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International Swaps and 

Derivatives Association, Inc.

360 Madison Avenue, 16th Floor

New York, NY 10017

Attention: Kimberly Summe, General Counsel

Re: Global Documentation Steering 

Committee Recommendations to the 2002 Master 

We are writing you on behalf of the Global Documentation Steering Committee ("GDSC" or the "Committee").  GDSC appreciates ISDA's efforts culminating in the publication of the 2002 ISDA Master Agreement (the “2002 Master”) earlier this year.  The Committee believes that the 2002 Master represents a great step towards mitigating many of the risks revealed through the market crises and associated volatility witnessed in the recent past.  Notwithstanding the great improvements effected by the 2002 Master (most notably in the force majeure, involuntary insolvency and close-out provisions), however, the GDSC believes that parties still may wish to have the opportunity to select certain provisions in addition to or in lieu of those in the 2002 Master.

As you may recall, the GDSC was established to implement the documentation-related recommendations in the 1999 Report published by the Counterparty Risk Management Policy Group (“CRMPG”) to create standardized documentation that can provide counterparties with uniform provisions in order to avoid documentation inconsistencies and, thereby, reduce risk and improve functioning of markets.  Currently, disparities in documentation may exacerbate market, credit and/or legal risk.  Industry standard documents were developed prior to the globalization of the markets and the increased interrelationship among financial markets and participants.  Current inconsistencies across documentation gave rise to what the CRMPG characterized as "documentation basis risk" - the risk that economically similar transactions (often used to hedge one another) can be documented differently and that different provisions, such as those involving the termination of agreements, valuation of terminated transactions and related matters can produce different economic results on close-out.




Comprised of senior representatives from multiple Sell-Side and Buy-Side firms, as well as trade associations, the Committee is uniquely positioned to offer market-wide recommendations that cut across various products.

The GDSC essentially has two goals – to minimize documentation basis risk, as well as to provide the non-defaulting party with as many “arrows” as possible to “pull the plug” (apologies for the mixed metaphors) when necessary in the event of a pending market-wide or counterparty-based crisis.
The GDSC has also contacted The Bond Market Association (“TBMA”) in an effort to convey to TBMA some of the same recommendations the GDSC is requesting that ISDA consider.  TBMA has established five separate task forces to review and study the GDSC’s recommendations with a view to ascertaining which (if any) of the GDSC’s recommendations warrant inclusion (in some form or other, as an optional provision or otherwise) in the master agreements that TBMA sponsors.

The Committee understands that ISDA has finalized its work on the 2002 Master and acknowledges ISDA’s cooperation and coordination with the Committee on various provisions.  The Committee also understands the difficulty ISDA encountered, while finalizing the 2002 Master, in balancing the competing interests of a global and diverse membership.

Notwithstanding the foregoing, the Committee is requesting that ISDA’s membership consider all of the Committee’s recommendations, taken as a whole, in light of its renewed goal of maximizing protections afforded to the non-defaulting party.  The GDSC invites ISDA’s input and suggestions for the most effective way to circulate the Committee’s recommendations to ISDA’s membership for a more fulsome review.

Since ISDA is currently preparing a User's Guide for the 2002 Master, the inclusion in the User’s Guide of standard GDSC provisions presented below as optional provisions available to the parties may be one effective alternative for implementation of the GDSC’s recommendations.  Other useful alternatives may be amendments or annexes to the 2002 Master.

The following paragraphs describe in turn each of the GDSC provisions that the Committee feels merit inclusion in ISDA’s documentation.

Adequate Assurances Provision

Under certain circumstances parties may wish to incorporate an adequate assurances clause into the 2002 Master to protect themselves against counterparty credit deterioration that does not otherwise constitute an Event of Default or a Termination Event.  An adequate assurances clause may be particularly helpful in agreements with weaker credits.  The GDSC model clause provides that adequate assurance may be requested only where there are "reasonable grounds for insecurity".  Under this formulation, a party making a demand for adequate assurances must have a reasonable and demonstrable foundation for the demand based upon the particular circumstances of the counterparty and the Transaction.  We attach hereto as Annex A a copy of the model adequate assurances provision and our accompanying explanatory memorandum for your consideration.

Alternative Cross-Default Provision
The Committee has undertaken a review of cross-default and cross-acceleration provisions in various industry standard agreements and has drafted a model provision.  The model provision reflects the Committee's decision to balance a financially sound party's desire for a swift means to terminate deteriorating relationships against a weakened credit's interest in stability.  Attached hereto as Annex B is a copy of the Committee's model cross-default provision and accompanying explanatory memorandum.  The model provision differs in certain respects from the corresponding provision in the 2002 Master.  Principally, the difference is the GDSC's inclusion of third party defaults (as opposed to merely affiliate defaults) on a broad array of transactions (parallel to ISDA's definition of Specified Transaction), rather than on indebtedness alone.  (The model GDSC provision defines two terms, "Financial Market Transaction" and "Debt Obligation", which replace Specified Indebtedness in ISDA's documentation.)  The GDSC was mindful of the concerns expressed over the inclusion of such third party defaults and attempted to ameliorate those concerns by adopting a "Threshold Amount" test applicable to the entire cross-default.

Alternative Notice Provision 

With respect to notice, the Committee has agreed that one of the most pressing problems facing market participants in crisis situations is the potential for a defaulting counterparty to avoid receipt or delivery of notice.  In response to this concern, the Committee has produced a notice provision that provides, in addition to methods of actual notice similar to those available under the 2002 Master, for notice to be deemed given under certain circumstances.  Attached hereto as Annex C is the Committee's standard notice provision and accompanying explanatory memorandum for your review.  The main differences between the Committee's notice provision and the notice provision under the 2002 Master are as follows:

· Special Default Certification.  This clause of the model cross-default provision provides parties the opportunity to declare a "deemed notice" upon the fulfillment of certain conditions.  Where an Event of Default has occurred and the non-defaulting party has attempted in good faith to provide notice using at least two of the specified methods, the non-defaulting party may prepare a written notice (the "Special Default Certification") which will be deemed effective upon signing by the non-defaulting party.  The non-defaulting party is then under an obligation to deliver the Special Default Certification to the counterparty as soon as practicable following signature.

· Alternative delivery to counterparty's chief legal officer.  In certain exigent circumstances where a party makes a good faith attempt to deliver notice pursuant to the counterparty's address specification in the agreement, the notice provisions allow the party to deliver notice to the counterparty's chief legal officer or general counsel.

· Updated methods of notice.  The Committee's notice provision omits notice by telex and provides for notice by email in all cases.  In addition, oral notice is deemed sufficient under the Committee's provision provided such oral communication is recorded or followed by a written confirmation.

Involuntary Insolvency

The Committee has prepared its own form of an involuntary insolvency default provision.  Although similar to the Bankruptcy Event of Default under the 2002 Master, the Committee's provision adopts a five Business Day grace period within which the petition must be dismissed.  This is in contrast to the longer 15 day grace period under the 2002 Master.  The Committee believes that a five day period is sufficient to afford the defaulting party (especially if it’s a weaker credit and doesn’t have a great deal of external debt, thus making a cross-default provision less valuable) an opportunity to reassure counterparties regarding its continuing ability to perform under the agreement.  Attached hereto as Annex D is the Committee's involuntary insolvency memorandum and accompanying provisions for your review.

Form of Default Notice

The Committee has also prepared certain forms of default notice, each of which may be included as an exhibit in financial transactions.  Attached hereto as Annex E are the Committee's standard forms of default notice and accompanying explanatory memorandum for your review.

We appreciate your consideration of these provisions and we look forward to discussing their inclusion in ISDA documentation with you at your earliest convenience.

Very truly yours,

Thomas A. Russo, Committee Co-Chairperson





Vice Chairman, 





Lehman Brothers Inc.

Jane D. Carlin, Committee Co-Chairperson

Managing Director,

Credit Suisse First Boston

Attachments

ANNEX A
Adequate Assurances Provision and Explanatory Memorandum

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.

Explanatory Memorandum

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.

DRAFT:11.05.01
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We refer to the [draft] memorandum of the Global Documentation Steering Committee on "Adequate Assurances as an Event of Default for Financial Market Transactions".  

We set out below our summary of issues related to adequate assurances from an English law perspective.

1.
Adequate Assurances

1.1
While English law does not go so far as United States law as to recognise an actual doctrine of adequate assurances, subject to our comments below on preferences and transactions at undervalue, English law would not constrain contracting parties from agreeing a provision with the effect that an insecure party could request some kind of "adequate assurance" from the other party.  For this purpose, the suggested provision set out in Annex A would be acceptable.  Such a provision could be invoked, for example, in circumstances where an anticipatory breach has or may have occurred.  An anticipatory breach occurs where a party bound to perform a contract expresses an intention to break it, or acts in a manner which would lead a reasonable person to conclude that it does not intend to fulfil its obligations under the contract.

1.2
In practice, where an anticipatory breach has or may have occurred, the insecure party will often contact the "defaulting" party seeking assurance that the defaulting party will in fact perform its obligations in the manner contracted for.  Equally, the insecure party may use the threat of anticipatory breach as a means of extracting some commercial benefit from the defaulting party.  However, as mentioned above, it is not possible to identify these practical steps as constituting the basis of a doctrine of adequate assurances under English law; nor, of course, do they constrain the freedom of parties to agree a contractual adequate assurances provision.

2.
Preferences and Transactions at Undervalue

If, in response to a request for an "adequate assurance" pursuant to a specific term of a contract a party ("Party A") gave to another party a prepayment or additional security or the like (an "Adequate Assurance Transaction"), there is a risk that the anti-avoidance provisions of the Insolvency Act 1986 (the "Act") could be invoked if Party A became insolvent within the "relevant time" (discussed below).  Of particular concern is that a subsequent liquidator or administrator could seek to challenge the validity of an Adequate Assurance Transaction on the basis that it was either a preference or a transaction at undervalue.  In principle, if an Adequate Assurance Transaction were subsequently found to amount to either a transaction at undervalue or a preference, the court could set aside or simply unwind the Adequate Assurance Transaction under the powers given to the court under Section 241 of the Act.

(a)
Preference
Under section 239 of the Act, a company gives a preference to another person if, at the time of the alleged preference:

(i)
the person receiving the preference is a creditor of the company or a surety or guarantor of any of the company's debts or other liabilities; 

(ii)
the company giving the preference allows anything or suffers anything to be done which has the effect of putting that person into a position which, in the event of the company's insolvent liquidation, will place that person in a better position than they would otherwise have been if the company had not entered into the transaction or taken the action which it has;

(iii)
the company giving the preference was influenced in doing so by a "desire" to produce the preferred effect resulting from the relevant transaction; and

(iv)
the transaction giving rise to the alleged preference occurred at a "relevant time".

Relevant time

A "relevant time" for the purposes of section 239 of the Act is the period of six months (in respect of parties who are not connected) or the period of two years (in respect of parties who are connected) prior to:

(i)
the making of an administration order over the company giving the preference;

(ii)
where a company goes into liquidation immediately upon the discharge of an administration order, the date on which the presentation of the petition for the administration order was made; or

(iii)
the date of the commencement of the winding-up of the company if no administration order has previously been made.  

Any transaction outside of this six month period may not subsequently be attacked as a preference.

In addition to the time limit of six months, a company will not enter into a preference at a "relevant time" unless, at the time that the preference is entered into, the company is unable to pay its debts within the meaning of section 123 of the Act or becomes unable to do so as a consequence of the preferential transaction.  A company is deemed unable to pay its debts under section 123 of the Act if:

(i)
the court is satisfied that the company is unable to pay its debts as they fall due; 

(ii)
the court is satisfied that the value of the company's assets is less than the amount of its liabilities (including all contingent and prospective liabilities).

(iii)
there is a statutory demand against the company which is unsatisfied for three weeks; or

(iv)
if execution or other enforcement process of a judgement or other court order in favour of a creditor remains unsatisfied after such execution or other process;

In effect, where the company is solvent at the time of the transaction, it will not be possible for a subsequently appointed liquidator or administrator successfully to attack the transaction as a preference.

Desire to prefer

It is a further requirement for the company giving the preference to be "influenced by a desire" to produce the preferential treatment received by the person to whom the preference is given. It has been held that for the company to "desire" that the effect of its actions is to provide preferential treatment to another person a subsequent liquidator or administrator would need to show that the company "positively wished to improve that creditor's position in the event of its own insolvent liquidation"
.  It is not enough that the effect of the company's actions is to provide preferential treatment to one creditor over another if that is merely the consequence of a proper commercial decision taken by the company while in financial difficulty (for example a company providing security to its bank to secure existing borrowing where the only alternative is that the bank would withdraw its support, or its liquidation).  

Conclusion

Consequently, where the actions of the company in entering into an Adequate Assurance Transaction are undertaken for good commercial reasons and not merely for the purposes of improving one creditor's position with no genuine commercial basis for entering the relevant transaction, it is unlikely that the court will find that there was any desire on the part of the company to provide a preference even if that is the consequential effect of its actions.  Whether there is the relevant "desire" on the part of the company giving the alleged preference will be a matter of fact in each case.  In any event, if the Adequate Assurance Transaction must be entered into pursuant to the terms of the original agreement in order to avoid default under the original agreement, it is unlikely that the court would find the arrangement preferential, even if the other criteria are satisfied.

(b)
Transaction at Undervalue
(i)
Under section 238 of the Act, a company enters into a transaction with a person at an undervalue if:

(A)
the company makes a gift to that person or otherwise enters into a transaction with that person on terms that provide for the company to receive no consideration;

(B)
the company enters into a transaction with that person for a consideration the value of which, in money or money's worth, is significantly less than the value, in money or money's worth, of the consideration provided by the company;

(C)
the court is satisfied that:

(1)
the company which entered into the transaction did not do so in good faith for the purpose of carrying on its business; and

(2)
at the time the company entered into the transaction there were not reasonable grounds for believing that the transaction would benefit the company; and

(D)
the alleged transaction at undervalue occurred at a "relevant time".

Relevant time

Our analysis of the term "relevant time" under the heading "Preference" above applies equally to a transaction at undervalue, except that:

(A)
the period for a transaction at an undervalue is two years, rather than six months (whether the parties are connected or not); and

(B)
references to preferences should be construed as references to transactions at undervalue.

Consideration
It is a requirement for the company to enter into a transaction at an undervalue to give significantly more consideration than it receives.  It is clearly difficult to quantify this where the benefit to the company is that its counterparty refrains from terminating the arrangement.  It has been held that mere creation of security over the company's assets in respect of an existing liability does not deplete them or diminish the value of those assets, since the liability remains the same
.  A prepayment of a liability is also unlikely to constitute a transaction at an undervalue since it would presumably reduce the liability by the amount of the prepayment - the consideration would therefore exactly match the value of the transaction so that it would not be at an undervalue.

Conclusion

Consequently, where, in entering into an Adequate Assurance Transaction, (a) the company is not giving more consideration than it is receiving in relation to a transaction or (b) it has entered into the transaction for the purposes of carrying on its business or (c) at the time of entry into the transaction the company believed the transaction would benefit it, it is unlikely that the court will find that the transaction was a transaction at undervalue.  Whether or not the above criteria are satisfied will be a matter of fact in each case.  However, given that the provision of security has been held not to deplete or diminish the secured assets (see above), it is unlikely that an Adequate Assurance Transaction would be found to be a transaction at undervalue.

(ii)
Under section 423 (and related provisions) of the Act, a transaction may be set aside or unwound if it is a gift or a transaction at undervalue entered into for the purpose of putting assets beyond the reach of another claimant or of otherwise prejudicing the interests of such a person.  We consider that it is unlikely that this section would apply to an Adequate Assurance Transaction.

(iii)
Section 244 of the Act makes provision for the avoidance of certain transactions that are extortionate, and entered into within a period of three years prior to an administration order being made against the company or its going into liquidation.  We consider that it is unlikely that this section would apply to a reasonable Adequate Assurance Transaction.

3.
Floating Charges
3.1
A charge over assets which the chargor can deal with free of the charge is described as a "floating charge" under English law.  It is a question of fact, principally turning on the extent of the chargee's control over those dealings, whether a charge is a floating charge.  Generally, a floating charge is converted into a fixed charge (a) by notice from the chargee (in relation to all or some of the assets) if an event of default or a potential default has occurred or the assets are in jeopardy or (b) automatically (i) on presentation of a petition for any insolvency or reorganisation proceedings or the calling of a meeting to resolve to wind up the chargor, (ii) if any person takes any step to attach or seize any floating charge asset, (iii) if any person takes any step to have any non-permitted security, lien or encumbrance over any floating charge asset, or (iv) if any person takes any step to expropriate or compulsorily acquire any floating charge asset.  A collateral arrangement over an asset which is fixed or where dealings in that asset by the party granting the arrangement are constrained (eg security over real estate, blocked cash deposits or investment portfolios (unless there is an unfettered right to substitute etc)) will usually not be a floating charge, though each such arrangement should be reviewed by counsel prior to creation of the charge.

3.2
Under section 245 of the Act, where the assurance provided by the company is the creation of a floating charge over its assets from time to time, that charge would be invalid if created in favour of an unconnected person within the 12 months period (or, in the case of a connected person, two year period) ending with the onset of insolvency and if created at a time when the company is unable to pay its debts as they fall due within the meaning of section 123 of the Act (see above) or becomes unable to do so as a consequence of creating the charge.  

3.3
Section 245 will not invalidate a floating charge to the extent it secures newly-incurred liabilities (ie "new money").  For the purposes of section 245, this means moneys paid or goods and services supplied to the company, or moneys used to discharge a debt of the company, (plus, in either case, interest on the same) where the payment, supply or discharge is made at the same time as or after the creation of the charge. 

Conclusion

If any security created pursuant to an Adequate Assurance Transaction were to be construed as a floating charge by an English court, section 244 of the Act provides that a floating charge is invalid if (i) the chargor is insolvent at the time of creation of the charge or becomes insolvent as a result of that transaction (although insolvency at the time of the creation of the charge is not a requirement for charges to connected persons), and (ii) a winding-up or administration commences within a suspect period of 12 months (two years for a person who is connected with the chargor), except that the charge is valid for money paid, the value of goods and services supplied or the discharge or reduction of the debt at or after the creation, and in consideration, of the floating charge, plus contractual interest..

The above memorandum is general in its nature and should not be relied upon as legal advice in relation to any specific circumstances.
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MEMORANDUM

DATE:
   
May 8, 2001

RE:
Adequate Assurances - Collateral and Prepayments

TO:

Global Documentation Steering Committee

FROM:

Stroock & Stroock & Lavan LLP

This memorandum briefly reviews whether collateral or a prepayment provided by a party to a swap agreement, securities contract, repurchase agreement or forward contract in response to a request for adequate assurances made pursuant to such agreement or contract would be subject to avoidance as a preference or fraudulent transfer in the event that such party became the subject of a proceeding under the United States Bankruptcy Code (the “Bankruptcy Code”), 11 U.S.C. § 101 et seq., or the Federal Deposit Insurance Act (the “FDIA”), 12 U.S.C. § 1811 et seq., as applicable, and, if so, in what circumstances.

This memorandum is limited in its scope to collateral provided, or a prepayment made, in connection with an agreement that qualifies as a “swap agreement,” “securities contract,” “repurchase agreement” or “forward contract” within the meaning of Sections 101(53B), 741(7), 101(47) and 101(25) of the Bankruptcy Code, respectively, and/or a “qualified financial contract” for purposes of the FDIA, 12 U.S.C. § 1821(e)(8)(D)(i).

In addition, in the case of a debtor under the Bankruptcy Code, such collateral must be provided, and/or such prepayment must be made, by or to a “swap participant,” “stockbroker,” “financial institution,” 
 “repo participant” or “forward contract merchant” within the meaning of Sections 101(53C), (53A), (22), (46) and (26), respectively.

Further, this memorandum assumes that when collateral or a prepayment is provided as adequate assurances of future performance in connection with a swap agreement, securities contract, repurchase agreement or forward contract (as such terms are defined in the Bankruptcy Code), such collateral or prepayment will be provided to margin or settle, as applicable, one or more obligations arising under such agreement or contract.

I.
Bankruptcy Code
The Bankruptcy Code contains provisions that generally permit a trustee in a bankruptcy proceeding to avoid transfers made by a debtor prior to the commencement of the proceeding if those transfers constitute preferences under Section 547 of the Bankruptcy Code or fraudulent transfers under Sections 544 and 548 of the Bankruptcy Code.

Sections 546(e), (f) and (g) of the Bankruptcy Code, however, provide that a trustee may not avoid, pursuant to Section 544, 547 or 548 of the Bankruptcy Code, any transfer under a swap agreement made by or to a swap participant in connection with a swap agreement, or any margin payment or settlement payment made by or to a stockbroker, financial institution, repo participant or forward contract merchant in connection with a securities contract, repurchase agreement or forward contract, as applicable, that is made before the commencement of the case, unless such transfer or payment constitutes a fraudulent conveyance under Section 548(a)(1)(A) of the Bankruptcy Code.  In this context, Section 548(a)(1)(A) would apply only to a transfer or payment made by the debtor, or an obligation incurred by the debtor relating to such transfer or payment, within one year before the date of the filing of the bankruptcy petition and “with actual intent to hinder, delay, or defraud” any creditor of the debtor.

Section 101(54) of the Bankruptcy Code defines the term “transfer” to mean “every mode, direct or indirect, absolute or conditional, voluntary or involuntary, of disposing of or parting with property or with an interest in property, including retention of title as a security interest and foreclosure of the debtor’s equity of redemption.”  The courts have interpreted this definition broadly.  See, e.g., In re Interbulk Ltd., 240 B.R. 195, 201 (Bankr. S.D.N.Y. 1999), where the court, in a case involving Section 546(g) of the Bankruptcy Code, described the scope of the transfer definition as “all encompassing” and further stated that “it is evident that Congress intended . . . [the definition’s] sweep to be broad.”  Collateral or a prepayment that is provided to margin or settle an obligation arising under a swap agreement (in response to a request for adequate assurances made in connection with that agreement) should qualify as a transfer within the meaning of Section 101(54) of the Bankruptcy Code.

The Bankruptcy Code defines the terms “margin payment” and “settlement payment” separately for the “forward contract trade” and the “securities trade.”  See Sections 101(38) and (51A) and Sections 741(5) and (8), respectively.  For example, for purposes of the forward contract provisions of the Bankruptcy Code, a “margin payment” is defined by Section 101(38) as a “payment or deposit of cash, a security or other property, that is commonly known in the forward contract trade as original margin, initial margin, maintenance margin, or variation margin, including mark-to-market payments, or variation payments.”  Collateral or a prepayment that is provided to margin or settle an obligation arising under a securities contract, repurchase agreement or forward contract (in response to a request for adequate assurances made in connection with that contract or agreement) should qualify as a margin payment or settlement payment within the meaning of Sections 101(38), 101(51A), 741(5) and 741(8) of the Bankruptcy Code, as applicable.

Collateral provided, or a prepayment made, by or to a swap participant, stockbroker, repo participant or forward contract merchant to margin or settle, as applicable, obligations under one or more swap agreements, securities contracts, repurchase agreements or forward contracts prior to the commencement of a proceeding under the Bankruptcy Code with respect to the provider of the collateral or the maker of the prepayment should qualify as a transfer, margin payment or settlement payment, as applicable, that is eligible for protection under Section 546(e), (f) or (g) of the Bankruptcy Code, as applicable, and should not, therefore, be subject to avoidance as a preference or fraudulent conveyance under Section 544, 547 or 548 unless the collateral is provided, or the prepayment is made, by the debtor within one year prior to the date of the bankruptcy filing with an actual intent to hinder, delay or defraud creditors.

II.
The FDIA
Assuming that the underlying agreements conform to the procedural requirements of 12 U.S.C. § 1823(e), the power of the Federal Deposit Insurance Corporation (the “FDIC”), as conservator or receiver of an insured depository institution, to avoid a transfer of “money or other property in connection with any qualified financial contract with an insured depository institution” is restricted to those situations in which the FDIC determines that the recipient of such transfer had “actual intent” to hinder, delay or defraud the institution, its creditors or any conservator or receiver of the institution.  12 U.S.C. § 1821(e)(8)(C).  The term “qualified financial contract” includes swap agreements, securities contracts, repurchase agreements and forward contracts.  Id. § 1821(e)(8)(D)(i).  Accordingly, unless the transferee receives the collateral or the prepayment with an actual intent to hinder, delay or defraud the insured institution, its creditors or its receiver or conservator, the transfer of the collateral and/or the making of the prepayment should not be avoidable by the FDIC as conservator or receiver.

As a drafting point, it is recommended that when collateral or a prepayment is provided in response to a request for adequate assurances made in connection with a swap agreement, securities contract, repurchase agreement or forward contract with a party that is eligible to become the subject of a proceeding under the Bankruptcy Code or the FDIA, the related documentation should confirm the parties’ intention that the collateral or prepayment is being provided to margin or settle, as applicable, an obligation arising under such agreement or contract.

Bills have been passed by both the House of Representatives (H.R. 333) and the Senate (S. 420) in the current United States Congress that would amend certain provisions of the Bankruptcy Code and the FDIA dealing with swap agreements, securities contracts, repurchase agreements and forward contracts.  No provision of either of these bills, however, would adversely affect the analysis set forth in this memorandum.

This memorandum, of course, briefly summarizes the general principles of the referenced laws.  It should not be viewed as legal advice and should not be applied to specific factual circumstances without consulting legal counsel.
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ANNEX B

Cross-Default Provision and Explanatory Memorandum

Draft Cross Provision

The occurrence at any time of any of the following shall constitute an Event of Default:


( )
The occurrence or existence of (1) a default (however described) in respect of such party, any Credit Support Provider of such party or any applicable Specified Entity of such party under one or more Financial Market Transactions or Debt Obligations of any of them (individually or collectively) which has resulted in such Financial Market Transactions or Debt Obligations becoming, or becoming capable at such time of being declared, due and payable or deliverable, or otherwise terminated or liquidated under their respective agreements or instruments before they would otherwise have been due and payable or deliverable, or otherwise terminated or liquidated, (2) a default by the party, such Credit Support Provider or such Specified Entity in making one or more payments or deliveries on the due date thereof under any such Financial Market Transaction or Debt Obligation (after giving effect to any applicable notice requirement or grace period (or such default continues for at least one business day if there is no applicable notice requirement or grace period)), or (3) a disaffirmance, disclaimer, repudiation or rejection (each a “Disaffirmance”), in whole or in part, by the party, such Credit Support Provider or such Specified Entity (individually or collectively), of any such Financial Market Transaction or Debt Obligation (or such action is taken by any person or entity appointed or empowered to operate it or act on its behalf) and the aggregate amount of all the Default Sums due from the party, any Credit Support Provider or any applicable Specified Entity of the party with respect to all defaults and Disaffirmances subject to this clause ( ) is not less than the applicable Threshold Amount.  For purposes of this clause ( ), “Default Sum” shall mean, with respect to (a) a Debt Obligation in default or that is the subject of a Disaffirmance, the outstanding principal amount thereof (or, in the case of a suretyship or similar arrangement, the outstanding principal amount of the underlying obligation so supported), (b) a payment in default or that is the subject of a Disaffirmance, the amount thereof and (c) a Financial Market Transaction or a delivery in default or that is the subject of a Disaffirmance, the value claimed as due, or if no claim has been made, the fair market value as estimated in a commercially reasonable manner by the other party to this Agreement.

"Debt Obligation" of any entity means, without duplication, all obligations (whether present or future, contingent or otherwise, as principal or surety or otherwise, and including any agreement or instrument with respect thereto) of such entity in respect of borrowed money (however described) or with respect to deposits or advances of any kind (other than deposits received in the course of banking business), including, without limitation, all obligations of such entity evidenced by bonds, debentures, notes or similar instruments.

"Financial Market Transaction" means, subject to the Schedule, (a) any transaction (including an agreement with respect thereto and any terms and conditions incorporated by reference in such agreement), whether as principal, surety or otherwise) now existing or hereafter entered into, contingent or otherwise (i) which is a rate swap transaction, swap option, basis swap, forward rate transaction, commodity swap, commodity option, equity or equity index swap, equity or equity index option, bond option, interest rate option, foreign exchange transaction, cap transaction, floor transaction, collar transaction, currency swap transaction, cross-currency rate swap transaction, currency option, credit protection transaction, credit swap, credit default swap, credit default option, total return swap, credit spread transaction, repurchase transaction, reverse repurchase transaction, buy/sell-back transaction, securities lending transaction, or forward purchase or sale of a security or other financial instrument (including any option with respect to any of these transactions) or (ii) which is a transaction similar to any transaction referred to in clause (i) that is currently, or in the future becomes, regularly entered into in the financial markets and that is a forward, swap, future, or option on one or more rates, currencies, commodities, equity securities or other equity instruments, debt securities or other debt instruments, or economic indices or measures of economic risk or value, (b) any combination of these transactions and (c) any other transaction identified as a Financial Market Transaction in this Agreement [or the relevant confirmation] (including an agreement with respect thereto and any terms and conditions incorporated in such agreement).

Explanatory Memorandum

Market participants, through the Counterparty Risk Management Policy Group, have suggested that industry-standard cross-default provisions should be made consistent and broad in scope and that such provisions should be incorporated in industry-standard agreements that do not at present have such provisions.  Following from this suggestion, the Committee has undertaken a review of cross-default provisions and is now publishing its model provision, in the form of Attachment B.  The Committee recommends that trade associations and others adopt the provision for use in their agreements.

The model provision follows from study of both cross-default and cross-acceleration provisions (collectively, "cross provisions").  These are kindred provisions designed to protect against a situation where a party to an agreement is unable to find a basis to terminate that agreement while its counterparty's impending financial collapse is revealed and perhaps hastened through the default structure of some other agreement.

In preparing its own provision, the Committee realized the need to balance a financially sound party's desire for a swift means of terminating deteriorating relationships against a weakened credit's interest in stability.  The Committee reviewed many factors, including the differences between the two basic types of cross provisions, the scope of the other agreements that might trigger the cross provisions, the entities that might be involved in those other agreements and the effect of grace periods, materiality concepts and other potential mitigators of cross provisions.

The Committee noted that some industry standard documents have contained both a cross-default and a cross-acceleration, each with a different agreement and entity scope.  After study, the Committee concluded that the reasons for having two such provisions do not outweigh the virtues of having a single, consistently applicable cross provision.

The Committee's provision is a cross-default that may be triggered by matured defaults under both indebtedness and various trading transactions.  It gives effect to grace periods in the underlying agreements.  It includes the disaffirmance clause frequently seen in the cross-acceleration provision in some industry-standard documents.  The Committee's provision includes a materiality feature, a "Threshold Amount" test, also frequently seen in industry-standard documents having cross-default today.  The Threshold Amount
 test requires a valuation of sums due under the agreements in default. The Committee recognizes that, in the case of trading transactions, these values may not be immediately apparent.  The Committee's provision therefore, defers to the claiming party's statement of the sum due or in the absence of a claim, the non-defaulting party's calculation of fair market value.  In regard to this particular aspect of the cross-default, and generally, the Committee's premise is that parties will operate the provision in good faith and in a commercially reasonable manner.

Generally, the Committee believes that the provision will be a useful tool in limiting risk, and promoting market stability and liquidity.  The Committee strongly recommends its adoption.

ANNEX C

Notice Provision and Explanatory Memorandum

Recommended Notice Provision

Notices. 

(a)
Effectiveness.  Subject to (b) below, any notice or other communication in respect of this Agreement may be given in any manner set forth below to the addresses or numbers or in accordance with the e-mail or electronic messaging system details provided in or pursuant to this Agreement with respect to the receiving party (the "recipient") and will be deemed effective as indicated:

(i)
if in writing and delivered in person or by courier, on the date it is delivered;

(ii)
if sent by facsimile transmission, on the date that transmission is received in legible form (it being agreed that the burden of proving receipt will be on the sender and will not be met by a transmission report generated by the sender's facsimile machine);

(iii)
if sent by certified or registered mail (airmail, if overseas) or the equivalent (return receipt requested), on the date that mail is delivered or its delivery is attempted; 

(iv)
if sent by electronic messaging system, on the date that electronic message is received;

(v)
if sent by e-mail, on the date that e-mail is delivered; or

(vi)
if by telephone or other oral communication, on the date that oral communication occurred, provided that such oral communication either is confirmed promptly in writing by at least one of the methods specified in (a)(i) to (v) above or is recorded,

unless the date of the delivery (or attempted delivery), the receipt or the occurrence, as applicable, is not a [Local Business Day] or that communication is delivered (or attempted), received or shall have occurred, as applicable, after the close of business on a [Local Business Day], in which case that communication shall be deemed given and effective on the first following day that is a [Local Business Day].

Notwithstanding the foregoing, if there occurs an event which, upon or following the giving of a notice, would be an Event of Default or a [Termination Event], any related notice may be given to the Chief Legal Officer or General Counsel of the recipient (or any officer of similar rank or authority) under any of the methods described above, provided that a good faith attempt has been made previously to provide effective notice to the addresses or numbers or in accordance with the e-mail or electronic messaging system details provided in or pursuant to this Agreement with respect to the recipient.

(b)
Special Default Certification.  If:

(i)
there occurs in relation to either party an event which, upon or following the service of a notice, would be an Event of Default; and

(ii)
the [Non-defaulting Party] has attempted in good faith to achieve effective notice of such event by at least two of the methods specified in (a) above,

the [Non-defaulting Party] then may sign a written notice (a "Special Default Certification"), which: 

(1)
specifies the relevant event which has occurred in relation to the [Defaulting Party]; 

(2)
states that the [Non-defaulting Party] has attempted in good faith to achieve effective notice by at least two of the methods specified in (a) above and specifies such methods;

(3)
specifies the date on which the Special Default Certification is signed by the [Non-defaulting Party]; and

(4)
states that the event specified in accordance with (1) above shall be treated as having been the subject of appropriate notice to the [Defaulting Party] with effect from the specified date of signing. 

Upon the signing of a Special Default Certification, the relevant event shall be treated as if notice thereof had been given to the [Defaulting Party] on and with effect from the date so specified as a potential Event of Default or an Event of Default (as provided in this Agreement) in relation to the [Defaulting Party].  A Special Default Certification shall be given to the [Defaulting Party] as soon as practicable after it is signed.  
(c)
Change of Addresses.  Either party may by notice to the other change the address, telephone number, facsimile number or e-mail or electronic messaging system details at which notices or other communications are to be given to it.

Explanatory Memorandum

1.
Introduction

Over the past two years, the Global Documentation Steering Committee (the "Committee") has engaged in discussions and conducted a review and analysis of certain industry standard agreements with a view to harmonizing the operation of these agreements, particularly in crisis situations.  This process has taken into account the experiences of the Committee's members in several recent periods of market volatility. 

The Committee has focused on notice provisions as pivotal in implementing the substantive provisions of agreements.  Notice provisions not only may affect the timing of parties' actions under agreements, they may also affect the fundamental availability of rights or existence of duties.  Accordingly, the Committee has undertaken a review of how notice provisions have worked and how they should work, and has produced a recommended notice provision combining features from existing industry standard documents with several innovations intended to enhance the ability to give notice in crisis situations.

Based upon the Committee's research, both under New York law and English law, sophisticated parties are generally free to determine the standards to be used for notice unless such standards would be manifestly unreasonable or would offend some principle of equity or public policy.  Accordingly, parties may not only agree upon the methods by which notice is to be given, but they may also provide for notice to be deemed to have been successfully made in certain circumstances.
 

The Committee agreed that the greatest problem facing market participants with respect to notice was the problem associated with a defaulting counterparty taking measures to avoid receipt or delivery of notice. After some discussion, the Committee resolved to produce a notice provision that would not only expressly state all the methods of notice currently in general commercial use by market participants (including some newer methods and omitting telex, which is no longer typically used), but that would also provide for notice to be deemed to have been given under certain circumstances.  Although the recommended notice provision borrows heavily from the notice provision drafted for the October 2001 Amendment to the ISDA Master Agreement (the "Amendment"), the paragraph of the provision containing the "Special Default Certification" generally reflects the terms of a provision contained in the 2000 Global Master Repurchase Agreement produced by The Bond Market Association.

2.
Notice Provision

Paragraph (a):  Effectiveness.


Paragraph (a) sets forth the agreed means by which any notice or other communication may be given.  Nothing in Paragraph (a) is intended to limit the effect of actual notice achieved by another means or by use of different Address Information (as defined below) or the effect of establishing that the other party has actual knowledge of the relevant subject matter of an intended notice or other communication.


In order to achieve an agreed effective notice under the Recommended Notice Provision, the sending party must attempt to honor the recipient's agreed expectations of which individuals or departments may receive notices or other communications (each, a "designated person") and the various means by which such notices or other communications may be provided.  Conversely, the recipient seeking such treatment from a sender should notify the sending party of any changes in the designated persons, addresses, numbers, and e-mail and electronic messaging system details that it provided pursuant to the Agreement (collectively, "Address Information") and be responsible for ensuring effective notice during any periods of temporary unavailability of a designated person and despite any technical or logistical difficulties the recipient may be experiencing.
  (A party giving notice and aware of changes in its counterparty's Address Information that have not been communicated to it by its counterparty may be well-advised to consider using such changed Address Information in addition to the pre-existing Address Information.)


The second subparagraph of Paragraph (a) provides a narrow exception to the Paragraph's general rule.  The Committee is of the view that parties should have additional flexibility in respect of the methods of providing notice in situations where an event has occurred which, upon or following the service of a notice, would be an Event of Default or a Termination Event (or event of similar effect).  However, this flexibility is tempered by a requirement that parties must first attempt in good faith to provide effective notice in accordance with the Address Information provided by the recipient and a limitation on the universe of permitted recipients to those whose responsibilities would be reasonably expected to cover the subject matter of the applicable notice (i.e., the Chief Legal Officer or General Counsel of the recipient, or any officer of similar rank or authority).

Paragraph (a) follows the draft notice provision prepared for the Amendment in many respects.  Like the Amendment, the paragraph includes the ability to provide notice by several means, including by electronic messaging and e-mail.
  Paragraph (a), however, also includes notice by telephone or other oral communication with a person, under certain circumstances.  The Committee is of the view that a mechanism to provide notice by telephone or other oral communication is simply reflective of the manner in which notice actually is most often first provided.  Although an unrecorded oral communication would require written confirmation by at least one of the other methods specified in Paragraph (a), it was felt that parties would still welcome the opportunity to be able to effect notice from the time and date of the oral communication.  However, given the potential difficulty of proving the existence and content of an oral communication, the Committee recommends that parties favor the other methods specified in Paragraph (a) over notice by telephone or other oral communication.  For the avoidance of doubt, although the Committee wishes to endorse notice by oral communication to the extent indicated in Paragraph (a), the Committee does not intend its endorsement to extend to voice messages delivered in recorded form (i.e., "voicemail").

Under the first subparagraph of Paragraph (a), each form of notice elected by a party is effective only as specified, generally upon delivery or receipt of such notice. Accordingly, the Committee recommends that parties sending notices or other communications should, for their own protection, attempt to verify whether effective notice has in fact been achieved.  In addition to notices or other communications sent to designated persons under the terms of Paragraph (a), parties may consider sending additional notices or communications to individuals whose responsibilities would be reasonably expected to cover the subject matter of such notices or communications.  These individuals may include the Chief Legal Officer or General Counsel of the recipient (or any officer of similar rank or authority), or any employee or agent of the recipient with actual or apparent authority to receive the notices or other communications in respect of the Agreement.

With respect to parties' responsibilities as recipients, the Committee recommends that parties consider identifying designated persons in their agreements through the use of titles or departments, rather than individual names, to address the circumstance where employees and officers depart from, or shift roles within, an organization, or incorporating a type of group notification (such as a group e-mail list in the case of notice by e-mail) or dedicated facsimile number or e-mail address (such as a facsimile number or an e-mail address to be used only for notices) to assist in ensuring proper delivery or receipt of notice.  Moreover, the Committee recommends that each party consider identifying individuals in its organization who will monitor the means by which the party has elected to receive notices or other communications and ensure that the physical infrastructure supporting such means will be sufficient.

Paragraph (b):
  Special Default Certification.


In relation to a potential Event of Default or an Event of Default, Paragraph (b) provides the opportunity for the parties to declare a "deemed notice" upon the fulfilment of certain conditions.  Notice will be deemed to have been received/delivered where: (i) events which would constitute an Event of Default upon or following the service of a notice have occurred, (ii) the notifying party has attempted in good faith to provide notice using at least two of the methods specified in Paragraph (a) and (iii) the notifying party has prepared a written notice (a "Special Default Certification") detailing the circumstances of the relevant event, the methods the notifying party has undertaken to provide notice to the other party and the date of the Special Default Certification, and stating that the circumstances described in (i) are to be treated as having been the subject of appropriate notice as specified in the Special Default Certification.  The Special Default Certification is effective upon signature by the notifying party.  The notifying party is under an obligation to provide the other party with the Special Default Certification as soon as practicable after signature, but its effectiveness is not dependent on such provision.

Paragraph (c):  Change of Addresses.


This Paragraph permits parties to notify each other in relation to changes as to notice and communication details.
ANNEX D

Involuntary Insolvency Provision and Explanatory Memorandum

Involuntary Insolvency Provision

“Involuntary Insolvency Event” means the commencement of any Insolvency Proceeding with respect to a party:

(A) by a governmental, regulatory or supervisory authority, self-regulatory organization, government-sponsored corporation or similar entity having primary jurisdiction over such party or its assets, or over Insolvency Proceedings in respect of such party or its assets, in the jurisdiction of such party’s incorporation or organization or the jurisdiction of its head or home office; or

(B) by any other person or entity if such Insolvency Proceeding (i) is consented to or not timely contested by such party, (ii) results in the entry of a judgment of insolvency or bankruptcy or the entry of an order for winding-up, liquidation, reorganization, composition, rehabilitation, administration or other similar relief or the appointment or election of a conservator, trustee, receiver, liquidator, administrator, custodian or similar official, or (iii) is not dismissed within five (5) Business Days.

“Insolvency Proceeding” means, with respect to any party, any case or any judicial, administrative or other proceeding, or the filing of any petition or the taking of any similar action, (i) seeking a judgment of or arrangement for insolvency, bankruptcy, winding-up, liquidation, reorganization, composition, rehabilitation, administration or similar relief with respect to such party or its debts or assets, (ii) seeking the appointment or election of a conservator, trustee, receiver, liquidator, administrator, custodian or similar official for such party or any substantial part of its assets, or (iii) which has an effect similar or analogous to the foregoing.

Explanatory Memorandum

The Committee recommends adoption of a uniform provision, in the form of Attachment A, to address events of default arising as a result of the commencement of involuntary insolvency proceedings.  The recommended provision reflects an effort by the Committee, based on a review of relevant precedent, to establish a consistent definition of an “involuntary insolvency event” that appropriately accommodates the interests of defaulting and non-defaulting parties.


In general, the commencement of a bankruptcy or similar insolvency proceeding has been recognized as an occurrence sufficiently serious to constitute, in all cases, an “Event of Default.”  Nonetheless, because of the possibility that in some circumstances an involuntary proceeding may be initiated in bad faith or without foundation, contractual default provisions relating to those proceedings typically permit some grace period during which the involuntary proceeding must continue (assuming it is not dismissed or stayed) before it constitutes an “Event of Default.”


The Committee assessed a range of potential approaches to determining the appropriate grace period for involuntary insolvency defaults.  As a threshold matter, the Committee determined that, where an insolvency proceeding is commenced by a governmental, regulatory or supervisory authority with primary jurisdiction over the defaulting party, the likelihood that the governmental or other authority is acting in bad faith or without foundation is, in practice, so insignificant that no grace period should be required.  Accordingly, the provision clarifies that, in the case of a proceeding commenced by such an authority or similar body, the involuntary insolvency event occurs immediately upon commencement of the involuntary proceeding.


More generally, in cases that do not involve a governmental authority or similar body, the Committee recognized that the defaulting party should be granted some period of time, in the case of a bad faith or frivolous proceeding, to consult with counterparties.  This period of time would afford the defaulting party an opportunity to seek to reassure counterparties regarding its continuing ability to perform under the agreement notwithstanding commencement of the proceeding.  In the Committee’s view, a period of five business days constitutes an adequate period of time to notify counterparties and offer such assurances.


The Committee considered whether a longer grace period should be incorporated into the provision in light of the potential difficulty of obtaining judicial dismissal of an involuntary insolvency proceeding within the specified number of days.  After review of precedent and consideration of the broad range of legal regimes potentially applicable to financial market counterparties, the Committee could not reach consensus on a longer period that would, in practice, be preferable to the five business day approach.  In particular, the Committee’s research made it clear that, if the period were lengthened to the extent necessary to afford the defaulting party a practical opportunity to obtain dismissal of an involuntary proceeding, the longer grace period would entail an excessively high degree of uncertainty and risk for the non-defaulting party.  Indeed, a review of recently litigated and published cases under the U.S. Bankruptcy Code suggests that a period of well in excess of 90 days (and sometimes more than a year) may be required to complete adjudication of a contested involuntary proceeding.


In addition, consistent with existing practice in widely-used master agreements, the definition set out in Attachment A provides that an involuntary insolvency event will be deemed to have occurred immediately, even if the five business day grace period has not expired, (i) if the defaulting party has consented to the proceeding or has not timely contested it; or (ii) if a judgment or order has been entered, or other similar relief has been provided, adverse to the defaulting party.


In general, the Committee sought, in drafting the uniform provision, to harmonize the wording used in a variety of involuntary insolvency clauses now in use by financial market participants.  Trade associations or others seeking to adopt the provision will, of course, need to adapt it to the terminology and structure of the existing agreement into which it is incorporated.  Of particular note, users of agreements that provide for “automatic early termination” in certain jurisdictions should consider the potential implications of the provision in those jurisdictions.  In addition, the uniform provision should be adapted, as appropriate, in circumstances where the insolvency of a credit support provider could result in an event of default.

ANNEX E


Sample Default Forms and Explanatory Memorandum

Notice of Obligation that Anticipates Default

We refer to the [describe agreement] (the “Agreement”).  Capitalized terms used and not otherwise defined in this notice shall have the meanings given them in the Agreement.

Please be advised that you are obligated under the Agreement to deliver to us _______ by [date/time].  Such amount should be [wired/delivered] to our account at [payment instructions.]   If you fail to satisfy such obligation by such time on such date, we will be entitled to declare an [Event of Default]
 to have occurred with respect to you.

In the event that you fail to satisfy the obligations referred to above, any forbearance by us in declaring you to be in default shall not constitute a waiver by us of such default, and we shall remain entitled to declare you to be in default under the Agreement for such failure unless and until such failure is cured by you. 

We reserve all rights under the Agreement, including, without limitation, to declare you to be in default in respect of any other default that may occur under the terms of the Agreement, and all rights we, or any of our affiliates, may have with respect to other transactions and other agreements with you or your affiliates.

Please call [name] at [phone number] with any questions.

Declaration of Default

We refer to the [describe agreement] (the “Agreement”).  Capitalized terms used and not otherwise defined in this notice shall have the meanings given them in the Agreement.

We hereby declare an [Event of Default]
 to have occurred with respect to you under the Agreement [due to your failure to satisfy fully your obligation[s] [to ______] under [Section __ of] the Agreement. 

If the nondefaulting party has not yet exercised its remedies, use the following paragraph.  If a grace period must run before remedies may be exercised, add bracketed language:

[If such failure shall not have been remedied by ________,] we shall forthwith pursue our remedies under the Agreement (or as otherwise permitted by law) without further notice to you.  [In the event that we exercise our remedies,] we shall notify you of the results of such exercise, and to the extent you owe us any amount after such exercise, you will be liable for such amount.

If the nondefaulting party has already exercised its remedies, use the following paragraph.  Delete last three sentences if the nondefaulting party owes an amount to the defaulting party:

We have exercised our remedies under the Agreement and have determined that [you owe us/we owe you] _______.  Details of our calculation of such amount are attached as Exhibit A.  [Such amount is immediately due and payable by you, and should be wired to our account at [payment instructions]. Payment after today should be made together with interest (at [rate]).  In addition, we shall be entitled to any other costs, expenses and damages provided by the Agreement or at law.]

We reserve all rights under the Agreement, including, without limitation, to declare you to be in default in respect of any other default that may occur under the terms of the Agreement, and all rights we, or any of our affiliates, may have with respect to other transactions and other agreements with you or your affiliates.

This letter shall constitute the notice referred to in Section __ of the Agreement.

Please call [name] at [phone number] with any questions.

Post-Default Declaration Notice of Damage Calculation and

Demand for Payment
We refer to the declaration of default [(copy attached)] sent to you on _____ with respect to [describe agreement] (the “Agreement”).

Delete last three sentences of the following paragraph, if nondefaulting party owes an amount to the defaulting party:

We have exercised remedies pursuant to the default described in the declaration and have determined that [you owe us/we owe you] _______.  Details of our calculation of such amount are attached as Exhibit A.  [Such amount is immediately due and payable by you, and should be wired to our account at [payment instructions]. Payment after today should be made together with interest (at [rate]).  In addition, we shall be entitled to any other costs, expenses and damages provided by the Agreement or at law.]

We reserve all rights under the Agreement, including, without limitation, to declare you to be in default in respect of any other default that may occur under the terms of the Agreement, and all rights we, or any of our affiliates, may have with respect to other transactions and other agreements with you or your affiliates.

Please call [name] at [phone number] with any questions.

Explanatory Memorandum

The Global Documentation Steering Committee (the “GDSC”) has published a recommended form of notice provision for use in master agreements, and in connection with that recommendation the GDSC is providing trade associations with model forms of generic default notice that they may use as the basis for forms they may develop for use with the master agreements they sponsor.  Due to the multiplicity of master agreements and the dependence of the notice text on the set of defined terms used in those agreements, it is impractical for the GDSC to prepare forms tailored for each and every master agreement.  Rather, we have provided forms that contain features that we believe will be common to most, if not all, notices, and leave the customization to the trade associations that are most familiar with the master agreements they sponsor.

The GDSC believes that it would benefit the users of master agreements to have available to them standard forms of default notice and encourage the trade associations to adopt such forms.  The availability of a standard form of default notice will facilitate the ability of market participants to act quickly in response to default situations.  In addition, since the forms incorporate the GDSC’s view of best practices, their use will easily enable market participants to act consistently with those practices.  Of course, individual parties or trade associations would be free to provide more extensive notices to defaulting counterparties.  In addition, users of the notices should be cognizant that netting and cross-collateralization arrangements that may link multiple master agreements may warrant a different approach or different language than that provided in the model forms.

There are three forms of notice included in the package, each intended to be used at a different point in the process of declaring a default and exercising remedies as a result of the default.  

The first form, “Notice of Obligation that Anticipates Default”, is intended to put a counterparty on notice that there exists an obligation that if not satisfied would entitle the notice sender to declare the recipient to be in default.  This notice would only be sent prior to the occurrence of an event that would entitle a party to declare the other to be in default.  This notice need not be sent prior to any of the other forms of notice.

The second form of notice, “Declaration of Default”, would be sent to a defaulting party following the occurrence of a default.  If a grace period must run prior to the exercise of remedies, that grace period would be recognized in the notice.  Depending on whether the nondefaulting party shall have exercised its default remedies prior to the sending of the notice, the notice will read differently – in the event that default remedies shall not yet have been exercised, the notice will inform the defaulting party that the exercise of remedies is pending, and if remedies shall have been exercised already, the notice will inform the recipient of the results of such exercise.

The third form, “Post-Default Declaration Notice of Damage Calculation and Demand for Payment”, is to be used as a follow-up to the Declaration of Default in the event that the default notice is sent prior to remedies having been exercised.

























� 	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.


� 	Re M C Bacon Ltd [1990] BCC 78, 87


� 	Re M C Bacon Ltd, supra


� 	In some situations there may be a time value concept involved that a court might consider.


�	A financial institution may act as an agent or custodian for the account of a customer with respect to a securities contract.


� Although the model provision is intended to promote uniformity, it is understood that it may be appropriate to modify the provision to conform to the terminology and structure of the agreement in which it is incorporated.


� Users of the provision will be obliged to supply definitions of the Threshold Amount, Credit Support Provider and Specified Entity.


�   The Committee also found that although both New York and English courts generally strive to interpret express contractual terms strictly, where such interpretation of a notice provision would cause an unjust forfeiture, New York and English courts alike may instead try to infer a method of notice, even where this is not contractually provided, that will have been substantially satisfied.  Finally, the Committee found that, under New York law, although a party does not specifically have a legal duty to make itself available to receive notice, it may not take measures designed to avoid receipt of notice. 





�   Under this approach, the fact that a designated person is away from the office would not preclude or negate an effective notice sent by a party that otherwise complies with Paragraph (a), even if an "Out of Office" reply is generated in response to a notice or communication sent by e-mail.  Similarly, the fact that a facsimile machine is out of paper or otherwise incapacitated in a manner that does not preclude its receipt of a transmission in legible form (i.e., the transmission received would be capable of being legibly printed or displayed by the recipient's facsimile machine were it in proper working order) or that a recipient institution's mailroom misdirects a properly addressed notice, would not preclude or negate an effective notice.  The Committee has determined that it is the recipient's responsibility to monitor its own ability to receive notices and other communications via the means it selected in the Agreement or pursuant to Paragraph (c).





�   The Committee determined that delivery, rather than actual receipt, should be the applicable standard for e-mail.  For these purposes, delivery will be achieved once an e-mail is successfully delivered to the intended recipient's internal system perimeter ("firewall").  If a party elects e-mail as a means by which notices or other communications may be sent, the party should be aware that a substantial delay may occur between delivery and receipt of an e-mail.  On the other hand, the Committee agreed that receipt, rather than delivery, is the appropriate standard for electronic messaging systems.  To the best of the Committee's knowledge, such systems function by means of electronic routing facilities shared by those using the system, but under the control of a common vendor.  These systems have varying message retention and delivery features, presumably agreeable to all those using the system.  The variable characteristics and shared, consensual nature of these facilities, and the presumed lack of control by one or the other of the parties, are factors that support a receipt standard.





�   For example, where a party provides a facsimile number for purposes of receiving notices or other communications, the party may consider having the relevant facsimile machine located in a central location that will be monitored by one or more individuals.


� 	The term “Business Days” shall have the meaning assigned in the underlying master agreement.


� Terminology to be adjusted as necessary to conform to relevant agreement.


� Terminology to be adjusted as necessary to conform to relevant agreement.
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