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[bookmark: Body]You have asked us to set forth an analysis of our conclusion that a transfer of property in connection with the three-way exposure reducing trade should not be avoidable as a preference or fraudulent transfer in the event that one of the transferors becomes a debtor in a case under the United States Bankruptcy Code.[footnoteRef:2] You have not asked us to address, and we have not addressed, any other issues in this memorandum. [2:  We are members of the bar of the State of New York and we do not express any view as to any laws other than the law of the State of New York and the Federal law of the United States of America.] 

UNDERLYING ASSUMPTIONS
Based on our telephone conversation with you on December 12, 2000, we understand that there are currently open forward contracts between Tractebel and Enron, between Enron and AEP, and between AEP and Tractebel, all of which are formally documented.[footnoteRef:3]  Independent from its forward contracts with Enron and AEP, Tractebel is a party to an open forward contract with a third party that is currently “in the money” to Tractebel and, as such, is a net asset of Tractebel (the “Asset”). [3:  The names of the entities are taken from the diagram you provided to us which appears to indicate that there are forward contracts for the delivery of electric power between the parties as noted above. We have not been provided, and thus have not reviewed, the documentation for these transactions.] 

As a means to reduce current levels of exposure that Enron has to Tractebel, AEP has to Enron, and Tractebel has to AEP, the parties have agreed to enter into contemporaneous transactions whereby (1) Tractebel will transfer the Asset to Enron, thereby reducing Enron’s exposure to Tractebel; (2) Enron will transfer the Asset to AEP, thereby reducing AEP’s exposure to Enron; and (3) AEP will transfer the Asset to Tractebel, thereby reducing Tractebel’s exposure to AEP. Each of these transfers will be an off-market sales transaction, such that the value given in exchange for the transfer – i.e., the reduction in exposure – will be less than the fair market value of the Asset on the date of the transfer.
Each of these transfers will be documented in substantially identical agreements between each transferor and transferee in a form customarily used by the parties to transact forward contracts, commodity contracts and/or swap agreements.  In addition, due to the current exposure each transferee has to its respective transferor under an existing open contract, the transfer of the Asset will be treated as a margin payment under the existing open contract in place between them.  The documentation for each transaction will include representations and warranties of the parties that each is a forward contract merchant, commodity options dealer or swap participant, and that the transfer of the Asset is being treated as a margin payment.
We assume that each of the parties is adequately capitalized and will not, as a result of transferring the Asset, be rendered insolvent or unable to pay its debts as they mature, and that each party to the transactions is a forward contract merchant, as that term is defined in the Bankruptcy Code.[footnoteRef:4] [4:  A “forward contract merchant” is defined in the Bankruptcy Code as “a person whose business consists in whole or in part of entering into forward contracts as or with merchants in a commodity, as defined in section 761(8) of [the Bankruptcy Code], or any similar good, article, service, right, or interest which is presently or in the future becomes the subject of dealing in the forward contract trade.”  11 U.S.C. § 101(26).  The term “commodity” is defined as having the meaning assigned to it in the Commodity Exchange Act.  11 U.S.C. § 761(8).] 

We also assume each entity is duly organized and validly existing under the laws of the jurisdiction in which it is organized, and that all organizational formalities are properly observed.  For purposes of the analysis below, we assume further that each party is an entity eligible for relief under chapter 7 or chapter 11 of the Bankruptcy Code.[footnoteRef:5] [5:  Municipalities are excluded from eligibility under chapters 7 and 11 of the Bankruptcy Code. Municipalities are eligible for relief only under chapter 9 of the Bankruptcy Code. A municipality is defined under the Bankruptcy Code as a “political subdivision or public agency or instrumentality of a State” and may include entities such as public service power companies and utility districts. If AEP or Tractebel falls within the definition of a municipality and could become a debtor only under chapter 9 of the Bankruptcy Code, the “safe harbor” provisions discussed herein generally would not be applicable.] 

DISCUSSION
1. The Relevant Statutory Provisions
Under section 547(b) of the Bankruptcy Code, a debtor, its bankruptcy trustee or its creditors may avoid any transfer of the debtor’s property made within 90 days prior to the commencement of the debtor’s bankruptcy case to or for the benefit of a creditor, if the transfer was made on account of an antecedent debt at a time when the transferor was insolvent, and enabled the creditor to receive more than it would receive in a liquidation of the debtor’s assets.
Under section 548(a) of the Bankruptcy Code, a debtor, its bankruptcy trustee or its creditors may avoid a transfer of the debtor’s property made within one year of the commencement of the debtor’s bankruptcy case if (1) the transfer was made with actual intent to hinder, delay or defraud creditors, or (2) the debtor received less than reasonably equivalent value in exchange for such transfer or was left with unreasonably small capital to conduct its business or pay its debts as they become due.
Section 546 of the Bankruptcy Code imposes certain limitations on these avoidance powers.  Specifically, section 546(e) provides, among other limitations, that “the trustee may not avoid a transfer that is a margin payment, as defined in section 101, 741, or 761 of [the Bankruptcy Code] . . . made by or to a commodity broker, forward contract merchant, stockbroker, financial institution, or securities clearing agency, that is made before the commencement of the case.”  The one exception to this limitation is that the trustee may avoid such a transfer if it was made with actual intent to hinder, delay or defraud creditors.
In addition, section 556 of the Bankruptcy Code, the so-called “safe harbor” for commodity contracts and forward contracts, provides that “the right to a variation or maintenance margin payment received from a trustee with respect to open commodity contracts or forward contracts, shall not be stayed, avoided, or otherwise limited by operation of any provision of this title or by the order of a court in any proceeding under this title.”
2. The Transfer of the Asset Should Constitute a “Margin Payment”
For purposes of sections 546(e) and 556 of the Bankruptcy Code, a “margin payment” means a payment or deposit of cash, a security or other property, that is commonly known in the commodities trade or forward contract trade as original margin, initial margin, maintenance margin, or variation margin, including mark-to-market payments, or variation payments.  11 U.S.C. §§ 101(38), 761(15).  
Judicial decisions applying this definition support the proposition that the term “margin payment” is to be interpreted expansively “and includes any payment by the debtor to reduce a deficiency in a margin account.” Seitter v. Farmer’s Commodities Corp. (In re Yeagley), 220 B.R. 402, 404-05 (Bankr. D. Kan. 1998); Biggs v. Smith Barney, Inc. (In re David), 193 B.R. 935, 940 (Bankr. C.D. Calif. 1996), citing, Kaiser Steel Corp. v. Charles Schwab 7 Co., Inc., 913 F.2d 846, 848 (10th Cir. 1990). Indeed, a payment qualifies as a margin payment under this broad interpretation, regardless of whether it is made in response to a margin call.  See Seitter, 220 B.R. at 404.
Based on the information you provided to us, we understand that the purpose of the transfer of the Asset is to reduce Enron’s exposure to Tractebel under existing open forward contracts.  As such, the transfer will “reduce a deficiency” in Tractebel’s margin account with Enron and should therefore be deemed to be a margin payment that is not avoidable under the Bankruptcy Code.
3. Risk of Severing the Transactions 
For the reasons just stated, in the event Tractebel were to become a debtor under the Bankruptcy Code, the transfer from Tractebel to Enron should not be avoidable. Nevertheless, Tractebel, as a debtor, its trustee and/or its creditors may seek to avoid certain aspects of the transaction and not others.  
In a worst-case scenario, Tractebel would seek to reinstate the full, pre-transaction amount of its claim against AEP, preserve the benefit of Enron’s reduced claim against Tractebel, and retain its ownership of the Asset.  If Tractebel were successful, AEP might then seek to reinstate the full, pre-transaction amount of its claim against Enron, and Enron would seek to reinstate its pre-transaction claim against Tractebel.  That scenario would leave Enron with a liability to AEP in the full amount, and a claim against the insolvent Tractebel worth a fraction of the full amount.
We believe that both AEP and Enron would have valid defenses to challenge Tractebel’s attempt to sever the transactions.  First, there should be no basis upon which to reverse the AEP-Tractebel transaction since Tractebel is receiving property with a greater value (the Asset) than the amount of exposure to AEP being reduced.  Thus, the AEP-Tractebel transaction should not be avoidable as a fraudulent transfer.  In addition, because one effect of reversing the AEP-Tractebel transfer (albeit an indirect one) would be to nullify the effect of the Tractebel-Enron transfer, it would violate section 556 of the Bankruptcy Code which expressly prohibits any avoidance or limitation of a margin payment.
Finally, because of the trilateral reliance by the three parties at the time they enter into the transaction and the clear intent of the parties as evidenced in the documentation, it would be inequitable and contrary to prevailing judicial principles not to treat the three-way trade as a single transaction. 
CONCLUSION
Based upon the foregoing facts and assumptions, and subject to the qualifications noted, we believe that the transfer of the Asset should be treated as a margin payment made for the purpose of reducing a deficiency in the margin accounts under the parties’ respective existing open contracts, and therefore should not be avoidable in the event of a bankruptcy case involving one of the parties.  In addition, we believe that a bankruptcy court should not permit any one of the parties to sever the transactions so as to uphold one part of it and invalidate the others.
*				*				*
If you have any further questions concerning the foregoing, please contact us.
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