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	DRAFT

	TO:
	Distribution
	DATE:
	August __, 2001

	FROM:
	Elizabeth Sager, Harlan Murphy
	DEPT:
	ENA – Legal



	SUBJECT:
	Mandatory Setoff Language for Inclusion in all EWS Trading Contracts


I. Overview 
Last month you received a memo from Mark Haedicke requiring that the attached setoff language be included in all EWS form trading contracts.  This memo explains (i) what that language is designed to accomplish, and (ii) how it mitigates risks to both parties to help explain EWS’s position to the agreement in a mutually beneficial manner.  You may distribute this memo to counterparties. 

II.
What it Says 

· Triangular Setoff – After the occurrence of an Event of Default, the non-defaulting party (“NDP”) may setoff any amounts the NDP or the NDP’s affiliates owe the defaulting party (“DP”) under this agreement or any other agreement between the DP and the NDP and/or its affiliates against amounts the DP owes the NDP or the NDP’s affiliates under this agreement or any other agreement. [Note: Triangular setoff does not allow the NDP to setoff amounts the NDP or the NDP’s affiliates owe the DP or the DP’s affiliates against amounts the DP or the DP’s affiliates owe the NDP or the NDP’s affiliates.  This so-called “square” setoff is one of the objectives of the proposed Master Netting Agreement.  See the attached graphical depiction of the distinction between triangular setoff and square setoff.] 

· Amounts Owing – “Owe” means amounts owed or otherwise accrued and payable (regardless of whether such amounts have been invoiced), but does not include future payments.  This definition includes, for example:

· amounts owing for a commodity that has been delivered but for which no invoice has been sent; and

· early termination payments, assuming such payments are due pursuant to the terms of the applicable agreement. 

· Satisfaction - The obligations of the NDP and the DP are satisfied to the extent of any offset.

· Notice – The NDP notifies the DP after the setoff is effected. [Note: The setoff is effected merely by making the appropriate internal bookkeeping entries, even in a bankruptcy.]

· Currency Conversion/Estimates – The NDP will (i) convert any amounts setoff at a reasonable exchange rate and in good faith, and (ii) estimate the amount of any unascertainable obligation in good faith. 

· No Security Interest/Monthly Netting, etc. Not Diminished – The setoff language does not (i) create a security interest except as provided by law (e.g., setoff rights in bankruptcy may be considered a “security interest”), or (ii) prejudice any similar rights, such as netting.  

· Reliance – The parties are entering into transactions in reliance on this provision and it is an integral part of the agreement.

· Binding Effect on Affiliates – Each party is executing the agreement on behalf of itself as principal, and with respect to this setoff language, its affiliates, which affiliates shall receive the benefits and be bound as if they had signed the agreement.  

· NDP Protection - The NDP does not have to pay the DP pursuant to this setoff language until the NDP is reasonably certain that all other obligations of the DP to pay the NDP or the NDP’s affiliates any amounts owing as of the early termination date under this or any other agreement have been fully satisfied.

III.
Example of Risk Mitigated 

· Counterparty Corporation (“CP”), through various subsidiaries, enters into transactions with various Enron subsidiaries pursuant to which the subsidiaries of the two parent companies trade gas, power and bandwidth and enter into swap transactions.  All told, this trading relationship involves four different master agreements, three CP entities, and three Enron entities.  For the purposes of this hypothetical, all three agreements are forward contracts under the Bankruptcy Code, all of the transactions under them are qualifying transactions as defined in the Bankruptcy Code, and all of the parties to those agreements are forward contract merchants.  

· ENA goes bankrupt, which is an event of default under the ISDA Master and the Enfolio Gas Master with CP Trading Co.

· The amounts owed to and by the CP subsidiaries are as follows: 

	Type of Agreement
	Parties to Agreement
	Amount CP Owes
	Amount CP is Owed

	ISDA Master
	ENA-CP Pwr. Mktg. Co.
	
	$80,000,000

	Enfolio Gas Master
	ENA-CP Trading Co.
	$65,000,000
	

	EEI Master
	EPMI-CP Pwr. Mktg. Co.
	$20,000,000
	

	Bandwidth Trading Master
	EBS-CP Broadband Co.
	
	$15,000,000


· CP’s Possible Aggregate Exposure Without Setoff Language: 

· CP Power Marketing Co. is left with an unsecured claim in ENA’s bankruptcy for $80,000,000 under the ISDA Master.

· CP Trading Co. has to pay ENA $65,000,000 under the Enfolio Gas Master. 

· CP’s Likely Aggregate Exposure With Setoff Language:  
· CP has the right to set off the $65,000,000 that CP Trading Co. owes ENA against the $80,000,000 ENA owes CP Power Marketing Co. under the ISDA
. 
· CP Power Marketing Co. is left with an unsecured claim in ENA’s bankruptcy for $15,000,000, rather than $80,000,000.
· CP Power Marketing Co.’s $65,000,000 setoff becomes a secured claim in ENA’s bankruptcy proceeding.
· CP Power Marketing Co.’s setoff would be exempt from the automatic stay because the setoff is for the settlement of a payment arising from forward contracts among forward contract merchants.
IV.
Conclusion 

This memo is a very simplistic overview of a subject that has many complex ramifications in bankruptcy law.  Please contact Elizabeth Sager at 713.853.6349 or Harlan Murphy at 713.345.2679 with any questions.
MANDATORY SETOFF LANGUAGE FOR

EWS TRADING CONTRACTS

(A) Upon the designation or deemed designation of an Early Termination Date, the Non-Defaulting Party (“X”) may, at its option and in its discretion, setoff, against any amounts Owed to the Defaulting Party (“Y”) by X or any Affiliate of X under this Agreement or under any other agreement(s), instrument(s) or undertaking(s), any amounts Owed by Y to X or any of X's Affiliates under this Agreement or under any other agreement(s), instrument(s) or undertaking(s).  The obligations of Y and X under this Agreement in respect of such amounts shall be deemed satisfied and discharged to the extent of any such setoff exercised by X and/or X's Affiliates.  X will give Y notice of any setoff effected under this section as soon as practicable after the setoff is effected provided that failure to give such notice shall not affect the validity of the setoff.  For purposes of this Section___, "Owed" shall mean any amounts owed or otherwise accrued and payable (regardless of whether such amounts have been or could be invoiced) as of the Early Termination Date.  



Amounts subject to the setoff permitted in this Section may be converted by X into any currency in which any obligation Owed is denominated at the rate of exchange at which X, acting in a reasonable manner and in good faith, would be able to purchase the relevant amount of the currency being converted. If an obligation is unascertained, X may in good faith estimate that obligation and setoff in respect of the estimate, subject to the relevant party accounting to the other when the obligation is ascertained.  Nothing in this Section shall be effective to create a charge or other security interest except as may be provided under applicable law.  This setoff provision shall be without prejudice and in addition to any right of setoff, netting, off-set, combination of accounts, counterclaim, lien or other right to which any party is at any time otherwise entitled (whether by operation of law, contract or otherwise).  Each of the parties represent and acknowledge that the rights set forth in this Section are an integral part of the agreement between the parties and that without such rights the parties would not be willing to enter into Transactions.  The parties further acknowledge that each is executing this Agreement on behalf of itself as principal and, with respect to this Section, as agent on behalf of its Affiliates, which Affiliates shall receive the benefits of this Section and otherwise be bound as if such Affiliates had directly signed this Agreement as it relates to Section.


(B) Notwithstanding any provision to the contrary contained in this Agreement, the Non-Defaulting Party shall not be required to pay to the Defaulting Party any amount under Section __ until the Non-Defaulting Party receives confirmation satisfactory to it in its reasonable discretion (which may include an opinion of its counsel) that all other obligations of any kind whatsoever of the Defaulting Party to make any payments to the Non-Defaulting Party or any of its Affiliates under this Agreement or under any other agreement(s), instrument(s) or undertaking(s), which are Owed as of the Early Termination Date have been fully and finally satisfied.
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SQUARE SETOFF
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TRIANGULAR SETOFF








� Note that CP Power Marketing Co. cannot (i) set off the $20,000,000 CP Power Marketing owes EPMI because EPMI is not the defaulting party, or (ii) set off any amount against the $15,000,000 EBS owes CP Broadband Co. because, again, EBS is not the defaulting party.   This type of setoff would require “square” setoff rights.
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