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Cadwalader, Wickersham & Taft
1333 New Hampshire Avenue, WNW
Washingten, DC 20036
(202) B62-1256
Fere number (202, 862-1400

FROM: Ellen Levinson No. of Pages: 5 Date: March 1, 2000
FOR IMMEDIATE DELIVERY
TO: | Name: Norman Carleton Fax No.: 202-622-0974
Department of the Treasury Pho No.: 202-422-1855
o) | Name: Carol St. Clair Fax No.: T13-646-3393
EMNROM Phini M.« T13-%53-3080
(=41 Mame: Jeff Kecler Fax Vo.: 28783372
ENRON Phn No.: 202-466-9157
Dear Norm:

A we previously discussed, Enron has revised is propesed amendments and report kanguage to the
Bankruptcy Reform Act. I have atiached the current version for review and consideration by the
Financial Products Working Group. We expect ISDA and the Bond Market Associzstion to agree
these provisions, as they had approved the eaclier draft.

We would appreciate discussing these amendments with you early next week. Flease let me know a time
that would b most convenient.

Smcerely,

S AR R
Ellen 5. i

Thi communication & confidential and mrended only for the addresses. Ay ditribution or duplicating of this communicatisn is sricly
pronitie, IF P0G FeEIVEQ TS [eecopy o erTor, pleme c21lus immediately,
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Febraary 14, 2000

AMENDMENTS T0 THE FINANCIAL CONTRACT FPROVISIONS
. of the
BANKRUFTCY REFORM BILL, H.R. 833

Background and Summary

In 1990, arrendments were made to the Bankruptey Code to give legal certainty 1o the reatment
of cerain financial transacions in the case of hankruptey. The amendments particularly
eddressed rancactions, such as swaps and other over-the-counter derivatives, that ane subject o
fluctustions because they derive their valuse from an underlying commodity, rate, irdex or ather
item. The insolvency of a party to suzh a transaction could pose sysiemic riske

Both the House and Senate Bankruptey Reform Bills update the financial contract provisions of
te Code. Aamong other things, the purposas are 1o cach vp with new dewlopments in the
market, to aticipate contimued innovation and growth of cerivatives and fo provide greater legal
certainty that financial transactions can be closed out, netted and settled in 2 timely mannet in
case of banarapizy.

The following amendments and report language to HE. 833 are needad (1) to revise the
cefinition of “swap agreements” ta accommodate the intreductisn of new swap produets, (2) to
aunid any copfitinn regarding the netting fghts for different types af transactions by providing
consistency in the statutory language, and (3) to clanfy how the “cross-product” pening
provigons thould be applied.

The Amendments, Repori Lunilnlf: wnd Esplamations

The amendments and repon language below refer w0 Section 1007 of the Houss-passed bill.

1) Revise the definition ef “swap azreements” in the bills to accommodate the infroduction
of mew swap products.

a} Amend the definition of “swap agreamarnt” in Section [007@){INE) bp:
&‘F, i} on page 299, lipe 16, deleting “or” after “cgreement;” ;

g.l*: i} on page 29‘5:, que 18, inserting, s-ﬂ:.'_-r ‘mgrecment)” the following: “er a weather swap,
weather derivative, or weather option;™;

iii} on page 299, lines 23 and 24, deleting the words “in the swap markst™ and inserting
mstead “by swao participants”,

b\'{“ ¥} vn paze 300, linc &, inserting “ur other”™ afier the wond “economic™; and

Dl-{, ¥} on page 300, line 9, inserting “or other” afier th: wond “economic™.
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b Conference Report Statement of Managers:

g

The current starutory defimtion of “swap azreement” in Section 101(33B8) includes zn
enumerated list of products and a catch-all phrase for “any similar agreement.” The
cateh-all prase was included inthe 1990 Amendmers to enswe that the definition
would be broad enough to encompass fuhae types of swaps thai the financial marketplace
would develop. The revised definition in H.E. £33 also adopts this approzch.

i1 The corferees believe that a swap deficition limitzd to specifically enumerated
traneactions would snon be rendered obsoletz by the ingenuity of finarcial engineers.
Tte corferecs have taken the spproach used in the 1990 Amendments a step further,
howavee, Specifically, the revised eateh-all phraes in Section 1007(a)}1)(E] of HR
833 refers to “any agreemen: or transaction similar™ to one of the enumerated types of
transaction that, “is presently, or in the futur: becomes, regularly catered ine by
swap participants ... and ... s a forwand, swap, future o aption on one or more rates,
currencies, commeditics, oyuity ecuitics, o ol equity inslrunents, or o an
economic or other index or measure of economic ar other risk or value”.

iy Tte additional language in the carzh-all phrase is for purpose of clanifizatios only. It
18 201 designed to [imit the circumstances in which a transaction may qualify as 2
“gwap agreenient.” The conferees in no way intend to exclude from this revised
definition any tramsaction or agreement that s considered a swap agreement under the
version of the definitior. adopted in 1950,

iii) The use of the phrase “regularly eatered into” in dause A(ii(]) of the definition of
“gwap agreement” is not intended to peeclude from the scope of sections 362(k), 560,
561(a)5), and oter provisions relating (0 Svap agreements, transactions that have as
their underfying items novel or unisiual rights, services, interests or other measurss of
vaue, whether or mot such rights, services, intereste or ather measires 3f valoe have
previously been used or are thereafier used 1 any other transacticn or by any other
parties. The conferees believe and intend tha: so leng a5 the transactior or the
underlying item is vulnerable to market flucteations, the same systemic risks sought
1w b avoided by permiting non-debior counterpanies w ligeidare, terminate and
accclerate Swap agreements pursuant to contractus] rights apply te such transactions,

Explanatios:

In both the Houss and Senase bills the statmtory definiion of “swap agreement,” which
was established in 1990, is updated by (1) adding to the existing List oF swad products,
rypes of ransectizns that have been inroduced snee 1990, and (i) modifying the “catch-
all” phrase o provide Jexibility 1o aved the nesd to amend the definition a5 the nature
and uses of swap agreements maiures.

Tae updated definition of swap agreements in HR. 833 inadvert=ntly did not cover ssme
legitifrate transactions, and this emendment remedies this problem. First, the list of

swaps is amended to include “weather derivatives,” ar impartan: type of traneastion that
allows end-wsers, such as energy companies, agricultural producers and apibusinesses, to
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manage their weather-related business riales. Eeasnd, the eatah - all slavse iz revized to
ensure “hat the new definition (a) is not limited t products that address “economic™ nsk,
which could inadvertendy narrow the current defnition, and (b} réfers 1o transactiona
entered into “by swap participants” rater than “in the swaps market” since swap
transactions do not take place on federally-regulated markes, swaps are emered inwo by
apreements between parties “over-the-counter.”

Te ensure that the intert of the amendments to the swap definition is clear, repont
lanpuage in the Sttement of Marager: is necessary.

2} FProtection of netting rights for commedity, securities and ferward contracts and
repurchase agreements.

a) Arthe appropriotz place in sach bill add the followirg amendments (o the Bankruptcy
Code:

Amend 11 UE.C. § 362(b)(6) by (i) replacing “a margin payment, as defined in section
101, 741, or 761 of this title, or settlement payment, as defined in section 101 or 741 of
this title, arising out of” in the sixth through eighth lines thereof with “any paym:nt or
trangfer due Fom the debtor under ar in comestion with™ and (ii] ineeting hetween the
wirds “against” and “cash”™ in the eighch line thereof: “agamst any payment due to the
dester from a commedity broker, forward contract meschant, stockbroker, financial
institution, or securities clearing agency under orin connection with commadity
coatracs, fomward conbacts or scouritiss cunbEact o agaions.

Arnend 11 TE.C. § 362(B)(T) by (i) replaciog “a marg'n payment, as defined in section
741 or 761 of thistitle, or sertlemsnt payment, as defined in section 741 of this title,
arising out of” in e third through fifth lines thereof with “zny payment or ransfer due
from the debror under ¢r in connection with® and (ii) inserting between the word:
“agains’” and “cash” in the fifth line thareof™‘against any payment due to the dektor flom
such repo participant under ¢r in connection with repurchase apreements or against™,

b Explanation:

Under current law, a safe herbor from the spplication of the automatic stay 'n baskruptey
proceedings 15 provided for several types of Goancial ttansactions. This saf= el iz
intznded to provide legal cerzinty 10 the enforceability of nening rights in the case of
bankrupicy of 2 ccunterpary 1o ose of these types of rainsactions. For swap agreemeats,
netting rights in connection with “any payment or transfer” anising in connection with the
trassactions are protected in surrent law. However, for commodity, securities and
forward contracts and for repurchase agresments, unde: curent lew the prolection is
mere limited -- it only epplies to refting rights related © “margin payrments” and
“settlerent payments.” This inconsistency in stafotory lanpuage can create lepal
uncertainty azout the enercisz of netting rights in »ankmuprey,

Toremedy this probler, the amerdment would apply tie sane protection for
commaodity, securities and forward eonracts and wpurchage agresmence thal is already
provided for swap agreements.
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3) Conference Report Statement of Managers (“cross-product” netting).

) Lamguage:

Sections 561(a) and () of he Code; Section 1007(k) «f HLE. 833
Section 362(b}32) of the Code; Section 1007(d)[1)(F; of HE. 813

Section 561(a) will protect the exercite of any “contraztual right” to “offset or net
termination values, paymest amounts or otber trensfer obligations™ in connection with cermin
enumerated types of ransastions free from any stay or any order of a court or administrative
agency. Under subse:tion (), “ihe tem coatractual right ircludes .. a right, whether or not
evidenced in writing, anisirg by -eason of normal business peactice”,

i) Section $61(a), therefore, will protect netting and setoff rghts berwesn, eg.,
repurchace agresments asd ewap agreements, swap agreements and forwand
cortracts, and cash-settled and physically-settled forward contracts, even without
implementaticn of an umbrells “master raster” apreement tying the agreements
ogether, as long a8 such netting and setoff is consistent with “normal business
praztice”. The determinstion of what constitutes *“nermal business prastice” inany
particular case will, of course, depesd onthe ficts and cirsumsmances, Newertheless,
the drafters anticipate thet where the normal practics in an industry is not o
implement master master agreemenis, but the participants in the industry nevertheless
1ely on the enforceability of their “cross product” noming aghts when entedng inte
transactions and making attencant credit determinations, such participants will be
proteiey uoder Seuive 301.

it The newSeetion 360(b)(12) established under Section 100P{d) 1 WF) wall
complercent Section 561 by prtecting netting and setoff and collateral foreclosure
rights in connsction with master neting azreements. The protestions afforded by
Section J62(b)(32), on the one hand and Section 56, on the other, are cumulative.
Actordingly, e alsence in Section 362(0)(32) of explicit l.l:l?amc-til:rl fow sights
arising by virtee of “normal business practice” is not in derogation of such rights
arizsing under Section 361,

o) Exrplararion;

Both bills have provisions to protect neting and acioff rights botween different types of
apgreemenis, such as repurchase agreements and swip agreements, swap agreements and
Forwaa € contracts, and cash-ssmled wud physially=serled forwad oouwrasts, cven without
implementation of an umbrella agreement tyisg the agreements together, as loag as such
netting and 2wl s comistent with “nomal business practice.”  To clar fy the inteat of
these provisions the report languape statzs that where the normal practice is net ta
iropkement umbrella agmeemes, but the pardcipams in e indusiry nevertheless rely on
the enforceahlity of their “cross-produc™ neting rights when entering into transactons
and making anendant credin dererminations, sech participants will be proicctes.
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