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You have asked us to address the issue of whether, in the event Enron enters into physically settled transactions involving commodities and financially settled derivatives transactions with a single counterparty that becomes a debtor under the United States Bankruptcy Code, Enron would be able to (a) terminate all transactions with the counterparty and (b) net and set off all claims and apply collateral across all transactions. 

SUMMARY CONCLUSION
We conclude that Enron’s ability to net across physically and financially settled transactions would be improved under a master netting agreement that addresses both types of transactions. Under current law, the validity of netting across different types of contracts  under a master netting agreement should, in most circumstances, be valid, provided that the relevant contracts grant Enron such rights, subject only to the risk that if any transaction governed by the agreement does not qualify under the Bankruptcy Code safe harbor provisions, the entire master netting agreement may be ineligible for safe harbor treatment. As a practical matter, this risk may be negligible because of the nature of Enron’s business. Moreover, proposed new bankruptcy legislation currently pending in Congress would amend the Bankruptcy Code in a manner intended to eliminate this risk.

The Bankruptcy Code neither authorizes nor prohibits cross-product netting; it is not specifically addressed at all. Nor have we found any case law precedent that prohibits cross-product netting. Thus, under current law, we believe that Enron may act pursuant to any contractual rights which it may have in its existing documents to terminate, liquidate, and net obligations across physical and financial contracts with a single counterparty, but that Enron’s position would be strengthened by entering into a master netting agreement. In addition, there is a noticeable trend among participants in the commodities and financial markets to use master netting agreements with their customers. In part, this trend proceeds from the market’s recognition that having a master netting agreement improves the non-debtor’s position in the event of a counterparty bankruptcy. It also reflects a general movement toward implementing certain policies of the proposed Bankruptcy Code amendments which, if enacted, will be substantially more favorable to parties that have master netting agreements in place.

DISCUSSION
I.
Cross-Product Netting and the Bankruptcy Code 

The Bankruptcy Code contains several so-called “safe harbor” provisions that allow certain types of counterparties to exercise contractual rights to terminate and liquidate certain types of contracts notwithstanding the automatic stay. The types of contracts that fall within the scope of the bankruptcy safe harbors are securities, forward and commodities contracts, and repurchase and swap agreements. 

The Bankruptcy Code limits the types of entities that may rely upon the safe harbors. In the case of forward and commodities contracts, counterparties entitled to exercise contractual termination and liquidation rights must be “commodity brokers” or “forward contract merchants.”  In the case of swap agreements, the counterparty must be a “swap participant.” Based on our understanding of Enron’s trading activities, we believe that the Enron entity entering into the physical transactions qualifies as a forward contract merchant or a commodity broker, and that the Enron entity entering into financial transactions qualifies as a swap participant, as those terms are defined in the Bankruptcy Code.

A.
Contractual Rights
Regardless of whether the contract is a forward or a commodities contract or a swap agreement, the relevant safe harbor provision of the Bankruptcy Code protects only “the contractual right” to terminate, liquidate, net, and set off. As a threshold matter, therefore, Enron’s right to exercise these remedies must be set forth in the relevant transaction documents, including the master netting agreement. 

1.
Cross-Affiliate Setoff: Enron Affiliates.

If more than one Enron entity is a party to physically and/or financially settled transactions with a single counterparty, the relevant agreements should also provide that an Enron affiliate with a shortfall claim against the common counterparty may apply any excess collateral held by an affiliated Enron entity to reduce or eliminate the claim. While the broad set- off provisions currently used by Enron grant setoff rights among affiliates, the enforceability of such provisions as they relate to the use of collateral requires perfection of each affiliate’s security interests, in addition to set off rights.

We presume that the type of collateral that would be held to secure counterparty obligations will be cash or marketable securities. The Uniform Commercial Code, which governs perfection of security interests in most, if not all, jurisdictions in the United States, provides that a security interest in this type of collateral is perfected by possession. Because the Enron affiliate seeking to apply the excess collateral will not itself be in possession of the collateral, it can only obtain a perfected security interest if the other Enron affiliate that is in possession, acts as its custodian or bailee, and is therefore in possession of the collateral not only for its own benefit, but also for the benefit of its affiliates. 

Under Enron’s existing contractual provisions, a counterparty could argue that an affiliate not in actual possession of collateral is not perfected and that its security interest is therefore voidable in bankruptcy. We believe that a master netting agreement would resolve this issue by explicitly providing that collateral held by any Enron entity is available to any other Enron affiliate and that the entity holding the collateral acts as a custodian or bailee for each named affiliate. 

2.
Cross-Affiliate Setoff:  Counterparty Affiliates.

In the event that two or more affiliated counterparties enter into transactions with a single Enron entity, Enron’s right to aggregate claims and apply collateral across such counterparty affiliates should also be provided for in a master netting agreement. Sometimes referred to as “triangular” setoff, case law precedent in this area indicates that while there is a general rule prohibiting triangular setoff in the absence of an agreement, the general rule may be set aside if there is a formal agreement among the parties clearly establishing an intention to treat two separate entities as one for purposes of aggregating and setting off claims. We do not believe that Enron’s existing contractual provisions establish such an intention. We would therefore propose to include in a master netting agreement provisions for setting off and applying collateral across multiple counterparty affiliates.

We note that the foregoing analysis would apply in the event there are multiple affiliates on both sides of the agreement – i.e., where there are two or more Enron affiliates and two or more counterparty affiliates under a master netting agreement.


B.
Single Agreement and the Risk of Non-Qualifying Transactions
Generally, a master netting agreement will contain a provision stating that it and all confirmations thereunder form a single agreement between the parties. While this provision supports the right to terminate and net payments across the underlying transactions by treating them as a single agreement, there is a risk under current law that if a master netting agreement includes transactions that do not fall within the scope of a safe harbor provisions, in addition to others that do, a bankruptcy court may be faced with having to decide whether the “single agreement” is a qualifying agreement. 

We have found no judicial precedent addressing this issue, but we recommend that Enron not document any non-qualifying transactions under a master netting agreement as the presence of such transactions may “taint” qualifying transactions. 

II.
Pending Bankruptcy Legislation
The Bankruptcy Reform Act of 2000 (the “Act”) which is currently pending in Congress, contains several provisions affecting financial contracts, including forwards, commodities contracts, swap agreements, and master netting agreements. 

Among the provisions of the Act significant to the matters addressed in this memorandum are –

°
the addition and definition of the term “master netting agreement” which contemplates cross-product transactions including forwards, commodities contracts and swap agreements;

°
the addition of a new safe harbor provision permitting termination, liquidation, acceleration, and offsetting under a master netting agreement and across contracts;

°
the recognition that a master netting agreement may be terminated whether or not it contains underlying transactions that do not fall within a safe harbor; provided, however, that non-qualifying transactions can not be terminated; 

°
substantially broadened definitions of “commodity contract,” “forward contract,” and “swap agreement” that specifically include master agreements that contain such transactions whether or not they also contain other types of transactions; and

°
safe harbor provisions for security agreements and credit enhancement arrangements related to a safe harbored transaction.

Thus, in addition to eliminating the risk that non-qualifying transactions could “taint” an otherwise qualifying master agreement, the Act is intended generally and substantially to improve the position of non-debtor counterparties that have in place a master netting agreement with the debtor-counterparty.

While the pending legislation expands the rights of non-debtor counterparties and clarifies their rights to terminate and net obligations across safe harbor transactions, we do not believe that this legislation raises a significant risk that cross-product netting would be deemed to be invalid under current bankruptcy law.
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*
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If you have any further questions concerning the foregoing, please contact us.

D.S.M.
R.B.A.
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