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JAL - Further Information Concerning Loan Delivery and the Fallback Cash Settlement Mechanics
The Japan Airlines Corporation Auction (the JAL Auction) references at least one Loan as a Deliverable Obligation.  As a result, it is possible that any market participant submitting a Physical Settlement Buy Request or a Limit Bid to purchase Deliverable Obligations in the JAL Auction may be required to take Delivery of one or more Loans under a Representative Auction-Settled Transaction (a RAST).  Market participants should be aware that in the event that Delivery of a Loan is not successful, Cash Settlement will apply under Section 9.3 of the Definitions, as amended in the definition of "Representative Auction-Settled Transaction" in the JAL AST (as defined below).  A summary of certain specific concerns relating to the Delivery of Loans and Fallback Cash Settlement in the context of the JAL Auction follows.  Terms not defined herein have the meaning set out in (a) the 2003 ISDA Credit Derivatives Definitions, as supplemented by the 2009 ISDA Credit Derivatives Determinations Committees, Auction Settlement and Restructuring Supplement to the 2003 ISDA Credit Derivatives Definitions (the Definitions) or (b) the 2010 Japan Airlines Corporation Credit Derivatives Auction Settlement Terms (the JAL AST), as applicable. 

Market participants need to be aware of the risks associated with the Fallback Cash Settlement of Loans in the auction process – and specifically the JAL Auction.  Market participants should consider all of the risks involved in submitting Physical Settlement Requests or Limit Orders in the JAL Auction and should ensure that they are aware of the circumstances where the Fallback Cash Settlement provisions may operate.

This summary primarily relates to Section 9.2 (Additional Representations and Agreements for Physical Settlement), Section 9.3 (Partial Cash Settlement of a Deliverable Obligation Due to Impossibility or Illegality; Partial Cash Settlement of a Deliverable Obligation which is a Loan Due to no Delivery) and Section 9.8 (Partial Cash Settlement Terms) of the Definitions, as amended in the definition of "Representative Auction-Settled Transaction" in the JAL AST.

This summary does not purport to be and should not be considered a guide to or an explanation of all relevant issues or considerations in connection with the JAL AST or relevant contractual provisions of any specific Credit Derivative Transaction to which it may relate.  Parties should consult with their legal advisers and any other adviser they deem appropriate prior to participating in the JAL Auction. ISDA assumes no responsibility for any use to which any of its documentation or other documentation may be put.
Settlement compression mechanics previously used in the Credit Derivatives Auction Settlement Terms
· Pursuant to the applicable Auction Settlement Terms, a chain of RASTs may be formed where the same Loan has been specified as a Deliverable Obligation in respect of each RAST in the chain.  A typical chain would include a RAST between a client (C1) and a Participating Bidder (D1), a RAST between D1 and another Participating Bidder (D2) and a RAST between D2 and its client (C2).  

· Where the Deliverable Obligation is a Loan, the terms of the RAST allow for compression of settlement to take place with respect to a chain of RASTs in order to make the process of transferring the Loan from C1 to C2 more efficient.  Compression is achieved by (a) D1 and/or D2 designating a Buyer under a RAST that is earlier in the chain to make Delivery on their behalf and (b) D1 and/or D2 designating a Seller under a RAST that is later in the chain to take Delivery on their behalf.  If C1 and C2 are both designated for these purposes, by D1 and D2, respectively, the chain of RASTs will be effectively compressed so that C1 Delivers the Loan directly to C2.
· An entity effectively designated in accordance with the settlement compression mechanics described above will assume the obligation to Deliver, or take Delivery of, as applicable, the relevant Loan but will not assume the other rights and obligations of the designator under the relevant RAST, such as the obligation to pay the Physical Settlement Amount.
· Any designation made under a RAST in accordance with the settlement compression mechanics described above may be revoked within one Business Day by the party to such RAST that has not made the designation.  In other words, settlement compression is ordinarily a completely voluntary process.  In addition, following an effective designation being made, Buyer may notify Seller that it has determined that, having used reasonable efforts, it is, or will be, unable to Deliver to Seller's designee on or prior to the date that is five Business Days after the Physical Settlement Date.  In either case, each party shall resume its respective obligations as if no designation had occurred.  Following the rejection of an effective designation in either of the cases described above, a Revised Designation may be made by the designating party within one Business Day.
Fallback Cash Settlement mechanics in the Credit Derivatives Auction Settlement Terms
· If a party to a RAST is unable to Deliver a Loan within the specified timeframe to the other party, a dealer poll may be held to determine the value of the relevant Loan.

· The Cash Settlement Amount reflects the difference in price between the dealer poll and the price fixed by the auction.

· Full Quotations are sought from the relevant Dealers (including each Seller (or its designee, as applicable) in the relevant chain of RASTs) and any additional party nominated by the Relevant Buyer) in respect of an amount of the relevant Loan equal to the greater of (a) the Outstanding Amount (i.e. the outstanding principal balance of the Loan specified in the Notice of Physical Settlement) and (b) any applicable minimum transfer amount under the terms of the relevant Loan.
· Seller (or, in respect of a settlement chain, the ultimate Seller (or its designee, as applicable) at the end of the relevant chain of RASTs) is treated as a Dealer and is permitted to provide a Full Quotation and is given a "last-look" in order to be the final party to provide a Full Quotation.  This means that such a Seller who wishes to purchase the Loan will have an opportunity to do so by providing the highest Full Quotation.
· Cash Settlement will only occur if the Relevant Buyer enters into an arms-length binding contract to sell the relevant amount of the Loan using a firm Full Quotation.  If no such sale contract is entered into, the Alternative Procedures Relating to Loans Not Delivered shall apply.
Why a different approach is being taken for the JAL Auction
Set off rights under the Civil Code of Japan

· The Civil Code of Japan creates a statutory right of the borrower to set off its obligations owed under a Loan against obligations owed to the borrower by the lender under such Loan and, in principle, the borrower would be able to exercise against a transferee any right of set off that it could have exercised against the relevant transferor at the time of transfer of the Loan, even after the transfer becomes effective and perfected.  As a result, there is a risk that the Delivery of a Loan through a chain of RASTs as part of the Auction settlement process would effectively accrue additional rights of set off for the borrower, thereby potentially impacting the deliverability analysis of such Loan and the ability of a Buyer party to a RAST in the middle of the chain to provide the required representation under Section 9.2(a) of the Definitions that the Loan has been Delivered free and clear of any right of set off.
NB: This risk of the accrual of additional rights of set off was not present in the recent Aiful Auction, as a waiver was obtained from Aiful with respect to potential set off rights.  Please see the Aiful Corporation Credit Event Page for more detail.
Limits on the ability to decline settlement compression
· In order to address the concerns regarding the potential accrual of additional set off rights for the borrower, the JAL AST modifies the compression of settlement provisions to further facilitate compression occurring with respect to a chain of RASTs (and therefore the Loan being Delivered directly from one end of the chain to the other).  Specifically, a Non-Designating Party (i.e. a party who has not made a designation but has been designated to Deliver or take Delivery) may only revoke the relevant designation if, after having used reasonable efforts (including potentially designating a nominee), (a) it is, or would be, impossible or illegal for it to Deliver, or take Delivery of, as applicable, the relevant Loan or (b) the act of Delivering, or taking Delivery of, as applicable, the relevant Loan would result in the breach of applicable laws or regulations or its documented internal compliance or regulatory policies.  The Non-Designating Party has two Business Days to revoke the relevant designation in these limited circumstances.  (See Section 9.2(c)(iv) of the Definitions, as amended in the RAST).  This means that, under the JAL AST, compression is no longer voluntary to the extent that designations have been made.

Ability to accelerate Fallback Cash Settlement following unsuccessful settlement compression
· Following either (a) a Non-Designating Party revoking an effective designation in the limited circumstances described above or (b) Buyer notifying Seller that it has determined that, having used reasonable efforts, it is, or will be, unable to Deliver to Seller's designee on or prior to the date that is five Business Days after the Physical Settlement Date and, in each case, a new designation is not made within one Business Day of receipt of such notice, Seller may serve a "Seller Failed Delivery Notice" to notify Buyer that it will not take Delivery of the relevant Loan and that Cash Settlement pursuant to the Partial Cash Settlement Terms will apply.  For purposes of the Partial Cash Settlement Terms, the Valuation Date will be two Business Days after the effective delivery of the Seller Failed Delivery Notice.  (See Sections 9.2(c)(iv) and 9.3 of the Definitions, each as amended in the RAST)
· Once a Seller Failed Delivery Notice has been effectively delivered under a RAST, each Related RAST (i.e. each RAST that is part of the relevant chain of RASTs) will also fall back to Cash Settlement in accordance with the accelerated timeline.  (See Section 9.3 of the Definitions, as amended in the RAST)
An obligatory quotation from Seller in certain circumstances following the acceleration of Cash Settlement
· The ability for Seller to accelerate Cash Settlement following unsuccessful settlement compression may have the effect of preventing a customer at the beginning of a chain of RASTs (i.e. Buyer under the Customer Buy RAST or C1) from being able to Deliver a Loan that it otherwise would have been able to Deliver directly to its counterparty under the Customer Buy RAST.  Therefore, to provide such Buyer with additional protections, the Cash Settlement provisions have been modified in the JAL AST to require Seller under the Customer Buy RAST to provide a Full Quotation (which may be zero) where (a) a Seller Failed Delivery Notice was effectively delivered following the revocation of an effective designation by the Non-Designating Party in the limited circumstances described above under "Limits on the ability to decline settlement compression" and (b) one or more Full Quotations were not obtained within five Business Days of a Valuation Date.  (See Section 9.8(k) of the Definitions, as amended in the RAST)
Example Timelines

Chain of RASTs:  

Auction Date: April 6, 2010

Notice of Physical Settlement Date: April 7, 2010

Buyer designation (April 7, 2010): Each of D1 and D2 designates C1 to Deliver the Loan in its Notice of Physical Settlement.

Seller designation (April 8, 2010): Each of D1 and D2 designates C2 within one Business Day of receipt of the relevant Notice of Physical Settlement to take Delivery of the Loan.  Note that C2 may also designate a third-party designee to take Delivery of the Loan.

Example #1- Successful compression and Delivery of the Loan
· C1 makes Delivery to C2 on or prior to the date that is five Business Days after the Physical Settlement Date.
· Result: Loan is Delivered from C1 to C2 and Physical Settlement Amounts are paid along the chain (from Seller to Buyer under each RAST in the chain).

Example #2- Successful compression and no Delivery of the Loan
· C1 does not make Delivery to C2 on or prior to the date that is five Business Days after the Physical Settlement Date.
· Result: Fallback to Cash Settlement pursuant to the Partial Cash Settlement Terms, with the Valuation Date being the date that is five Business Days after the Physical Settlement Date.  If one or more Full Quotations are not obtained within five Business Days of a Valuation Date, then the Alternative Procedures Relating to Loans Not Delivered shall apply. (N.B. in these circumstances Seller under the Customer Buy RAST is not obliged to provide a Quotation)
Example #3- Compression revoked by the Non-Designating Party and a Revised Designation is made by the Revised Designation Date
· Revocation Notice (April 9, 2010): C1 revokes the designation made by D1 for C2 to take Delivery of the Loan, within two Business Days of such designation having been made.
· Revised Designation (April 12, 2010):  D1 makes a Revised Designation within one Business Day of receipt of the Revocation Notice from C1. 
Example #4- Compression revoked by the Non-Designating Party, a Revised Designation is not made by the Revised Designation Date and, prior to the date that is five Business Days after the Physical Settlement Date, Seller accelerates Cash Settlement
· Revocation Notice (April 9, 2010): C1 revokes the designation made by D1 for C2 to take Delivery of the Loan, within two Business Days of such designation having been made.

· D1 does not make a Revised Designation within one Business Day of receipt of the Revocation Notice.

· Seller Failed Delivery Notice (e.g. April 13, 2010): Seller delivers notice to Buyer that Cash Settlement pursuant to the Partial Cash Settlement Terms will apply.  Each RAST in the relevant chain of RASTs also moves to accelerated Cash Settlement.
· Valuation Date (April 15, 2010): Beginning of five Business Day period for obtaining Quotations.  

· Note: If a Full Quotation is not obtained within five Business Days of the Valuation Date (April 22, 2010), then D1 will be required to provide a Quotation (which may be zero) to C1.

· If Buyer enters into an arm's length binding agreement with Seller under the Customer Buy RAST to sell the loan then Cash Settlement applies based on the highest Quotation.  If Buyer does not enter into a binding agreement to sell the Loan to Seller under the Customer Buy RAST, then the Alternative Procedures Relating to Loans Not Delivered apply. 

Example #5- Successful compression and Buyer determines prior to the date that is five Business Days after the Physical Settlement Date, that it is unable to Deliver to Seller's designee
· Buyer Failed Delivery Notice (e.g. April 15, 2010): C1 notifies D1 of the inability to Deliver to C2.

· Result: Compression is no longer effective and C1 is required to Deliver to D1.  Fallback to Cash Settlement if C1 does not Deliver to D1 on or prior to the date that is five Business Days after the Physical Settlement Date.
Example #6- Successful compression, Buyer determines prior to the date that is five Business Days after the Physical Settlement Date, that it is unable to Deliver to Seller's designee and a Revised Designation is made by the Revised Designation Date
· Buyer Failed Delivery Notice (e.g. April 15, 2010): C1 notifies D1 of the inability to Deliver to C2.

· Revised Designation (April 16, 2010):  D1 makes a Revised Designation within one Business Day of receipt of the Buyer Failed Delivery Notice from C1.
Example #7- Successful compression, Buyer determines prior to the date that is five Business Days after the Physical Settlement Date, that it is unable to Deliver to Seller's designee, a Revised Designation is not made by the Revised Designation Date and Seller accelerates Cash Settlement after receipt of the Buyer Failed Delivery Notice but prior to the date that is five Business Days after the Physical Settlement Date
· Buyer Failed Delivery Notice (e.g. April 15, 2010): C1 notifies D1 of the inability to Deliver to C2.

· Seller Failed Delivery Notice (e.g. April 19, 2010): Seller delivers notice to Buyer that Cash Settlement pursuant to the Partial Cash Settlement Terms will apply.  Each RAST in the relevant chain of RASTs also moves to accelerated Cash Settlement.

· Valuation Date (April 21, 2010): Beginning of five Business Day period for obtaining Quotations.  

· Note: If a Full Quotation is not obtained by April 27, 2010 (within five Business Days of the Valuation Date), then the Alternative Procedures Relating to Loans Not Delivered shall apply. (N.B. In these circumstances Seller under the Customer Buy RAST is not obliged to provide a Quotation)
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