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PRELIMINARY STATEMENT

The International Swaps and Derivatives Association, Inc. (“ISDA”) respectfully submits
this amicus brief to urge the Court to reject the bankruptcy court’s erroneous construction of the

Bankruptcy Code’s “safe harbor” provisions for swap agreements. ISDA appears not for the
purpose of advancing the interests of one party over another. Rather, it submits this brief as
amicus curiae in order to bring to the Court’s attention a number of important principles at stake
in this appeal that are of vital concern to participants in the swaps and derivatives markets.
Although this appeal arises out of certain seemingly exotic Collateralized Debt Obligation
(“CDO”) transactions, the narrow reading of the safe harbors offered by the bankruptcy court
threatens to undermine the protections Congress intended to provide the derivatives markets
more broadly. This Court should correct that flawed ruling and reverse the judgment below.

Congress has repeatedly recognized the national interest in ensuring the efficient
functioning of the swaps and derivatives markets. Interest-rate, currency, and other swap
agreements are vital risk-management tools for businesses, governments and financial
institutions around the world, and the swaps markets have grown to a notional outstanding
amount estimated at more than $426 trillion. The 2009 ISDA Derivatives Usage Survey shows
that more than 94 percent of the Fortune Global 500—471 out of 500 companies—report using
derivative instruments to manage and hedge their business and financial risks. See ISDA News
Release: Over 94% of the World’s Largest Companies Use Derivatives to Help Manage Their
Risks (Apr. 23, 2009), available at http://www.ISDA.org/press/press042309der.pdf.

Congress has acted to protect this important and necessary market from the fundamental
upheaval that would result if the Bankruptcy Code prevented market participants from enforcing
their contractual rights in the event a counterparty becomes bankrupt. It has thus enacted *“safe

harbor” provisions to insulate the derivatives markets from bankruptcy-law restrictions,



including those invalidating ipso facto clauses. It also provided, in the broadest possible terms,
that the “exercise of any contractual right ... to cause the liquidation, termination, or
acceleration” of a swap agreement because of the debtor’s bankruptcy “shall not be stayed,
avoided, or otherwise limited by operation of any provision” of the Bankruptcy Code. See 11
U.S.C. 8 560. In fact, while Congress has carefully considered and debated nearly every facet of
the derivatives market over the past year, culminating in the Dodd-Frank Wall Street Reform and
Consumer Protection Act, the “safe harbor” provisions remain unchanged.

Notwithstanding the clear statutory language, the bankruptcy court read the safe harbor
narrowly to conclude that it does not protect the Noteholder Priority provision from the
Bankruptcy Code’s invalidation of ipso facto clauses. It first determined that the Noteholder
Priority provision was not part of a protected “swap agreement,” erroneously construing the
statutory definition to require that parties memorialize the entirety of their agreement within the
four corners of a single document in order for it to qualify as a “swap agreement.” That
interpretation disregards the express terms of the Bankruptcy Code, which define a “swap
agreement” to include all “terms and conditions incorporated by reference,” and “any security
agreement or arrangement” that is “related” to the swap agreement. See id. 8 101(53B)(A)(i),
(i), (vi). Moreover, the bankruptcy court’s reading would upend market practice. Market
participants frequently document derivatives transactions through the use of multiple documents,
supplements and incorporated terms and conditions. Congress defined “swap agreement” in
sweeping terms precisely in recognition of this market reality.

The bankruptcy court also reasoned that the right to terminate and liquidate a swap
agreement under Section 560 is divorced from the actual payment of money—that the safe

harbor does not protect the right to pay out collateral as contractually agreed in order to settle



and exit the terminated transactions. That extraordinary conclusion flies in the face of Section
560’s express protections for the “liquidation” of swap agreements, and would fundamentally
undermine the purpose of the safe harbor. Indeed, Congress amended the Bankruptcy Code in
2005 to make absolutely clear that Section 560, which previously afforded express protection for
only the “termination” of a swap agreement, also protects contractual rights to cause the
“liquidation” of the swap agreement. Construing Section 560 to permit termination, but to
exclude the consequent exercise of contractual rights to calculate and collect payment amounts in
respect of the terminated swap agreement—i.e., to liquidate the agreement—would vitiate the
protections Congress unequivocally meant to provide. Likewise, the bankruptcy court’s
misguided suggestion that the safe-harbored right to terminate and liquidate swap agreements
does not include the exercise of contractual rights that purportedly “alter” the debtor’s rights
would erroneously apply to swap agreements the very ipso facto restrictions that Section 560
expressly eliminates.

Finally, even if the safe harbor did not protect the enforcement of ipso facto clauses to
terminate and liquidate swap agreements (and it does), the bankruptcy court also erred in ruling
that the Bankruptcy Code invalidates ipso facto clauses triggered by the bankruptcy of the
debtor’s affiliates or guarantors, a standard provision widely relied on in derivatives transactions.

STATEMENT OF INTEREST OF AMICUS CURIAE

ISDA is the global trade association representing leading participants in the derivatives
industry. Since its inception, ISDA has pioneered efforts to identify and reduce the sources of
risk in the derivatives and risk management business. ISDA was chartered in 1985, and
comprises more than 830 member institutions from 57 countries on six continents. These
members include most of the world’s major institutions dealing in privately negotiated

derivatives, as well as many of the businesses, governmental entities, and other end users that
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rely on over-the-counter derivatives to manage the market risks inherent in their economic
activities. ISDA publishes the ISDA Master Agreement, which is the contractual foundation for
more than 90% of derivatives transactions globally (including the transactions at issue here), and
distributes market-specific definitional booklets that supplement the Master Agreement.

Because of its role in the development of derivatives markets, ISDA is uniquely well-
positioned to address the interpretation of the safe harbor provision in the Bankruptcy Code.
Indeed, ISDA actively participated in the enactment of the 1990 amendments to the Bankruptcy
Code through which Section 560 and other safe-harbor provisions were adopted.

STATUTORY BACKGROUND

In order to promote the rehabilitation of the debtor, the Bankruptcy Code permits the
debtor to assume most classes of executory contracts and compel the counterparty to perform,
provided the debtor affords the counterparty the benefit of its bargain by curing any defaults and
providing adequate assurance of future performance. See 11 U.S.C. 8 365(a), (b)(1). In
furtherance of this policy, Section 365(e)(1) of the Bankruptcy Code invalidates contractual
provisions that terminate or modify the debtor’s rights under the contract solely because of its
bankruptcy—so-called ipso facto clauses. See id. 8 365(e)(1). This general invalidation of ipso
facto clauses does not apply, however, with respect to those classes of contracts that Congress
has determined should not be subject to assumption and compelled performance. See, e.g., id. §
365(e)(2) (bar against ipso facto clauses does not apply to non-assumable contracts for personal
services and contracts to extend financial accommodations to the debtor).

Among these excepted classes of contracts are financial contracts. Congress has
recognized that the operation of the Bankruptcy Code’s ipso facto restrictions and other
provisions could destabilize the financial markets if those provisions prevented parties to

financial contracts, including swap agreements, from exercising their contractual rights upon a
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counterparty’s bankruptcy filing. It has therefore enacted various “safe harbors” in the
Bankruptcy Code to exempt the financial markets from these provisions, so that no single
bankruptcy disrupts the functioning of the financial markets.

U.S. bankruptcy law has long accorded special treatment to transactions involving

financial markets, to minimize volatility. Because financial markets can change

significantly in a matter of days, or even hours, a non-bankrupt party to ongoing
securities and other financial transactions could face heavy losses unless the

transactions are resolved promptly and with finality.

H.R. Rep. No. 101-484, at 2 (1990), reprinted in 1990 U.S.C.C.A.N. 223, 224. In the past 30
years, “[a]s new financial instruments have been developed, Congress has amended the 1978
Bankruptcy Code to keep pace in promoting speed and certainty in resolving complex financial
transactions.” Id.

As early as 1982, Congress amended the Bankruptcy Code to add safe-harbor provisions
exempting payments made in the securities, commodities, and forward contract trades from the
bankruptcy avoidance powers (except in cases of actual fraud) and providing that rights to cause
the “liquidation” of such contracts because of the debtor’s bankruptcy cannot be “stayed,
avoided, or otherwise limited by operation of any provision of this title.” See 1982 Amendments
to Bankruptcy Code, Pub. L. No. 97-222, 96 Stat. 235 (now codified, as amended, at 11 U.S.C.
§§ 362(b)(6), 546(e), 555, 556); H.R. Rep. No. 97-420 (1982), reprinted in 1982 U.S.C.C.A.N.
583. Following a judicial decision that injected uncertainty as to the enforceability of repurchase
agreements in bankruptcy, see S. Rep. No. 98-65, at 47 (1983), Congress acted again in 1984 to
clarify that the Bankruptcy Code’s safe-harbor protections extended to repurchase agreements.

See 1984 Amendments to Bankruptcy Code, Pub. L. No. 98-353, §8§ 391-396, 98 Stat. 333 (now

codified, as amended, at 11 U.S.C. 88 362(b)(7), 546(f)), 559); S. Rep. No. 98-65 (1983).



On both occasions, Congress sought to insulate the financial markets from the “ripple
effect” that could result if a bankruptcy prevented counterparties to financial contracts from
enforcing their rights upon default. See, e.g., In re Enron Creditors Recovery Corp., 422 B.R.
423, 429 (S.D.N.Y. 2009) (McMahon, J.) (“Congress opined that the safe harbor would prevent
‘the insolvency of one commodity or security firm from spreading to other firms,” which could
otherwise ‘threaten the collapse of the affected industry.”” (quoting H.R. Rep. No. 97-420, at 2
(1982), reprinted in 1982 U.S.C.C.A.N. 583, 583)).

In 1990, Congress extended safe-harbor protections to swap agreements. In the 1980s,
over-the-counter derivatives products, or “swaps,” were developed by the financial markets as a
way to hedge or reduce various kinds of risk in a particular business.

A “swap” is a contract between two parties (“counterparties”) to exchange

(“swap”) cash flows at specified intervals, calculated by reference to an index.

Parties can swap payments based on a number of indices including interest rates,

currency rates and security or commodity prices.

Thrifty Oil Co. v. Bank of Am. Nat’l Trust & Sav. Ass’n, 322 F.3d 1039, 1042 (9th Cir. 2003).
Even at that time, in the swap market’s infancy, Congress recognized that swap agreements “are
a rapidly growing and vital risk management tool in world financial markets,” allowing financial
institutions, corporations, and governments “to minimize exposure to adverse changes in interest
and currency exchange rates.” S. Rep. No. 101-285 (1990), available at 1990 WL 259288, at *2;
accord H.R. Rep. 101-484, at 2-3 (1990), reprinted in 1990 U.S.C.C.A.N. 223, 224-225. In the
following twenty years, the swap markets have only increased in size, complexity, and
importance, growing from an estimated $1 trillion notional value of outstanding swaps

transactions in 1989 to $426 trillion in 2009. Interest Swap: Hearing on S. 396 Before the

Subcommittee on Courts and Administrative Practices of the Senate Committee on the Judiciary,



101st Cong. 14 (1989); ISDA Market Survey, available at http://www.ISDA.org/statistics/
pdf/ISDA-Market-Survey-annual-data.pdf.

Echoing the concerns that drove Congress to act in 1982 and 1984, Congress was
concerned about “volatility in the swap agreement markets resulting from the uncertainty over
their treatment in the Bankruptcy Code.” H.R. Rep. No. 101-484, at 3 (1990), reprinted in 1990
U.S.C.C.A.N. 223, 225. As Senator Heflin explained, “[t]here is concern that if one of the
parties to a swap agreement files for bankruptcy under the current Bankruptcy Code, the non-
defaulting party is left with a substantial risk and, depending on the size of the swap agreement,
could cause a rippling effect which would undermine the stability of the financial markets.”
Interest Swap: Hearing on S. 396 Before the Subcomm. on Courts and Administrative Practices
of the Senate Comm. on the Judiciary, 101st Cong. 1 (1989).

Accordingly, Congress enacted the 1990 Amendments to the Bankruptcy Code, which
were designed to provide certainty to the over-the-counter derivatives markets by protecting
swap transactions from the effects of bankruptcy. See 1990 Bankruptcy Amendments, Pub. L.
No. 101-311, 104 Stat. 267; see also S. Rep. No. 101-285, at 1 (1990), available at 1990 WL
259288, at *1 (the purpose of the bill is “to clarify U.S. bankruptcy law with respect to the
treatment of swap agreements and forward contracts. The bill would provide certainty for swap
transactions in the case of a default in bankruptcy....”).

The addition of Section 560 to the Bankruptcy Code was a key element of this safe-
harbor protection. See 1990 Bankruptcy Amendments, Pub. L. No. 101-311, § 106, 104 Stat.
267. Section 560 was intended “to preserve a swap participant’s contractual right to terminate a
swap agreement and offset any amounts owed under it in the event that one of the parties to the

agreement files a bankruptcy petition.” See H.R. Rep. No. 101-484, at 5 (1990), reprinted in



1990 U.S.C.C.A.N. 223, 227. Through enactment of this safe harbor, Congress made clear that
“the exercise of any such right shall not be ... limited by operation of the Bankruptcy Code.” I1d.
In other words, Section 560 “means that these contractual rights are not to be interfered with by
any court proceeding under the [Bankruptcy] Code.” S. Rep. No. 101-285 (1990), available at
1990 WL 259288, at *9; see also 136 Cong. Rec. 13,153 (1990) (statement of Sen. DeConcini)
(“The effect of the swap provisions will be to provide certainty for swap transactions and thereby
stabilize domestic markets by allowing the terms of the swap agreement to apply
notwithstanding the bankruptcy filing.”).

Congress amended the Bankruptcy Code again in 2005, acting on recommendations of
the President’s Working Group on Financial Markets. See Bankruptcy Abuse Prevention and
Consumer Protection Act of 2005, Pub. L. No. 109-8, 8 907(j), 119 Stat. 23; H.R. Rep. No. 109-
31, at 20 & n.79 (2005), reprinted in 2005 U.S.C.C.A.N. 88, 105. Significantly, two
amendments are particularly pertinent to the issues before the Court. First, it significantly
expanded the statutory definition of “swap agreement” to include “any security agreement or
arrangement or other credit enhancement related to” a swap agreement. See 11 U.S.C. §
101(53B)(A)(vi). “This ensures that any such agreement, arrangement or enhancement is itself
deemed to be a swap agreement, and therefore eligible for treatment as such for purposes of
termination, liquidation, acceleration, offset and netting under the Bankruptcy Code.” See H.R.
Rep. No. 109-31, at 107 (2005), reprinted in 2005 U.S.C.C.A.N. 88, 190. Second, it also
amended Section 560 to “clarify that the provisions of the Bankruptcy Code that protect ... rights
to terminate under swap agreements also protect rights of liquidation and acceleration,” by
replacing the phrase “termination of a swap agreement” with the “liquidation, termination, or

acceleration of one or more swap agreements.” 1d. at 193, 224 (emphasis added).



As with the earlier amendments, Congress emphasized that the 2005 amendments were
“intended to reduce ‘systemic risk’ in the banking system and financial marketplace,” i.e., “the
risk that the failure of a firm or disruption of a market or settlement system will cause
widespread difficulties at other firms, in other market segments or in the financial system as a
whole.” H.R. Rep. No. 109-31, at 20 & n.78 (2005), reprinted in 2005 U.S.C.C.A.N. 88, 105-06.
Id. at 20 n.78. Thus, “[f]or purposes of ... section[] 560, ... it is intended that the normal
business practice in the event of a default of a party based on bankruptcy or insolvency is to
terminate, liquidate or accelerate ... swap agreements ... with the bankrupt or insolvent party.”
Id. at 133.

In 2006, Congress enacted the Financial Netting Improvements Act. Among other
provisions, the Act amended the safe-harbor protections for swap agreements in Section
362(b)(17) to make clear that they “protect, free from the automatic stay, ... self-help
foreclosure-on-collateral rights, setoff rights and netting rights.” See H.R. Rep. No. 109-648
(2006), available at 2006 WL 6165926, at *7; Financial Netting Improvements Act of 2006,
Pub. L. No. 109-390, § 5, 120 Stat. 2692, 2697 (codified at 11 U.S.C. § 362(b)(17)). These
revisions were intended to “strengthen[] and clarify[] the enforceability of early termination and
close-out netting provisions and related collateral arrangements in U.S. insolvency proceedings,”
in order to “reduce systemic risk in the financial markets.” H.R. Rep. No. 109-648 (2006),
available at 2006 WL 6165926, at *1-2.

As courts have recognized, the safe harbor provisions thus reflect a strong Congressional
policy of safeguarding the financial markets from the disruptive effects of a counterparty’s
bankruptcy filing. See, e.g., In re Nat’l Gas Distribs., 556 F.3d 247, 259 (4th Cir. 2009) (swap

safe harbors serve a “policy of protecting financial markets and therefore favoring an entire class



of instruments and participants”); Thrifty Oil Co. v. Bank of Am. Nat’l Trust & Sav. Ass’n, 322
F.3d 1039, 1050 (9th Cir. 2003) (“The legislative history of the Swap Amendments plainly
reveals that Congress recognized the growing importance of interest rate swaps and sought to
immunize the swap market from the legal risks of bankruptcy.”). Accordingly, consistent with
their history and purpose, the safe harbor provisions should be construed in accordance with their
plain meaning to uphold the broad protections that Congress intended to provide for the financial
markets.

ARGUMENT

. THE BANKRUPTCY CODE’S SAFE HARBOR PROTECTS ANY “SWAP
AGREEMENT,” INCLUDING ALL CONDITIONS INCORPORATED BY
REFERENCE AND RELATED SECURITY ARRANGEMENTS.

The bankruptcy court’s decision threatens to undermine the safe-harbor protections for
the swaps and derivatives markets by dramatically narrowing the scope of transactions that
qualify as a protected “swap agreement.” Under its erroneous approach, parties must set forth
their entire agreement within the four corners of a single document for it to qualify as a “swap
agreement.” Applying that rationale, the bankruptcy court concluded that the Noteholder
Priority provision is not part of a “swap agreement” because it could find “no reference” to that
provision in “the components of each Swap Agreement—the ISDA Master Agreement,
schedules and written confirmation.” In re Lehman Bros. Holdings Inc., 422 B.R. 407, 421
(S.D.N.Y. 2010).

Contrary to the bankruptcy court’s narrow reading, Congress made clear in defining
“swap agreement” that parties need not set out their entire agreement in one document. A “swap
agreement” includes “any agreement” that is a swap (broadly defined), “including the terms and
conditions incorporated by reference in such agreement.” See 11 U.S.C. § 101(53B)(A)(i)

(emphasis added); id. § 101(53B)(A)(ii)(I). A “swap agreement” also includes “a master
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agreement ... together with all supplements.” 1d § 101(53B)(A)(v). Finally, Congress made
clear that a “swap agreement” includes “any combination of agreements or transactions referred
to in” the definition of “swap agreement.” Id. 8§ 101(53B)(A)(iii).

Congress defined “swap agreement” broadly in recognition of market practice. Swap
transactions are complex and often documented in a series of agreement documents, schedules,
supplements, and additional terms and conditions incorporated by reference. Since its inception,
ISDA has been actively involved in the development of standard documentation for swap and
derivatives transactions, recognizing the efficiency gains to be achieved if market participants do
not have to negotiate and document each transaction in a separate, comprehensive agreement.

Thus, ISDA has published several versions of a Master Agreement, which allows parties
to agree on the terms and conditions of their ongoing legal and credit relationship (covering such
matters as representations, events of default, and termination), governing each transaction
between them. The parties may amend and supplement the terms of the ISDA Master
Agreement (which is itself a printed form) through one or more schedules to the Master
Agreement. Then, each time the parties enter into a transaction, they need only negotiate and
document the economic terms of the transaction, set forth in yet another document, a written
confirmation. In keeping with this “modular architecture,” the confirmation incorporates the
terms and conditions of the Master Agreement and related schedules and is stated to be a
supplement to, and part of, that agreement (along with each other transaction entered into in
reliance on the Master Agreement). The confirmation may also incorporate additional terms and
conditions, by reference to one or more ISDA booklets of “Definitions,” which contain standard

definitional and operational terms for documenting a particular type of transaction.
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The bankruptcy court’s decision is thus markedly at odds with the statute and the market.
As BNY explains (BNY Br. at 31-32), the Noteholder Priority provision was incorporated by
reference in the Schedule to the ISDA Master Agreement at issue, and thus is part of a “swap
agreement” as “terms and conditions incorporated by reference in such agreement.” See 11
U.S.C. 8§ 101(53B)(A)(i), (ii); ISDA Schedule 1 5(g) (providing that the “terms of [the] Trust
Deed prevail to the extent they conflict with terms relating to [the swap] Transaction”; Lehman’s
“recourse ... is limited to ... the Security ... as provided in the Trust Deed”; and “no debt shall
be owed by [the counterparty] ... after realisation of the Security and application of the proceeds
in accordance with the Trust Deed”), D.E. 6, Lee Decl. Ex. E.

In ruling to the contrary, the bankruptcy court opined that there was “no reference at all
to ... the Noteholder Priority provision” in the ISDA Master Agreement, Schedule and
Confirmation. See 422 B.R. at 421. While the court may have simply overlooked the relevant
provisions of the Schedule, the more worrying implication is that it misconstrued the term
“incorporated by reference” in the Bankruptcy Code definition of “swap agreement” to mean
only terms and conditions that are literally stated (i.e., “Noteholder Priority provision”) rather
than those that are incorporated, “by reference,” to another document that contains those terms
and conditions (i.e., “Trust Deed”). Such a construction would upset commercial expectations
and substantially reduce the efficiencies that ISDA’s documentation architecture is designed to
provide.

Moreover, even if the Noteholder Priority provision had not otherwise been incorporated
by reference, the bankruptcy court erred by failing to recognize that it was part of a “swap
agreement” as a term contained in a security agreement related to the swap agreements at issue in

the Dante transactions. As noted, Congress amended the definition of “swap agreement” in 2005
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to include *“any security agreement or arrangement or other credit enhancement related to any”
swap agreement. See 11 U.S.C. § 101(53B)(A)(vi). It recognized that a security agreement is a
key term of any swap agreement, affecting the credit risk and overall economic value of the
transaction to the parties, and thus sought to “ensure[] that any such agreement ... is itself
deemed to be a swap agreement ... for purposes of termination, liquidation, acceleration, offset
and netting.” See H.R. Rep. No. 109-31, at 107 (2005), reprinted in 2005 U.S.C.C.A.N. 88, 190.

The bankruptcy court thus erred in limiting its review to the ISDA Master Agreement,
Schedule and Confirmation. Those are not the exclusive components of a “swap agreement,”
and the express language of the Bankruptcy Code required the bankruptcy court to examine any
related security arrangements. The Supplemental Trust Deed is, by its terms, just such an
arrangement. See Supplemental Trust Deed { 5.3 (providing “security ... for the performance of
the Issuer’s obligations (if any) under the Swap Agreement”), D.E. 6, Lee Decl. Ex. D; cf. 5
Collier on Bankruptcy ] 560.02, at 560-6 n.2 (16" ed. 2010) (“The Lehman decision [on appeal
here] is questionable because the priority-shifting provisions were contained in the security
arrangement for the subject swap agreement and, thus, were a swap agreement under Bankruptcy
Code section 101(53B)(A)(vi).”).

This aspect of the bankruptcy court’s decision also has broader concern for the market.
Parties to swap agreements frequently rely on collateral or other security arrangements to reduce
their exposure to a counterparty’s credit risk. 1ISDA publishes several different versions of a
Credit Support Annex, by which parties may document such security arrangements. The Credit
Support Annex is set forth in a separate document from the Master Agreement, related schedule
and confirmation to which the bankruptcy court limited its review (although the Credit Support

Annex provides that it “supplements, forms part of, and is subject to, the [Master] Agreement, is
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part of its Schedule and is a Credit Support Document under this [Master] Agreement”). See
1994 Credit Support Annex (preamble).

Although separately documented, such security arrangements are critical components of
swap transactions, and market participants enter into them in reliance on the safe-harbor
protections for such arrangements. By creating uncertainty about the protection for such
arrangements, the bankruptcy court’s decision undermines Congressional intent to shelter such
collateral arrangements from bankruptcy-law restrictions, which it determined was necessary to
protect the liquidity and stability of financial markets. Cf. Enron, 422 B.R. at 429, 436 (noting
that section 546(e) safe harbor from avoidance for securities contracts, which “was designed to
ensure settlement finality, and therefore market stability,” has been held to protect “the return of
a [counterparty’s] collateral” upon termination of the transaction (citing In re Comark, 971 F.2d
322 (9th Cir. 1992))).

1. THE BANKRUPTCY CODE’S SAFE HARBOR PROTECTS THE RIGHT TO

ENFORCE /PSO FACTO CLAUSES TO TERMINATE AND LIQUIDATE SWAP
AGREEMENTS IN ACCORDANCE WITH CONTRACTUAL TERMS.

The bankruptcy court’s decision threatens to undermine the safe-harbor protections for
the swaps and derivatives markets in a second, and equally fundamental, way. Although section
560 protects the contractual rights of counterparties to terminate and liquidate swap agreements
upon the debtor’s bankruptcy, the bankruptcy court suggested that this right does not include the
right to enforce contractual provisions, like the Noteholder Priority provision at issue here, that
“dictate the means by which the proceeds of each Swap Agreement will be distributed.” See
Lehman, 422 B.R. at 421. In essence, the bankruptcy court posited that the safe harbor protects
the right to terminate a swap agreement, but not the right to effect actual payment as a result.
The consequent inability to resolve defaulted swap transactions with a bankrupt counterparty

raises the very danger of systemic risk to the financial markets that Congress sought to prevent.
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Furthermore, the bankruptcy court’s suggestion that the safe harbor does not protect the exercise
of any contractual rights that purportedly “alter” the debtor’s pre-existing rights, see id., would
erroneously re-impose the Bankruptcy Code’s ipso facto restrictions that the safe harbor for swap
agreements was intended to remove.

A. The Right to Liquidate a Swap Agreement Includes Determining and
Effecting Payment in Settlement of the Terminated Transaction.

Section 560 provides that:

The exercise of any contractual right of any swap participant or financial
participant to cause the liquidation, termination, or acceleration of one or more
swap agreements because of a condition of the kind specified in section 365(e)(1)
of this title [i.e., bankruptcy or insolvency] or to offset or net out any termination
values or payment amounts arising under or in connection with the termination,
liquidation, or acceleration of one or more swap agreements shall not be stayed,

avoided, or otherwise limited by operation of any provision of this title or by
order of a court or administrative agency in any proceeding under this title.

11 U.S.C. § 560. Thus, if a counterparty has the right under a swap agreement to liquidate,
terminate or accelerate the agreement because of the debtor’s bankruptcy filing, Section 560
permits the counterparty—free from all restrictions under bankruptcy law—to “exercise ... any
contractual right ... to cause the liquidation, termination, or acceleration” of the swap agreement.

Accordingly, a straightforward application of the safe harbor permits counterparties to
exercise their rights under any contractual provision governing the “termination” or “liquidation”
of a swap agreement, including provisions, like the Noteholder Priority provision, that “dictate
the means by which the proceeds of each Swap Agreement will be distributed.” 422 B.R. at 421.
The bankruptcy court’s suggestion that the “liquidation” of a swap agreement does not include
the process of determining what will actually be paid to resolve it is simply not consistent with
the text or purpose of Section 560.

The Bankruptcy Code, like any statute, must be construed in accordance with its plain

meaning. See United States v. Ron Pair Enters., 489 U.S. 235, 242 (1989). Although not
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defined in the Bankruptcy Code, the plain meaning of “liquidation” is to reduce to money—to
determine and effect a final pay out in settlement of the terminated contract. Cf. Perrin v. United
States, 444 U.S. 37, 42 (1979) (“[U]nless otherwise defined, words will be interpreted as taking
their ordinary, contemporary, common meaning.”). This is the standard textbook definition of
“liquidation.” See Black’s Law Dictionary 950 (9" ed. 2009) (defining “liquidation” to mean
“[t]he act of determining by agreement or by litigation the exact amount of something (as a debt
or damages)”; “[t]he act of settling a debt by payment or other satisfaction”; and “[t]he act or
process of converting assets into cash, esp[ecially] to settle debts.”).

In order to “liquidate” a swap agreement, counterparties must of necessity enforce all of
the contractual provisions that prescribe the methodology for calculating final payment amounts
and applying any collateral or other credit support. Exercising rights under a provision, like the
Noteholder Priority provision, that determines how collateral will be paid out upon termination
of the transaction is thus an obvious and important part of liquidating a swap agreement.

The text of Section 560 makes clear that this is precisely what Congress intended.
Section 560 authorizes counterparties to offset or net out any “termination values” or “payment

7

amounts” “arising ... in connection with the termination, liquidation, or acceleration” of a swap
agreement. See 11 U.S.C. § 560 (emphasis added). The protected right to terminate and
liquidate a swap agreement therefore necessarily includes the right to enforce the contractual
provisions by which the counterparty determines the final “termination values” and “payment
amounts” that will “aris[e]” as a result.

That process likewise includes the determination of “payment amounts” to be made from

any collateral securing the swap transactions. Because the Bankruptcy Code defines “swap

agreement” to include any “related” “security agreement or arrangement,” see id. §
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101(53B)(A)(vi), the protected right to cause the “liquidation” of a “swap agreement” includes
the right to “liquidat[e]” a “security agreement or arrangement” related to the swap agreement.
The “liquidation” of a security agreement or arrangement, in turn, entails the contractual process
of determining and collecting the actual “payment amounts” from the collateral (or proceeds)
“arising ... in connection with the termination[] [or] liquidation” of the swap agreement and
related security arrangements. See id. § 560. Indeed, that process is necessarily entailed in the
exercise of self-help remedies against collateral, which Congress unequivocally intended to
protect. See id. § 362(b)(17), (0) (providing that swap participants shall not be stayed from
“exercis[ing] ... any contractual right (as defined in Section 560) under any security agreement
or arrangement or other credit enhancement forming a part of or related to any swap agreement,
or ... to offset or net out any termination value, payment amount, or other transfer obligation
arising under or in connection with” a swap agreement).

This meaning of “liquidation” is reinforced by Congress’s use of that term in other
provisions of the Bankruptcy Code. See Cohen v. De La Cruz, 523 U.S. 213, 220 (1998)
(construing Bankruptcy Code in accordance with “the presumption that equivalent words have
equivalent meaning when repeated in the same statute™). In a provision on which Section 560
was modeled—see S. Rep. No. 101-285 (1990), available at 1990 WL 259288, at *9; H.R. Rep.
No. 109-31 (2005), reprinted in 2005 U.S.C.C.A.N. 88, at 193—Section 559 of the Bankruptcy
Code provides a virtually identical safe harbor for repurchase agreements, protecting the
“exercise of a contractual right of a repo participant ... to cause the liquidation, termination, or
acceleration of a repurchase agreement” if the debtor becomes bankrupt. See 11 U.S.C. § 559.
Section 559 further provides that

“In the event that a repo participant ... liquidates one or more repurchase
agreements ... and under the terms of one or more such agreements has agreed to

-17 -



deliver assets subject to repurchase agreements to the debtor, any excess of the
market price received on liquidation of such assets ... over the sum of the stated
repurchase prices and all expenses in connection with the liquidation of such
repurchase agreements shall be deemed property of the estate, subject to the
available rights of setoff.”

Id. (emphasis added). Section 559 thus provides that the “liquidation” of a repurchase agreement
may include the “liquidation of ... assets” subject to that agreement—essentially the collateral
securing the counterparty’s repo financing of the debtor—and the application of the proceeds in
satisfaction of the counterparty’s contractual rights (with any excess proceeds payable to the
debtor). See In re Bevill, Bresler & Schulman Asset Mgmt. Corp., 878 F.2d 742, 744, 748-49,
753 (3d Cir. 1989) (Section 559 permits repo participant to “liquidate its securities” and “keep
the proceeds ... to the extent of its contract price”). Accordingly, Section 559 makes clear that
Congress understood “liquidation” to include the payment of contractually determined amounts
upon termination of the transaction.

That same fundamental meaning of “liquidation” is likewise reflected in the
corresponding safe harbor for the “liquidation” of securities contracts. See 11 U.S.C. § 555; In
re Residential Res. Mortg. Invs. Corp., 98 B.R. 2, 23-24 (Bankr. D. Ariz. 1989) (Section 555
protects right “to liquidate immediately the underlying securities”); In re Am. Home Mortg.
Holdings, Inc., 388 B.R. 69, 87-88 (Bankr. D. Del. 2008) (Sections 555 and 559 protected
Lehman Brothers” “foreclosing on and/or liquidating the Subordinated Notes” underlying
repurchase agreement and securities contract).

Indeed, “liquidation” is used repeatedly throughout the Bankruptcy Code to refer to the
process of reducing a liability or asset to money for payment in settlement of claims. See, e.g.,
11 U.S.C. § 741(6)(A)(i) (defining “net equity” claim of stockbroker customer as the “aggregate
dollar balance that would remain ... after the liquidation, by sale or purchase ... of all securities

positions™); id. § 752(c) (allocating “[a]ny cash or security remaining after the liquidation of a
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security interest created under a security agreement made by the debtor”); id. § 1174 (entitled
“Liquidation,” directing trustee in failed railroad reorganization “to collect and reduce to money
all of the property of the estate”). Even more broadly, an entire chapter (7) of the Bankruptcy
Code—entitled “Liquidation”—establishes a process by which a trustee “collect[s] and reduce[s]
to money the property of the estate,” id. 8 704(a)(1); reviews and objects to improper claims, id.
8 704(a)(5); and makes a final “distribut[ion]” of property of the estate “in payment of claims” in
accordance with their allowed amounts and priorities, id. 8 726.

The plain meaning of “liquidation” in the text of Section 560 is further reinforced by its
history and purpose. As discussed above, Congress recognized that the swaps and derivatives
markets, like other financial markets, are volatile and marked by a high degree of interrelation
among market participants. It enacted the safe harbor protections in response to concerns that a
market participant’s bankruptcy could have a cascading impact on the liquidity or solvency of
other market participants and the stability of financial markets “unless the transactions are
resolved promptly and with finality.” See H.R. Rep. No. 101-484, at 2 (1990), reprinted in 1990
U.S.C.C.A.N. 223, 224 (emphasis added). To address those concerns, Congress enacted the safe
harbors to exempt swap participants from the Bankruptcy Code’s restrictions on the exercise of
their contractual rights, allowing a counterparty to cause the “immediate termination and netting”
of all transactions, to “determine, ... upon default, which party is owed how much,” and to
“cause the liquidation of any collateral it holds.” S. Rep. No. 101-285 (1990), available at 1990
WL 259288, at *3, *8. These protections were enacted precisely so that the unwinding of swap

transactions and related collateral would not be tied up in the bankruptcy courts. A narrow

construction of “liquidation” that leads to that very result is simply not tenable.
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Accordingly, the bankruptcy court’s conclusion that the “liquidation” of a swap
agreement does not include the enforcement of contractual provisions governing how collateral
will be paid out to settle the contract is a deeply flawed reading of the statute. It is also troubling
for the broader market. Although the Dante transactions were complex, the Noteholder Priority
provision’s basic function—to prescribe the rules for distributing collateral in the event of a
default and early termination of the swap agreement—is similar to that of provisions that are
commonplace in a wide range of more traditional derivatives transactions, such as interest-rate
and foreign-currency swaps. The ISDA Credit Support Annex, widely used by market
participants, includes standard provisions addressing this very contingency. See 1994 Credit
Support Annex (New York law) § 8(a)-(b). The enforcement of such rights is critical to the
ability of counterparties (and the market as a whole) to minimize exposure to economic loss and
to preserve liquidity in the event a market participant becomes bankrupt. And in circumstances
like those present here—where the parties’ non-bankruptcy rights are governed by foreign law—
the safe harbor further serves important interests of comity and respect for foreign judgments.
By introducing uncertainty regarding the enforceability of such provisions, the bankruptcy
court’s decision disregards these important congressional purposes, and risks imposing the very
market turmoil that Congress sought to avoid.

B. The Safe Harbor Protects Contractual Provisions Providing For The
“Alteration” of the Debtor’s Rights By Virtue of The Bankruptcy.

The bankruptcy court committed further error by stating that the scope of the protected
right to terminate and liquidate a swap agreement under Section 560 does not include the right to
enforce any contractual provision that involves “the alteration of rights as they then exist.”

Lehman, 422 B.R. at 421. That is a serious misreading of Section 560.
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Section 560 provides that the exercise of a swap party’s contractual rights to terminate
and liquidate a swap agreement because of the debtor’s bankruptcy “shall not be ... limited by
operation of any provision” of the Bankruptcy Code. See 11 U.S.C. 8 560 (emphasis added).
The “provision[s]” of the Bankruptcy Code include Section 365(e)(1) of the Bankruptcy Code,
which invalidates ipso facto clauses providing for the termination or “modification”—or in the
bankruptcy court’s words, “alteration”—of the debtor’s rights. See id. § 365(¢e)(1). Thus,
Section 560 provides a safe harbor for swap participants to exercise their contractual rights of
termination and liquidation, without limitation from any provisions of the Bankruptcy Code that
would otherwise invalidate ipso facto “modifications” or “alterations” of the debtor’s rights.
Indeed, by expressly authorizing swap participants to exercise such rights “because of a
condition of the kind specified in section 365(¢e)(1),” Congress unquestionably intended to
override any restrictions in Section 365(e)(1) that would otherwise bar the exercise of such rights
because of such a condition. Contrary to the bankruptcy court’s suggestion, therefore, whether a
contractual provision purportedly involves an “alteration” of the debtor’s pre-existing rights is
simply not part of the safe-harbor analysis. If the contractual provision at issue involves the
“liquidation, termination, or acceleration” of the swap agreement, it is protected, period.

Again, the bankruptcy court’s decision has worrying implications for the broader market.
Its decision could create uncertainty as to whether counterparties could exercise their contractual
rights of liquidation, beyond mere termination, or whether doing so would purportedly run afoul
of the Bankruptcy Code’s bar against ipso facto “modifications” of the debtor’s rights,
notwithstanding the express exemption from such bankruptcy-law restrictions under Section 560.

The potential consequences could be far reaching. The bankruptcy court’s implication in

this case—that the Noteholder Priority provision impermissibly “altered” the debtor’s rights
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because of its bankruptcy—could potentially be asserted with respect to a host of standard
contractual provisions commonly relied on by participants in the derivatives markets. Under the
bankruptcy court’s notion, a debtor can always assert that any right a counterparty seeks to
exercise under Section 560 is “because of” the debtor’s bankruptcy, since, by definition, the
debtor’s bankruptcy is precisely the event of default Congress expressly authorized
counterparties to invoke. Thus, a debtor employing the bankruptcy court’s rationale could
always argue that any such right is an unenforceable ipso facto clause if it purportedly “alters”
the debtor’s pre-existing rights.

For example, the ISDA Master Agreement provides that if an early termination of the
swap agreement results from an event of default—whether for bankruptcy or for any other
reason—the parties’ on-going payment obligations are terminated and replaced with a payment
obligation determined in accordance with the contract’s termination provisions. See 2002 Master
Agreement 11 5(a), 6(a), (c)(ii), (e); accord 1992 Master Agreement. Unlike many commercial
agreements, ISDA derivative agreements commonly provide that the party that is “in the money”
with respect to the transaction may be entitled to recover under the agreement, even if the
agreement terminates on account of that party’s default. At the same time it does that, however,
the agreement typically sets forth detailed provisions governing the manner in which the
termination payment is calculated that apply in the event of bankruptcy. See id. § 6(e)(i). Under
the “market quotation” payment measure in the 1992 Master Agreement, the non-defaulting
party determines a payment amount based on quotations from other market participants (selected
by the non-defaulting party) to enter into replacement transactions. See id. § 14. Under the
alternative “loss” methodology, the non-defaulting party determines a payment amount based on

its good-faith calculation of its losses (or gains), which may, but need not, be determined by
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reference to market quotations. See id. Under the “close-out” measure in the 2002 Master
Agreement, the non-defaulting party determines such payment amount based on its good faith
calculation of the losses (or gains) that are or would be incurred in replacing the terminated
transactions, which may be based on quotations, relevant market data, or internal sources. See
2002 Master Agreement  14.

It is readily apparent that the resulting termination value calculated by the non-defaulting
party may differ from the value that the debtor (or its creditors in bankruptcy) perceived the
contract to have before it was terminated. Under the bankruptcy court’s reading of the safe
harbor, debtors could potentially challenge the enforceability of such calculations under the
Bankruptcy Code’s ipso facto prohibitions, on grounds that they adversely “alter” or “modify”
the debtor’s rights, or its economic interests in the swap agreement. That approach could
transform virtually any dispute over valuation into a potential ipso facto challenge. Given the
obvious potential for disputes over valuation of swap agreements—which derive their value from
volatile financial-market references—the impact on derivatives markets could be substantial.
The ability to close out and liquidate even the most basic interest-rate swap agreement in the
event of a bankruptcy could be questioned.

The basic ISDA architecture—all written against the backdrop of the bankruptcy safe
harbor provisions—depends on the enforceability of the agreement as written, including
provisions triggered by the debtor’s bankruptcy. Permitting a party whose bankruptcy was itself
a default under the agreement to recover under the contract, while at the same time disregarding
the calculation mechanism that was intended to apply in the event of bankruptcy, would make no
commercial sense, and would turn the basic documentation on which most derivatives

agreements are structured on its head.
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The central reasons that ISDA developed standard termination provisions as part of its
documentation architecture were to avoid disputes or litigation over valuation and to facilitate
agreement upon a methodology for resolving defaulted transactions with efficiency and finality.
If debtors could now set aside such contractual provisions in bankruptcy, the contractual
foundations underpinning substantial portions of the derivatives markets could be upended. Ata
minimum, such an approach would invite litigation and delay before the safe harbor could be
relied on, fundamentally undermining the certainty and market-protection objectives the safe
harbor was designed to provide.

In short, the bankruptcy court’s decision is contrary to the express terms of Section 560
and is damaging to the market-protection policies the safe harbor was designed to promote. The
Court should reject the bankruptcy court’s erroneous reading of the safe-harbor provisions.

I11. THE BANKRUPTCY CODE DOES NOT INVALIDATE /PSO FACTO CLAUSES
TRIGGERED BY THE BANKRUPTCY OF A THIRD PARTY.

Even if the safe harbor did not protect the enforcement of ipso facto clauses to terminate
and liquidate swap agreements—and it does—the bankruptcy court erred in construing Sections
365(e)(1) and 541(c)(1)(B) of the Bankruptcy Code to invalidate ipso facto clauses triggered by
the bankruptcy of a party other than the debtor itself. For the reasons set forth in BN'Y’s brief,
the Bankruptcy Code invalidates ipso facto clauses triggered by the debtor’s bankruptcy, not the
bankruptcy of a third party, like LBHI here. (BNY Br. at 18-28.)

As the bankruptcy court acknowledged, its ruling is unprecedented. If the Bankruptcy
Code were construed to invalidate ipso facto clauses triggered by affiliates or guarantors of the
debtor—and if such ipso facto prohibitions were erroneously applied to swap agreements

notwithstanding the safe harbor—the impact on derivatives markets could be significant.
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As a credit enhancement, parties frequently enter into swap agreements in reliance on
guarantees or other express or implicit assurances from a parent corporation or other affiliate of
the counterparty. Under the ISDA Master Agreement, the bankruptcy or insolvency of any third-
party “Credit Support Provider” or other “Specified Entity” identified in the schedule constitutes
a standard event of default, entitling the counterparty to terminate the swap agreement. See 1992
Master Agreement  5(a)(vii). A party relying on the credit of a guarantor or affiliate may thus
terminate the transactions if that entity becomes insolvent.

The bankruptcy court’s decision, however, substantially undermines the reliance on such
corporate guarantees. A party that terminates a swap agreement because of a guarantor’s
bankruptcy could face the risk that such termination would be unwound months or years later if
the counterparty subsequently becomes bankrupt. As a result, the party could find itself
unexpectedly exposed to the credit risk of the debtor, which the guarantee was intended to
mitigate. The bankruptcy court’s decision could thus be detrimental to the operation of
derivatives markets, without any basis in the text or policy of the statute to support such a result.

CONCLUSION

For the foregoing reasons, the judgment of the bankruptcy court should be reversed.
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