November 29, 2000

MEMORANDUM REGARDING INVOLUNTARY INSOLVENCY DEFAULT PROVISION




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.










Attachment A
“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.

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