Tslinglon rospinetivaly. o
Hahhouso 1's judgnent in the Westdeotseche Landaes-
bank v slington® restild lan cnga in Fobroary 16493,
he balid that aumuals which were nol rocovernble
undar swap agrsomonis hemso they wore it
vires the powaers of the loal audhorilies o question
warg roooveralila from (he recipient os aenney o
and reebvad oo inoeqoity. Movgan Grandoell and
Welwyn ngroed, iu the prosent caso, o be Tonnd
by that decisinn, Howuever Islington, as o hiad parly
[ty the notion, cliionad that (e supposed oot
hatworn lslington and Welwyn was o wagaring
cantrael ad pecoedingly providid a dolonon o
Walwyn's cluin for restilulion.

Tl question whicks arosa in the Morgan Gronfull
ey wig whid hee Talington o a0 good dofonee to
Wolwyn's cliim for mestltution on the groonods thik

(1) Ihe intorestoreln swap  transaction entarod
frle botwoen th parties ol willin section 14 of

1o ] e WILK i e,
d, The Thang, 23 Falaoey 110,





