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MEMORANDUM FROM THE GLOBAL DOCUMENTATION STEERING COMMITTEE
Re:
Adequate Assurances Provision for Financial Market Transactions
The Global Documentation Steering Committee (the “Committee”) has developed as an optional provision a model adequate assurances clause.  The Committee has determined that, in certain circumstances, as discussed below, it may be appropriate to include an adequate assurances clause in both master agreements for financial market transactions and confirmations of financial market transactions that are not subject to master agreements.

Under an adequate assurances clause, when reasonable grounds for insecurity are present, the insecure party may demand adequate assurances of performance from its counterparty.  If assurances are not timely provided, or the provided assurances are not (in the good faith and commercially reasonable opinion of the demanding party) adequate, the insecure party may invoke the early termination and close-out netting provisions of the applicable contract.  A suggested form of an adequate assurances provision is set forth in Annex A.  Parties choosing to incorporate an adequate assurances provision into the documentation governing their trading relationship may include it as either an additional termination event or event of default.

The doctrine of adequate assurances has its origins in the U.S. common law, where it developed as an outgrowth of, and complement to, the concept of anticipatory repudiation.  Judicial adoption of anticipatory repudiation ameliorated the harsh results under the prior common law rule that required a promisee to await actual nonperformance before seeking remedies for breach of contract.
  However, some "harshness" remained, as anticipatory repudiation occurs only where a promisee's future nonperformance is certain and unequivocal.
  Anticipatory repudiation is thus of little help to a party whose insecurity regarding future performance is less than certain.

The doctrine of adequate assurances differs from anticipatory repudiation in two fundamental ways.  First, the remedy is not damages for breach, but the right to demand reasonable assurances of the other party's future performance.  Second, the doctrine relaxes the burden of proof required of the party invoking the remedy from certainty to reasonable insecurity and then shifts the burden regarding whether future performance will occur to the other party.  An anticipatory repudiation occurs under the doctrine of adequate assurances upon a party's failure to timely deliver reasonable assurances of its future performance.

The doctrine of adequate assurances is codified in Article 2 of the Uniform Commercial Code (the "UCC") governing the sale of goods.  It also has been judicially incorporated into the common law of the majority of U.S. states whose courts have considered the issue.  The doctrine was accepted by the American Law Institute in the Restatement (Second) of Contracts (1979).  Adequate assurances also has been included as an optional provision in the International Currency Options Market Master Agreement, the International Foreign Exchange Master Agreement and the International Foreign Exchange and Options Master Agreement.

An adequate assurances clause can provide a party with a means of protecting itself against uncertainties that do not, by themselves, otherwise constitute an enumerated event of default or termination event under the applicable master agreement or confirmation.  Such a clause may be particularly useful in master agreements with counterparties that are weaker credits and in the confirmation of transactions that typically are not subject to master agreements, such as certain short-dated foreign exchange transactions.  In certain circumstances, inclusion of adequate assurances can also serve as an alternative to the negotiation of financial covenants of the type imposed on borrowers under credit agreements.  However, the parties should not view the adequate assurances provision as a substitute for other more specific events of default and termination events being recommended by the Committee.

Under the suggested form of adequate assurances clause in Annex A, a demand for adequate assurances must be based on "reasonable grounds for insecurity".  This means that the party making a demand for adequate assurances must have a demonstrably solid foundation for the demand based on what a party would deem reasonable under similar circumstances.  Although general trends in an industry may be relevant to a consideration whether to request adequate assurances, a demand for adequate assurances should not be based solely on such industry information; instead, it should be based on information that is specific to the counterparty to which the demand is made.  Parties are encouraged to review the desirability of making a demand for adequate assurances, particularly where unsubstantiated rumor might be involved, and will wish to consider the potential effect of the demand.  The request for adequate assurances must be reasonable given the relevant facts and circumstances.  For example, where market rumors form the basis for requesting adequate assurances, the form of assurances requested which may be reasonable under the circumstances will likely be something less than a request for collateral, such as information certified by an appropriate officer of the company refuting or clarifying the market rumors.

As an alternative to permitting a demand for adequate assurances to be based on any reasonable grounds for insecurity, some parties may choose to specify the event or events that can be the basis for a demand with more particularity.  For example, in a case where a counterparty has rated debt and is not otherwise subject to rating-based collateral or default provisions, the grounds for insecurity might be limited to a decline in the debt rating of the counterparty below a certain level.  Similarly, if the counterparty is an investment fund, the grounds for insecurity might be limited to a decline in the net assets of the fund below a specified threshold.  Another possible approach, which could be used with any type of counterparty, would be to negotiate specific financial covenants with the counterparty (covering such matters as the maintenance of a minimum net worth, specified levels of liquidity or certain amounts of insurance coverage), the breach of which would be the basis for a demand for adequate assurances.

Where the relevant trigger (be it reasonable grounds for insecurity or some other standard) has been satisfied, the party receiving the demand must provide adequate assurances of its ability to perform its obligations to the other party under the agreement between the parties that contains the adequate assurances clause.  The referenced obligations include both payment and performance obligations.  Under the proposed form, the requested assurances must be provided within two business days after the request is made.  If they so choose, parties may negotiate a different period for the provision of assurances.

In negotiating the inclusion of an adequate assurances provision in a master agreement or long-form confirmation, parties also may wish to consider whether a party, who makes a request for adequate assurances based on reasonable grounds for insecurity, should be permitted to suspend performance of its obligations to the other party pending receipt of the requested assurances.  Under Article 2 of the UCC, a party, who has made such a request, may suspend any performance for which it has not already received the agreed return in circumstances where it is commercially reasonable to do so.  In this connection, it also should be noted that, unless parties agree otherwise, if an adequate assurances provision is added to an ISDA Master Agreement and designated as an event of default, the making of a request for adequate assurances based on reasonable grounds for insecurity also would give the requesting party the right under Section 2(a)(iii) of the ISDA Master Agreement to suspend its performance pending receipt of the requested assurances.

Likewise, if the adequate assurances provision is incorporated as an event of default, a breach of the provision may trigger a cross default under other agreements entered into between the parties and agreements with third parties (depending, of course, on whether those other agreements contain a cross default provision and how broadly such provision is drafted).  Deciding whether to incorporate the provision as a termination event or event of default will depend in part on the form of agreement being used and the consequences parties wish to flow from breach of the provision.  For example, although the ISDA Master Agreement allows parties to designate an adequate assurances provision as either an additional termination event or an event of default (each with differing consequences), other industry forms of master agreements do not incorporate the concept of additional termination events and only include events of default.

The failure to include an adequate assurances provision in a master agreement or long-form confirmation should not result in a waiver of any common law adequate assurances remedy that otherwise may be available.  Under the common law, however, the remedy for a failure to provide adequate assurances may not include damage calculation and netting provisions like those usually contained in master agreements and long-form confirmations.

If an event occurs that implicates the force majeure, impossibility or illegality provisions, if any, in a master agreement or long-form confirmation, then such event should not also serve as a basis for a request for adequate assurances.  Similarly, if the trading relationship between two parties is governed by an agreement that contains force majeure, impossibility or illegality provisions, and one party is prevented from providing assurances to the other, the existence of a force majeure event may, under certain circumstances, excuse such party from providing such assurances. In general, however, force majeure or impossibility claims will excuse a party’s obligation to provide assurances only in cases where assurances cannot be provided through any means.  For example, if because of the imposition of currency controls a party is prevented from transferring cash collateral in response to a request to provide assurances, a force majeure impossibility or illegality provision will not excuse such party’s obligation to provide assurances if it is able to secure a letter of credit, transfer U.S. Dollars or provide other alternative means of assurances to its counterparty offshore.

In addition, in a case where the trading relationship between two parties is subject to both a rating-based collateral provision and an adequate assurances provision, the collateral provision may reduce the availability of the adequate assurances clause based on a downgrade that is expressly covered by the collateral provision, but it should not be a bar to a request based on a financial event (e.g., a liquidity problem) that is not the focus of the rating system on which the collateral provision is based.

The enforceability in bankruptcy or otherwise of an adequate assurances provision will depend, in part, on how a party exercises its right to request adequate assurances, what form of assurances are requested and if collateral or other value is requested to be transferred, and the method by which such collateral or value is transferred and documented. The Committee has been informally advised by U.S. counsel (Stroock and Stroock and Lavan) and U.K. counsel (Allen & Overy) on the enforceability of adequate assurances provisions under U.S. and U.K. bankruptcy laws, and has attached that advice for informational purposes only.  Parties wishing to use an adequate assurances provision or to determine the method by which such provision should be enforced are encouraged to consult with their own legal advisors. 

ANNEX A
Two-Way Adequate Assurances Provision 

based on Reasonable Grounds for Insecurity:
(_)  A party fails to provide adequate assurances of its ability to perform its outstanding obligations to the other party ("X") under this Agreement* on or before the second business day after a written request for such assurances is made by X when X has reasonable grounds for insecurity.  If after such request is made, but before assurances have been provided, the party making such request would have otherwise been required to make a payment or delivery pursuant to any transaction under this Agreement* , such payment or delivery may be suspended by such party until such time as the requested assurances have been provided. **

__________________________________________

* Parties may wish to elect to have this provision apply to other agreements between the parties [e.g. short-dated foreign exchange transactions executed on the basis of confirmations only (i.e., without a master agreement), or an agreement that governs a lending relationship between the parties], in which case the phrase “or any other agreement between the parties” can be added here.

** It generally should not be necessary to include this sentence if the transaction(s) is being executed pursuant to an ISDA Master Agreement and adequate assurances has been designated as an “Event of Default” thereunder.  See Section 2(a)(iii) of the ISDA Master Agreement.
� 	The doctrine of anticipatory repudiation was accepted as early as Hochster v. De La Tour, 118 Eng. Rept. 922 (K.B. 1853) and was accepted in the U.S. no later than Roehm v. Horst, 178 U.S. 1 (1900) (in which the Court recognizes the doctrine's wide acceptance under state law). 


� 	See e.g., Copylease Corp. of America v. Memorex Corp. 403 F.Supp. 625 (S.D.N.Y. 1975).


� 	Although English law does not go so far as United States law as to formally recognize an actual doctrine of adequate assurances, English law would not constrain contracting parties from agreeing a provision with the effect that an insecure party could request “adequate assurances” from the other party.
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