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The question raised yesterday was the extent to which Enron is protected from the preference risks with respect to letters of credit in swap transactions by Section 546(g) of the Bankruptcy Code, which provides as follows:

“Notwithstanding sections 544, 545, 547, 548(a)(1)(B), and 548(b) of this title, the trustee may not avoid a transfer under a swap agreement, made by or to a swap participant, in connection with a swap agreement and that it is made before the commencement of the case, except under section 548(a)(1)(A) of this title.”

Section 547 is the preference section.  Section 548(a)(1)(A) deals with transfers made with actual intent to defraud creditors.

It seems to me that section 546(g) should provide good protection from the Powerine risk with respect to payments made before bankruptcy “under a swap agreement, made by or to a swap participant, in connection with a swap agreement.” Accordingly, if Enron accepts letters of credit to back up the obligations of swap counterparties, I do not think it is necessary to use a two draw letter of credit which extends for the applicable preference period.

On the other hand, I would be more concerned about the In re Air Conditioning situation, if Enron accepts a letter of credit to support an overdue obligation from a swap counterparty.  If the swap counterparty gives a security interest to the bank which issues the letter of credit, there may be an argument that that is not a “transfer under a swap agreement” which would receive the protection of section 546(g).  Accordingly, I think it would be prudent to avoid granting any release or other concession to the counterparty, based on receipt of the letter of credit, until the applicable preference period has expired. 

Please let me know if you would like to discuss this in more detail.
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