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Issues on Freight Futures: The Topics

• Brief history of FFAs and ISDA litigation (Brian Perrott)
• Early days - Norden v Andre
• FFABA 2005 - AWB Geneva v NASL
• FFABA 2007 and current issues

• Examining recent judgements (Andrew Johnstone and Luke Pearce)
• Pioneer Freight Futures v TMT Asia Ltd (1) and (2)
• Pioneer Freight Futures v Cosco
• Marine Trade v Pioneer Freight Futures
• Firth Rixson

• Contracts for difference and the cleared market (Jan Bagger)
• CFDs: how they work and how they settle
• Cleared trading and margining costs
• The trading process in a cleared market



Forward Freight Agreements – an introduction

What is a Forward Freight Agreement?

 Cash settled contract for difference.

 Fixed rate (settlement rate) as against floating rate determined by
reference to indexes published by the Baltic Exchange (e.g.BPI,
BCI, BSI).

 Purposes:
 hedge exposure to freight market fluctuations
 arbitrage
 pure speculation

 First traded in the early 1990s.

 Traditionally traded Over the Counter ('OTC') and on a principal-to-
principal basis.

 Now almost exclusively cleared.



FFABA – Who are they and what do they do?

 Forward Freight Agreement Brokers Association (FFABA) formed in
1997 as an independent association of FFA-broking Baltic
Exchange members.

FFABA's stated aims:

1. Promote the trading of FFAs.

2. Promote high standards of conduct amongst market participants.

3. Liaise with Baltic Exchange to ensure production of high quality
indices for use for freight futures industry.

4. Provide a forum for brokers and principals to resolve problems as
they arise.

5. Develop and promote the use of standard contracts.

6. Develop the use of other 'Over the Counter' and exchange traded
derivative products for freight risk management.



The early days

 No standard contract terms

 FFABA developed FFABA 2000 contract.

 A very simple document

 Single standing agreement which existed independent of other FFA
trades between counterparties.

 FFABA 2000 did not contain provisions for:
 Terminating the contract upon events of default
 Netting
 Credit support

 Financial institutions reluctant to utilise therefore.

 Norden v Andre an early milestone (contract concluded in 2000).



Norden v Andre & CIE S.A. [2003] EWHC 84 (Comm)

The facts

 Norden used FFAs primarily to hedge against loss on physical

fixtures or to hedge portfolio risk generally.

 In this instance, Norden arranged FFA with Andre to hedge

exposure arising from a time charter.

 The contract provided that "…each party gave a continuing warranty

to the other that it was solvent and in good standing" (per Toulson J)

 At the time of concluding the FFA, Andre was well-regarded (and

solvent).



Norden v Andre & CIE S.A. [2003] EWHC 84 (Comm)

 In March 2001, Andre filed for Chapter II proceedings in Switzerland

(administration). Norden considered this a breach of Andre's

warranty that it was solvent and in good standing.

 Norden immediately served a notice of termination on Andre.

"It would be similar to paying premiums to an insolvent insurer"

(Carsten Mortensen of Norden).

 In July 2001, Andre's brokers stated that Norden's notice of

termination took effect when it was given in March and that

therefore no payments from Andre due after this date.

 Norden consequently issued proceedings, claiming damage for

breach of contract.



Norden v Andre & CIE S.A. [2003] EWHC 84 (Comm)

The issues

 The parties agreed that the time at which to fix damages was the

date of termination.

 Court had to consider how to measure damages:

 Norden claimed it should be put in the same position as if its contract

with Andre had been properly performed.

 Andre contended that Norden's loss was measured by the difference

between the original fixed rate and the fixed rate which Norden could

have obtained a replacement contract after the date of termination (price

differential).



Norden v Andre & CIE S.A. [2003] EWHC 84 (Comm)

 Toulson J held that damages should be measured by the replacement fixed
rate in the FFA market in March 2001 (Andre's case):

 "Where a contract is discharged by reason of one party's breach, and that
party's unperformed obligation is of a kind for which there exists an
available market in which the innocent party could obtain a substitute
contract, the innocent party's loss will ordinarily be measured by the
extent to which his financial position would be worse under the
substitute contract than under the original contract.

 "…The availability of a substitute market enables a market valuation to be
made of what the innocent party has lost, and a line thereby to be drawn
under the transaction… The guilty party is not liable to the innocent
party for the effect of market changes occurring after the innocent
party has had a free choice whether to re-enter the market, nor is the
innocent party required to give credit to the guilty party for any
subsequent market movement in favour of the innocent party."

I.e. the general principles of contractual damages restated:

Contract -v- Market



FFABA 2005 & the incorporation of the ISDA Master Agreement

 Changes to the legal structure of the FFA contract were dictated by:
 A more sophisticated market - the emergence of ISDA-friendly

institutional traders
 The need to mitigate credit risks.

 Thus the FFABA 2005 was born.

 Added three new clauses to FFABA 2000:

1. Clause 10 –

"This Confirmation incorporates by reference the provisions of the
ISDA 1992 Master Agreement (Multicurrency – cross border)
(without Schedule) as if it were fully set out in this Agreement with
only the following specific modifications and elections…"

 Parties contracting under these terms automatically constitute and
incorporate an ISDA Master Agreement without schedule, subject to
the clause 10 elections.



FFABA 2005 & the incorporation of the ISDA Master Agreement

2. "Clause 20 – inclusion of historical FFAs under Master

Agreement"

3. "Clause 21 – inclusion of subsequent FFAs under Master

Agreement"

 Automatic master agreement that applies to all past, present and

future FFABA contracts concluded between those counterparties -

"sweep up".

 FFABA 2005 explicitly states exclusive English law and jurisdiction

(Clause 16) pursuant to Section 13(b) ISDA 1992 Master

Agreement.



 The effect of Clause 10: if a second confirmation is agreed between
the same parties, unless a new ISDA Master Agreement is
negotiated, the second confirmation will be subject to the same
Master Agreement.

ISDA
Master

Agreement

Confirm

Confirm

Confirm

Confirm

FFABA 2005 & the incorporation of the ISDA Master Agreement



ISDApus

All FFAs form part of a single agreement:

 Netting of positions on settlement dates (Automatic Administrative Netting)

(ISDA s2(c)(ii))

 Termination terminates all outstanding Transactions (ISDA s.6(a))

 Close out netting (Loss and Second Method)



S2(a) ISDA 1992 Master Agreement – obligation to pay

 The incorporation of section 2(a) ISDA 1992 Master Agreement
introduced boundaries to the obligation to make payments under
the FFA contract.

 "2. Obligations
 (a) General Conditions
 (i) Each party will make each payment or delivery specified in each

Confirmation to be made by it, subject to the other provisions of this
Agreement,

 (ii) Payments under this Agreement will be made on the due date for
value on that date in the place of the account specified in the relevant
Confirmation or otherwise pursuant to this Agreement, in freely
transferable funds and in the manner customary for payments in the
required currency. Where settlement is by delivery (that is, other than by
payment), such delivery will be made for receipt on the due date in the
manner customary for the relevant obligation unless otherwise specified
in the relevant Confirmation or elsewhere in this Agreement. …



 Section 2(a)(iii) [continued]:

 (iii) Each obligation of each party under Section 2(a)(i) is subject to
(1) the condition precedent that no Event of Default or Potential
Event of Default with respect to the other party has occurred
and is continuing, (2) the condition precedent that no Early
Termination Date in respect of the relevant Transaction has
occurred or been effectively designated and (3) each other
applicable condition precedent specified in this Agreement.

 Events of Default include inter alia failure to pay or deliver (s5(a)(i)),
cross default (s5(a)(vi)) and defined bankruptcy events (s5(a)(vii)).

S2(a) ISDA 1992 Master Agreement – obligation to pay



 Therefore, a non-defaulting party under a FFABA 2005 contract was

under no obligation to pay the defaulting party…But for how long?

 Does a non-defaulting party have an obligation to close out

outstanding transactions in which it owed money to a defaulting

party, or could it allow those transactions to remain alive but be

suspended indefinitely? – "Walkaway"

 AWB Geneva v NASL – issues of jurisdiction against a background

of walkaway

S2(a) ISDA 1992 Master Agreement – obligation to close out?



AWB (Geneva) SA v North America Steamships Ltd
[2007] EWHC 1167 (Comm)

The facts
 In 2006, AWB and Pioneer entered into 6 FFAs with NASL, a

Canadian company.

 NASL made significant losses under these contracts. In November
2006, it filed for bankruptcy in Canada.

 Material terms from the ISDA Master Agreement:
 Clause 2(a)(iii) – Each obligation of each party under section 2(a)(i) is

subject to
 (1) the condition precedent that no Event of Default or Potential Event of

Default with respect to the other party has occurred and is continuing,
 (2) the condition precedent that no Early Termination Date in respect of the

relevant Transaction has occurred or been effectively designated and
 (3) each other applicable condition precedent specified in this Agreement.

 Clause 5(a) Event of Default. The occurrence at any time with respect to
a party or, if applicable, any Credit Support Provider of such party or any
Specified Entity of such party of any of the following events constitutes
an event of default (an "Event of Default") with respect to such party…



AWB (Geneva) SA v North America Steamships Ltd
[2007] EWHC 1167 (Comm)

 Clause 5(a) [continued]:

 (i) Failure to pay or Deliver. Failure by the party to make, when due,
any payment under this Agreement or delivery under section 2(a)(i)
or 2(e) required to be made by it if such failure is not remedied on or
before the third Local business Day after notice of such failure is
given to the party. …

 (vii) Bankruptcy. The party, any Credit Support Provider of such
party or any applicable Specified Entity of such party:

(2) becomes insolvent or is unable to pay its debts or fails or admits in
writing its inability generally to pay its debts as they become due;
(3) makes a general assignment, arrangement or composition with or for
the benefit of its creditors;
…
(6) seeks or becomes subject to the appointment of an administrator,
provisional liquidator, conservator, receiver, trustee, custodian or similar
official for it or for all or substantially all its assets.



FFABA 2005 jurisdiction clause:

 Clause 16 – "Pursuant to Section 13(b) of the [ISDA Master Agreement], this
Agreement shall be governed by and construed in accordance with English law and
shall be subject to the exclusive jurisdiction of the High Court of Justice in London,
England."

 Section 13(b) ISDA Master Agreement - "Jurisdiction: With respect to any suit,
action or proceedings relating to this Agreement ("Proceedings"), each party
irrevocably: -
 (i) submits to the jurisdiction of the English courts, if this Agreement is expressed to be

governed by English law…; and

 (ii) waives any objection which it may have at any time to the laying of venue of any
proceedings brought in any such court, waives any claim that such Proceedings have been
brought in an inconvenient forum and further waives the right to object, with respect to
such Proceedings, that such court does not have any jurisdiction over such party.

 Nothing in this Agreement precludes either party from bringing Proceedings in any other
jurisdiction (outside, if this Agreement to be governed by English law, the Contracting
States, as defined in Section 1(3) of the Civil Jurisdiction and Judgments Act 1982 or any
modification, extension or re-enactment thereof for the time being in force) nor will the
bringing of proceedings in any one or more jurisdictions preclude the bringing of
Proceedings in any other jurisdiction.

AWB (Geneva) SA v North America Steamships Ltd
[2007] EWHC 1167 (Comm)



AWB (Geneva) SA v North America Steamships Ltd
[2007] EWHC 1167 (Comm)

 Notice of default was served by AWB in respect of outstanding
amounts due in respect of 2006.

 In 2007, the market moved in NASL's favour - enough to meet credit
due for 2006, and still significantly be in the money. The Trustee in
Bankruptcy affirmed the FFAs in March 2007.

 AWB and Pioneer argued:
 They were not liable to make any payments covering 2007 as per the

terms of clause 2(a)(iii) – it was a condition precedent to the
performance of their obligations that no event of default had
occurred/was continuing.

 As a result of NASL's failure to pay, events of default had occurred
under clause 5(a)(i) and 5(a)(vii)(2), (3) and (6).

 NASL's Trustee in Bankruptcy pursued AWB and Pioneer in Canada
for the alleged debts due – this resulted in an order preventing AWB
and Pioneer from avoiding payment to NASL.



AWB (Geneva) SA v North America Steamships Ltd
[2007] EWHC 1167 (Comm)

 AWB and Pioneer applied to the Commercial Court for an anti-suit
injunction to restrain proceedings in Canada.

 At first instance, anti-suit injunction was not granted. Per Field J:
 "Is the Trustee's application to the Canadian Court a breach of clause

16…? In my opinion it is not. The exclusive jurisdiction element of clause
16 applies, in my judgement, where one of the parties is seeking a judicial
determination on the rights or obligations of one or both of them existing
under the contract. In my view, in applying to the Canadian Court under the
CCAA, the Trust is not seeking such a determination. Rather, it is seeking
relief in insolvency proceedings that is intended to prohibit various
counterparties, including AWB and Pioneer, from relying on certain
contractual rights which they might otherwise be entitled to rely on. In other
words, the petition against NASL is not an attempt by the Trustee to asset
NASL's contractual rights against AWB and Pioneer under the 2007 FFAs
but is an application to the Canadian Court to apply the free standing
regime of the CCAA [Canadian bankruptcy statute]."



 AWB and Pioneer appealed to the Court of Appeal and succeeded
in obtaining the anti-suit injunction.

 Two issues were determined by Thomas LJ:
 The scope of the jurisdiction clause and the claim to an anti-suit

injunction
 The meaning of the swaps

 Found that the Canadian proceedings were not within the scope of
the clause, but that the need for clarification of the meaning of the
swaps under English law meant an anti-suit injunction was
appropriate.

 "The challenge made by the Trustee to the meaning of these swaps
involved a contention that certain clauses of the ISDA Master
Agreement are ineffective. The ISDA Master Agreement is widely
used in all types of derivative transaction on the international
markets and thus plays an important role in the efficient functioning
of the international financial markets and their financial stability. The
sooner the issues raised are determined, the better. …

AWB (Geneva) SA v North America Steamships Ltd
[2007] EWHC 1167 (Comm)



 "In my view, it would also be very helpful to the judge considering the
proposal of the Trustee in the Canadian CCAA proceedings to have the
decision on the interpretation of the ISDA Master Agreement by the
Commercial Court which has the jurisdiction to adjudicate on these issues
in accordance with English law. If the Trustee is correct that the Master
Agreement has the effect for which it contends, then when considering the
reasonableness of the plan under the CCAA, the judge will know that the
clauses are ineffective by their proper law. If, on the other hand, the Trustee
is wrong then the judge will know that the clauses are effective by the
proper law of the contract and be in a better position to consider the
proposal in para 21 of the initial draft order as part of his assessment of the
reasonableness of the plan. He will be able, in the knowledge that the
clauses in issue are valid by their proper law, to have regard to the potential
effect of a Canadian court approving para 21 of the draft initial order
proposed by the Trustee in the wider context of derivative transactions
made on the terms of the ISDA Master Agreement."

AWB (Geneva) SA v North America Steamships Ltd
[2007] EWHC 1167 (Comm)



FFABA 2007 – The introduction of AET

 Walkaway and "cherry picking" of FFAs (liquidators disclaiming

unprofitable contracts) were issues of fairness, highlighted in NASL,

which the market sought to resolve.

 As a result, the FFABA 2007 contract was born, building upon the

previous contract forms. The most important addition was:

 "Clause 10(f) – Automatic Early Termination ["AET"] will apply to

both parties"

 AET is defined by Section 6(a) ISDA Master Agreement.



What is AET?

 Section 6(a) ISDA Master Agreement - "Early Termination: …if,

however "Automatic Early Termination" is specified in the

Schedule as applying to a party, then an Early Termination Date in

respect of all outstanding Transactions will occur immediately

upon the occurrence with respect to such party of a [Bankruptcy

Event of Default]…"

 Main advantages of AET are enhanced prospect of close-out,

avoids cherry picking and kills walkaway.

 Attempts to ensure close-out before insolvency proceedings begin –

in certain jurisdictions this is advisable.

FFABA 2007 – The introduction of AET



Jurisdictions where it is recommended to implement AET

FFABA 2007 – The introduction of AET



FFABA 2007 - AET

 A clash with FFABA 2005 contracts?
 A risk that pre-FFABA 2007 contracts not subject to AET would remain

alive if one party became insolvent, whilst FFABA 2007 contracts would
be terminated.

 No. All previous FFAs included under terms of new Master Agreement by
virtue of Clause 20 – sweep up.

 Confirmed in Pioneer Freight Futures v TMT Asia (No. 1).

 Potential disadvantages of AET identified by Firth
 Non-defaulting party may not necessarily be aware contract closed out

until after the event. This could result in exposure under any hedging
contracts not closed out in time.

 Loss/gain caused by having to close out hedging contracts may not
reflect amount non-defaulting party is due to receive/pay under Master
Agreement.



 A point of controversy: where FFAs have been automatically

terminated (AET), many non-defaulting parties have sought to

minimise the close-out value, deploying a series of arguments from

"nil loss" to the exclusion of certain transactions.

Two cases in particular will be explored later by Andrew and Luke:

 Britannia Bulk v Bulk Trading

 Pioneer Freight Futures v TMT Asia (No. 1) and (No. 2)

FFABA 2007 – obligation to pay



Section 2(a)(iii) Amendment – work in progress

 In April 2011, in response to members' calls for change, ISDA
circulated proposed amendments for Section 2(a)(iii) Master
Agreement.

 Contemplates non-AET.

 Currently being reviewed by a Working Committee, whose
comments are to be published within the next two months.

 Stated reasons for amendments:

1. Uncertainty faced by administrators as to the likelihood, timing and
amount of a net in-the-money sum that would, but for AET and the
effect of s2(a)(iii), be payable by the Non-defaulting Party to the
Defaulting Party under Section 6 ISDA Master Agreement (the
"Time Limit" issue).
 A result of pressure from UK Treasury and Financial Services Authority

for greater certainty.
 Proposed solution: inclusion of a specified time limitation on Section

2(a)(iii) – a new Section 2(a)(iv).



Section 2(a)(iii) Amendment – work in progress

"Section 2(a)(iv)
If an Event of Default or Potential Event of Default has occurred and is
continuing in relation to a party ("X"), then the condition precedent
specified in Section 2(a)(iii)(1) will cease to be a condition precedent to
each obligation of the other party ("Y") under Section 2(a)(i) on the
"Condition End Date", being the first Local Business Day following
the date falling [90 days] [180 days] after the first date on which Y
does not make a payment or delivery otherwise due from it (after the
application of Section 2(c)) in reliance on the condition precedent in
Section 2(a)(iii)(1) following the occurrence of the relevant Event of
Default or Potential Event of Default unless a subsequent Event of
Default or Potential Event of Default has occurred in relation to X and is
continuing, in which case the Condition End Date will be the first Local
Business Day following the date falling [90 days] [180 days] after the first
due date on which Y does not make a payment or delivery otherwise due
from it (after the application of Section 2(c)) in reliance on the condition
precedent in Section 2(a)(iii)(1) following the occurrence of each
subsequent Event of Default or Potential Event of Default."



2. Judge Peck's decision in Lehman Brothers v Metavante (US
Bankruptcy Court case in December 2009) that the US Bankruptcy
Code did not permit a non-defaulting party to rely on s2(a)(iii) for as
long as a year after an Event of Default.

3. Flaux J's decision in Marine Trade:
 Gross/Net Issue – Ruling that s2(a)(iii) does not affect obligations owed

by the Defaulting Party, so that the Non-defaulting Party is not obliged to
net sums owed under Section 2(c).

 Due Date Expiry Issue – Obiter comment that if condition precedent in
s2(a)(iii)(1) is not fulfilled on due date for performance of certain
obligations, those obligations never become due.

4. Briggs J's decision in Firth Rixson and Carlton Communications,
which appeared to partly contradict Flaux J's earlier decision on
Gross/Net Issue.

Solutions to these issues: addition of new Sections 2(a)(v) and 2(a)(vi).

Section 2(a)(iii) Amendment – work in progress



 Solution to the Gross/Net issue: addition of new Section 2(a)(v)

"Section 2(a)(v)

For the avoidance of doubt, Section 2(a)(iii) applies to each

obligation of each party under Section 2(a)(i), after the application

of Section 2(c)."

Section 2(a)(iii) Amendment – work in progress



 Solution to Due Date Expiry issue: addition of new Section
2(a)(vi):

"Section 2(a)(vi)
For the avoidance of doubt, if the condition precedent in Section
2(a)(iii)(1) is not satisfied with respect to a party ("X") when an
obligation of the other party ("Y") would (but for such condition
precedent) become payable or deliverable to X under Section
2(a)(i), then the obligation of Y will become payable or deliverable
on the first to occur of

(A) the date on which all applicable conditions precedent ot such
obligation under Section 2(a)(iii) are satisfied,

(B) the Condition End Date or

(C) the date on which all applicable conditions precedent cease to
apply under any other provision of this Agreement."

Section 2(a)(iii) Amendment – work in progress



5. Briggs J in Firth Rixson ruled that contingent obligations

suspended by Section 2(a)(iii) would expire at the end of the term

of the applicable contract (the "Extinguishment Issue").

 This is contrary to general market/ISDA expectations.

 Proposed solution: amendment to restate Section 9(c).

Section 2(a)(iii) Amendment – work in progress



"Section 9(c)
Survival of Obligations. Without prejudice to Sections 2(a)(iii) and
6(c)(ii), the obligations of the parties under this Agreement will
survive the termination of any Transaction. For the avoidance of
doubt, any obligation of a party that would have become due
under a Transaction but for Section 2(a)(iii) will, notwithstanding
the occurrence of the last scheduled due date for performance by
that party under that Transaction, become due (together with
interest in accordance with Section [9(h)(i)(3)(A)] [2(e))] on the first
to occur of (A) the date on which all applicable conditions
precedent to such obligation under Section 2(a)(iii) are satisfied,
(B) the Condition End Date or (C) the date on which all applicable
conditions precedent cease to apply under any other provision of
this Agreement."

Section 2(a)(iii) Amendment – work in progress



Recent disputes over the ISDA Master Agreement

 Since the introduction of the FFABA 2007 contract, has new format

(and introduction of AET) meant more certainty and less litigation?

Short answer: NO!



Section 2(a)(iii)

Marine Trade SA v Pioneer Freight Futures Co. Ltd [2009]
Lehman Brothers Special Financing Inc. v Carlton Communications Limited [2011]

Lomas and others v JFB Firth Rixson Inc and other companies [2010]*
Pioneer Freight Futures Co Ltd (in liquidation) v COSCO Bulk Carrier Co Ltd [2011]*

(*Appeals Outstanding – Court of Appeal)



Section 14 definition of "Loss"

Pioneer Freight Futures Company Limited (in liquidation) v TMT Asia Limited (No 1) [2011]
Britannia Bulk plc (in liquidation) v Pioneer Navigation Limited and Ors [2011]*

(*Appeal Outstanding: Court of Appeal)



Section 2(c)

Marine Trade SA v Pioneer Freight Futures Co. Ltd [2009]

Pioneer Freight Futures Company Limited (in liquidation) v TMT Asia Limited (No 2) [2011]
Lomas and others v JFB Firth Rixson Inc and other companies [2010]*

(*Appeal Outstanding: Court of Appeal)



Section 5(a)(vii)(2)

Marine Trade SA v Pioneer Freight Futures Co. Ltd [2009]
TMT Asia Ltd v Marine Trade SA [2011]



Section 6(a)
6. Early Termination

(a) Right to Terminate Following Event of Default.

If at any time an Event of Default with respect to a party (the “Defaulting Party”) has occurred
and is then continuing, the other party (the “Non-defaulting Party”) may, by not more than 20
days notice to the Defaulting Party specifying the relevant Event of Default, designate a day not
earlier than the day such notice is effective as an Early Termination Date in respect of all
outstanding Transactions. If, however, “Automatic Early Termination” is specified in the
Schedule as applying to a party, then an Early Termination Date in respect of all outstanding
Transactions will occur immediately upon the occurrence with respect to such party of an Event
of Default specified in Section 5(a)(vii)(1), (3), (5), (6) or, to the extent analogous thereto, (8), and
as of the time immediately preceding the institution of the relevant proceeding or the
presentation of the relevant petition upon the occurrence with respect to such party of an Event
of Default specified in Section 5(a)(vii)(4) or, to the extent analogous thereto, (8).

Pioneer Freight Futures Co Ltd (in liquidation) v COSCO Bulk Carrier Co Ltd [2011]*
(*Appeal Outstanding – Court of Appeal)



Section 6(c)(ii)

Pioneer Freight Futures v TMT Asia Limited [2011]
Britannia Bulk plc (in liquidation) v Pioneer Navigation Limited and Ors [2011]*

(*Appeal Outstanding – Court of Appeal)



Section 6(e)(iv)

Pioneer Freight Futures v TMT Asia Limited [2011]
Britannia Bulk plc (in liquidation) v Pioneer Navigation Limited and Ors [2011]*

Pioneer Freight Futures Co Ltd (in liquidation) v COSCO Bulk Carrier Co Ltd [2011]*
(*Appeals Outstanding – Court of Appeal)



Section 9(c)

Pioneer Freight Futures Company Limited (in liquidation) v TMT Asia Limited (No 2) [2011]

Lomas and others v JFB Firth Rixson Inc and other companies [2010]*

(*Appeal Outstanding – Court of Appeal)

Klaveness Chartering v Pioneer Freight Futures [2009]



Issues on Freight Futures

 The cases that Andrew and Luke will now discuss in further detail

can labelled in two ways:

 the recovery of expectation interest and arguments in favour; and

 arguments that seek to deny expectation interest.

 Without further ado, I hand over to Andrew.



Lawyers for international commerce
hfw.com
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Issues on Freight Futures: The Topics

1. Supercession
 Does the wording of FFABA 2007 result in one Master Agreement with identical

elections for all FFAs?
 Pioneer Freight Futures v TMT Asia (No.1) – Gloster J

2. Nil Loss
 Does wording of ISDAMA require a Non-defaulting Party to pay anything to a

Defaulting Party following Early Termination?
 Pioneer Freight Futures v TMT Asia (No.1) – Gloster J
 Britannia Bulk v Pioneer Navigation – Flaux J
 Bulk Trading v Britannia Bulk - Court of Appeal decision pending



Supercession – FFABA 2005

 FFABA 2005 terms
 Cl.10 incorporates the 1992 ISDA Master Agreement

- "This Agreement incorporates by reference the 1992 ISDA Master
Agreement…"

 Cl.20 seeks to make all previous FFAs subject to the terms of the Master
Agreement incorporated by cl.10:

"Inclusion of Historical FFAs under Master Agreement"
"(b) This clause applies to this Agreement and every agreement entered

into…before the date of this Agreement" that is on FFABA 2000 or FFABA
2005 terms and does not include a clause substantially on same terms as
cl.20

"(c) Each agreement to which this clause 20 applies shall be treated as a
confirmation…under a Master Agreement constituted by the Standard
Agreement as modified by, and in the form as incorporated in, this
Agreement pursuant to clause 10…".



Supercession – FFABA 2005

 Cl.21 then seeks to make every subsequent FFA subject to the terms of
the Master Agreement incorporated by cl.10:
"Inclusion of Subsequent FFAs under Master Agreement"

- (b) applies to "every agreement entered into…after an agreement
incorporating a Master Agreement…"

- "(c) This Agreement shall constitute a Confirmation under the Master
Agreement on the terms of clauses 20 (c), (d) (e) and (f)…"

 Result is that all FFAs (past and future) subject to the terms of one
Master Agreement
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Supercession – FFABA 2007

 Cl. 9 incorporates a new Master Agreement with new election of
AET:

"This clause 9 applies only if either
(a) this Confirmation does not already constitute a Confirmation under an
existing master agreement…or
(b) the parties agree, by virtue of cl.20…that the terms of the Master
Agreement that is constituted by this clause are to replace any such existing
master agreement."



FFABA 2007

 Cl.20 seeks to include historical FFAs under Master Agreement
constituted pursuant to cl.9:

(b) Clause applies to ever agreement entered into before the date of this
Confirmation:
(i) that is expressly stated to be subject to FFABA 2000, 2005, 2007 terms
(ii) in the case of confirmation on FFABA 2007 terms, one that does not
incorporate a clause substantially in form of cl.20

(c) "Each agreement to which this clause applies shall be treated as a
Confirmation under the Master Agreement constituted pursuant to clause 9 as
if such agreement had been entered into between the parties on the terms of
the Master Agreement on the date of the first such Confirmation.

(d) "If there is any inconsistency between the provisions of any agreement
constituted pursuant to paragraph (c) above ad the agreement constituting a
Transaction to which this clause 20 applies, the provisions of the agreement
constituting the Transaction to which this clause 20 applies will prevail…"



FFABA 2007

 Clause 21 in substantially same format as that in FFABA 2005 and
seeks to make all subsequent FFAs subject to the terms of the
Master Agreement with FFABA 2007 modifications.

 Aim of draftsman of both FFABA 2005 and FFABA 2007 clear:
ensure that all FFAs between the parties are subject to the terms of
one Master Agreement, and where parties have FFAs on 2007
terms, with the Master Agreement subject to the elections in the
FFABA 2007 form.

 Key distinction between 2007 and 2005 is election of AET
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Supercession

 TMT Asia contended that the language of the FFABA 2007 form did
not achieve this aim.

 18 FFAs between the parties
 14 on FFABA 2005 terms ("Early FFAs")
 4 on FFABA 2007 terms ("Late FFAs")
 Accepted that PFF affected by Event of Default that would result in AET

if it applied to the contracts.



Supercession

 3 Arguments by TMT:

1. Early FFAs not subject to FFABA 2007 terms;
2. Early FFAs not subject to election of AET;
3. Late FFAs not subject to election of AET.



Supercession 1 – No sweep up of 2005 FFAs

 Sweep up only occurs where conditions in 20(b)(i) and (ii) both
satisfied – they were not.
 FFAs on FFABA 2005 terms (i) subject to substantially same terms as

FFABA 2007 terms, and (ii) FFABA 2005 terms incorporate a clause
substantially same as clause 20 of FFABA 2007 terms.

 Accordingly FFABA 2005 terms retain priority

 Argument rejected
- Clear purpose of FFABA 2005 and 2007 terms to provide on applicable

Master Agreement with uniform elections;
- 20(b) structure does not require both conditions to be satisfied in order for

20(c) to take effect;
- Confirmations on FFABA 2005 terms cannot be regarded as a Confirmation

that is subject to substantially same terms as FFABA 2007;



Supercession 2 – Did Early FFAs become subject to AET?

 Even if FFABA 2007 terms are apt to cover Early FFAs, AET does
not apply to those FFAs

- Cl 20(d) provides that where there is inconsistency between the terms of
that would apply pursuant to cl 20 and the terms of the Early FFAs, the
terms of the Early FFAs prevail;

- AET was an inconsistency and therefore the Early FFAs not subject to AET.

 Argument Rejected
- TMT's construction emasculates 20(c) which aims to achieve on effective

Master Agreement;
- AET terminates all outstanding transactions – how can there be only AET of

some transactions under a Master Agreement;
- 20(d) applies to bespoke transaction specific terms of earlier transactions;
- AET in any event not an inconsistency but supplementing FFABA 2005

provisions.



Supercession 3 – does clause 9 apply to Late FFAs?

 Clause 9(i) does not apply because the FFA already constitutes a
confirmation under an existing Master Agreement

 Clause 9(ii) does not apply because the parties have agreed
(cl.21(b) FFABA 2005) that future FFAs will be governed by FFABA
2005

 Argument Rejected
- Both 9(i) and (ii) satisfied;
- New Master Agreement constituted by 20(b) FFABA 2007;
- Cl.21 of FFABA 2005 does not specifically disapply Cl.20 FFAB 2007;
- Argument is circular – both clauses contain words "unless the parties

specifically agree otherwise in writing"
- If TMT correct, it would be impossible to change from 2005 to 2007 terms.



Supercession - Conclusions

 All FFAs on FFABA 2005 terms become FFAs subject to Master
Agreement with elections as per FFABA 2007 terms once the
parties enter into an FFA on 2007 terms

 AET therefore applies to all contracts

 Permission to appeal granted, but case not pursued further.



Nil Loss – Key ISDA provisions

Obligation to pay and the condition precedent

 S.2(a)(i)
"Each party will make each payment or delivery specified in each Confirmation to

be made by it, subject to the other provisions of this Agreement."

 S.2(a)(iii)
"Each obligation of each party under section 2(a)(i) is subject to (1) the condition

precedent that no Event of Default…with respect to the other party has
occurred and is continuing, (2) the condition precedent that no Early
Termination Date in respect of the relevant Transaction has occurred…"



Nil loss – Key ISDA provisions

Early Termination

 S.6(a):
"If…'Automatic Early Termination' is specified…as applying…then an Early

Termination Date in respect of all outstanding Transactions will occur
immediately on the occurrence of [certain specified bankruptcy Events of
Default in s.5(a)(vii)]…"

 S.6(c)(ii):
"Upon the occurrence…of an Early Termination Date, no further payments of

deliveries under s.2(a)(i) or 2(e) in respect of the Terminated Transactions will
be required to be made…The amount, if any, payable in respect of an Early
Termination Date shall be determined pursuant to s.6(e)."



Nil Loss – s.6(e)

 First Method
 only NDP can be obliged to make payments

 Second Method
 both NDP and DP can be obliged to pay

 Loss
 to be assessed in good faith by Non-Defaulting Party

 Market Quotation
 Determined on the basis of quotations from reference market makers



Nil Loss – s.6(e)

 For FFAs on FFABA forms, election is Second Method and Loss

 S.6(e) Payments on Early Termination:
"(i)(4) Second Method and Loss. If the Second Method and Loss apply, an

amount will be payable equal to the Non-defaulting Party's Loss in respect of
this Agreement. If that amount is a positive number, the Defaulting Party will
pay it to the Non-defaulting Party; if it is a negative number, the Non-defaulting
Party will pay the absolute value of that amount to the Defaulting Party."



Loss

'Loss' means, with respect to this Agreement or one or more Terminated Transactions, as the
case may be, and a party, the Termination Currency Equivalent of an amount that party
reasonably determines in good faith to be its total losses and costs (or gain, in which case
expressed as a negative number) in connection with this Agreement, or that Terminated
Transaction or group of Terminated Transactions, as the case may be, including any loss of
bargain, cost of funding or, at the election of such party but without duplication, loss or cost
incurred as a result of its terminating, liquidating, obtaining or re-establishing any hedge or
related trading position (or any gain resulting from any of them). Loss includes losses and costs
(or gains) in respect of any payment or delivery required to have been made (assuming
satisfaction of each applicable condition precedent) on or before the relevant Early Termination
Date and not made, except, so as to avoid duplication, if Section 6(e)(i)(1) or (3) or 6(e)(ii)(2)(A)
applies. Loss does not include a party's legal fees and out-of-pocket expenses referred to under
Section 11. A party will determine its Loss as of the relevant Early Termination Date, or, if that is
not reasonably practicable, as of the earliest date thereafter as is reasonably practicable. A party
may (but need not) determine its Loss by reference to quotations of relevant rates or prices from
one or more leading dealers in the relevant markets."

 Retrospective element  (second sentence) and a prospective element (first sentence)



Nil Loss

 All outstanding FFAs terminated as a result of bankruptcy Event of
Default

 If all conditions precedent satisfied, a very significant amount due
from the Non-defaulting Party to the Defaulting Party

 Nil Loss argument is, in essence, that when valuing Loss, the Non-
defaulting Party is entitled to take into account (i) the fact that
conditions precedent had not been satisfied in the past and (ii) that
they would not be satisfied in the future, such that nothing is
payable to the Defaulting Party following Early Termination.



Retrospective Nil Loss

 Pioneer admitted Event of Default from February 2009 (Marine
Trade).

 Pioneer placed in provisional liquidation in December 2009.

 Nothing payable to Pioneer until liquidation because the s.2(a)(iii)
condition precedent not satisfied at the time for payment.

 When assessing Loss, should any value be attributed to these
payments that were not made due to the failure of the condition
precedent.

"Loss includes losses and costs (or gains) in respect of any payment or
delivery required to have been made (assuming satisfaction of each applicable
condition precedent) on or before the relevant Early Termination Date and not
made"



Retrospective Nil Loss

 Does assuming satisfaction of each applicable condition precedent
mean:
 'provided that all applicable conditions precedent had in fact been satisfied'; or
 'For the purposes of making the calculation one should assume that all

conditions precedent were satisfied'

 Latter construction preferred by Gloster J
- Language
- TMT construction makes second method 'next to worthless'
- Protects expectation interest
- Consistent with commercial purpose (to mitigate counterparty credit risk)
- Conditions precedent do not apply to s.6
- Flaux J comments in Marine Trade do not apply where Early Termination

(debt obligation vs payment obligation)
- Consistent with proposition that market quotation and loss aim at broadly

similar results



Prospective Nil Loss

 At Early Termination Date, FFAs for settlement in the future for
which Defaulting Party in the money.

 " amount that party reasonably determines in good faith to be its
total losses and costs (or gain, in which case expressed as a
negative number) in connection with this Agreement"

 Does this require the Non-defaulting Party to assess loss on the
basis that the Defaulting Party was affected by an Event of Default?

 Does it require the Non-defaulting Party to assume the condition
precedent would be fulfilled post-termination?



Prospective Nil Loss

 TMT/Bulk Trading contend that no words in Loss definition that
require party to assume conditions precedent are satisfied, and
Non-defaulting Party entitled to assume that no future conditions
precedent to payment would be met.

 Argument rejected
- Argument founded on an impossibility – cannot be an Event of Default

going forward as it would result in AET
- Contrary to view of Mance LJ in ANZ
- Market Quotation accepted to require assumption of conditions precedent

and Market Quotation and Loss aim at broadly similar results
- No sensible commercial reason why the position should be different

prospectively to retrospectively
- No need for words "assuming satisfaction of condition precedent" as this is

implicit in fact that there can be a gain for the Defaulting Party
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Pioneer v Cosco: the facts
• 11 FFAs entered into between Pioneer and Cosco

• In November 2008, Pioneer became subject to an
Event of Default by failing to pay

• In December 2009, Pioneer went into liquidation,
triggering AET

• As at the date of AET, some but not all of the FFAs
had reached the end of their term



Pioneer v Cosco: the issues

• The AET issue:
Were the FFAs whose last Contract Month had
passed by December 2009 subject to AET?

• The netting issue:
Were sums which would, but for Pioneer’s Event of
Default, have been due to be paid to Pioneer,
available for netting under section 2(c) of ISDA 92?



The AET issue explained

• Section 6(a) of ISDA 92:
“If … “Automatic Early Termination” is specified in
the Schedule as applying to a party, then an Early
Termination Date in respect of all outstanding
Transactions will occur immediately upon the
occurrence with respect to such party of an Event of
Default specified in Section 5(a)(vii)(1), (3), (5), (6)
[etc]…”



The AET issue considered (1)

• What is the true effect of the section 2(a)(iii)(1)?
– One time only?

– Obligations suspended for a reasonable time, or until
the end of the transaction, and then revived?

– Obligations extinguished at the expiry of the term of
the transaction?

– Indefinite suspension?



The AET issue considered (2)
• Section 9(c)

“Without prejudice to Sections 2(a)(iii) and 6(c)(ii), the
obligations of the parties under this Agreement will
survive the termination of any Transaction”

• Does s.9(c) simply mean that, upon the
termination of a transaction, all obligations other
than those set out in section 2(a)(i) survive?

• Problems with the indefinite suspension
argument?



The netting issue explained

• Section 2(c):
“If on any date amounts would otherwise be
payable … by each party to the other, then, on such
date, each party’s obligation to make payment of
any such amount will be automatically satisfied and
discharged and … replaced by an obligation upon
the party by whom the larger aggregate amount
would have been payable to pay the excess of the
larger aggregate amount over the smaller
aggregate amount.”



The netting issue considered
• Marine Trade v Pioneer [2010] 1 Lloyd’s Rep 631;

Pioneer v Cosco [2011] EWHC 1692 (Flaux J): netting
not available to a Defaulting Party

• Pioneer v TMT (No 2) [2011] EWHC 1888 (Gloster J):
netting is available to a Defaulting Party

• Is the answer that netting occurs before section 2(a)(iii)
even operates?

• Commercial considerations?
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FFAs – a recent history

Jan Bagger, Director, Clarkson Securities
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A contract for a difference

● In finance, a contract for difference (or CFD) is a
contract between two parties, typically described as
"buyer" and "seller", stipulating that the seller will pay
to the buyer the difference between the current value
of an asset and its value at contract time. (If the
difference is negative, then the buyer pays instead to
the seller.)



www.clarksons.com

Two lawyers….

● CFD agreed at 250 runs for the
day

● The scoreboard is the index.
● £1/run
● A small bet – only a pound.
● One “buys” 250 runs and the

other “sells” 250 runs.



www.clarksons.com

What does it mean?

● The “difference” is the between the
level of the bet and the actual number
of runs scored.

● The idea is to buy low and sell high.
● The buyer wants a high number of

runs, the seller a low number of runs.
● If 150 runs are scored – the buyer pays

the seller £100
● If 350 runs are scored – the seller pays

the buyer £100.
● It was only a £1 bet



www.clarksons.com

The Freight equivalent.

● The Baltic Index is the settlement mechanism.
● 21 August 2008 Q408 (the fourth quarter of the

year) on Capesize time charter values traded at
$150,000/day.

● 31st December 2008 – Q408 settled at $10,583
● Difference – about $12.5 mio for a 92day

contract.



www.clarksons.com

FFAs -some relevant definitions
● Cash Settlement
● Some derivatives contracts are settled at maturity (or before maturity at closeout) by an exchange of cash from

the party who is out-of-the-money to the party who is in-the-money.
● Credit Risk
● Credit risk is the risk of loss from a counterparty in default or from a pejorative change in the credit status of a

counterparty that causes the value of their obligations to decrease.
● Mark to Market Accounting
● A method of accounting most suited for financial instruments in which contracts are revalued at regular intervals

using prevailing market prices. This is known as taking a "snapshot" of the market.
● Netting
● When there are cash flows in two directions between two counterparties, they can be consolidated into one net

payment from one counterparty to the other thereby reducing the settlement risk involved.
● Over-the-Counter
● Any transaction that takes place between two counterparties and does not involve an exchange is said to be an

over-the-counter transaction.
● Volatility
● In finance, a statistical measure of dispersion of a time series around its mean; the expected value of the

difference between the time series and its mean; the square root of the variance of the time series.
● Value at Risk or VaR .
● The calculated value of the maximum expected loss for a given portfolio over a defined time horizon (typically one

day) and for a pre-set statistical confidence interval, under normal market conditions.



www.clarksons.com

What happened in 2008?
● Volatility
● On 16th January 2008 the cape index

stood at $95627. On 5th Jun the
index stood at $233988, a 245pc
increase less than 6 months.

● On 5th June The cape index stood at
$233988 and on 2nd December it
stood at $2316, a 98.98 reduction or
a 100-fold reduction.

● The average for the year was
$106,000.

● Volume of trading the largest ever.



www.clarksons.com

How did the industry respond?

● FFABA 2007 contact with
new netting provisions

●Volumes went up
●New participants
●More sleeving
●No real move to cleared

contracts



www.clarksons.com

What happened next
● Minor defaults in summer of 2008
● Heavy trading in September as traders

try to exit their positions
● By October FFA trading grinds to a

halt as credit risk is re-assessed.
● OTC positions cannot be closed.
● Further defaults through the end of

2008 and the start of 2009.
● Multi-lateral netting.



www.clarksons.com

Where are we now?

Trades cleared through
clearing houses.
Trades margined which
forces financial discipline.
No bilateral contracts,
counter party risk removed.
FFABA2007 no longer used



www.clarksons.com

Clearing Houses

● An agency or separate corporation of a futures exchange responsible for settling
trading accounts, clearing trades, collecting and maintaining margin monies,
regulating delivery and reporting trading data. Clearing houses act as third parties
to all futures and options contracts - as a buyer to every clearing member seller
and a seller to every clearing member buyer.

● This removes the risk of counter party default from the trading arena, although
there could potentially be a failure of either clearing house or the General
Clearing Member (as seen with MF Global recently).



www.clarksons.com

Margining

● Initial margin – payable to the clearing house by both parties to the
trade on concluding the trade.

● Amount of initial margin is a factor of volatility and contract value.
● The intention is that the clearing house is not exposed default by either

counter party within the timescale which might be required to close out
a contract.

● Thereafter the contract is subject to daily (variation) margining which
takes into account daily market moves.

● A cape time charter contract for one quarter of a year (90 days)
currently attracts an initial margin of just over $200,000.

● Risk is no longer free – the traders pay for risk every day – unlike OTC
contracts



www.clarksons.com

What did we think the market looked like in 2006?
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