Cinergy Marketing & Trading, LP

March 23, 2006


SECTION 10.3.2 - TRIANGULAR SETOFF
Written below is a red-lined version of the triangular setoff language, as currently proposed by Cinergy Marketing & Trading, LP (“CMT”), as well as some examples as to how it should work.  After discussion with Frank Berkemeier, of Consumers Energy, we concluded that the setoff rights with respect to Affiliates of the Non-Defaulting Party would be clearer if they were split into a separate clause such as the proposed (iii) below.  These clarifications do not substantively alter the concept of triangular setoff rights currently under discussion.  Please review and be prepared to discuss at the NAESB meeting on April 3, 2006.  If any other participants have suggestions, please e-mail them to the NAESB office so they can be posted on the NAESB website and discussed at the next meeting.
“10.3.2

The Non-Defaulting Party shall net or aggregate, as appropriate, any and all amounts owing between the parties under Section 10.3.1, so that all such amounts are netted or aggregated to a single liquidated amount payable by one party to the other (the “Net Settlement Amount”).  At its sole option, and without prior Notice to the Defaulting Party, the Non-Defaulting Party  is hereby authorized to setoff any Net Settlement Amount against (i) any margin or other collateral held by a party in connection with any Credit Support Obligation relating to the Contract; (ii) any amount(s) (including any excess cash margin or collateral) owed by or held by the party that is entitled to the Net Settlement Amount under other any agreement or arrangement between the parties;  and (iii) any amount(s) (including any excess cash margin or collateral) owed to or by or held by an Affiliate of the Non-Defaulting Party under any agreement or arrangement between  any Affiliate of the Non-Defaulting Party and the Defaulting Party .”
NOTE:  In the examples below, “DP” means Defaulting Party; “NDP” means Non-Defaulting Party and “NSA” means Net Settlement Amount.  It is assumed that the DP and its Affiliates have filed for bankruptcy.

Example #1






1) NDP exercises triangular setoff and pays DP an adjusted NSA of $4,000,000.

2) As between NDP and NDP Affiliate, NDP should pay $1,000,000 to NDP Affiliate.
Benefit: NDP Affiliate gets more than the pennies on the dollar it would get as a bankruptcy     claim.

Example #2










1) NDP exercises triangular setoff and is owed an adjusted NSA of $1,000,000 ($5,000,000 less $3,000,000 less $1,000,000).
2) NDP has an unsecured claim in bankruptcy for $1,000,000.

Benefit:  NDP’s unsecured claim in bankruptcy is $1,000,000 rather than $2,000,000.

Example #3






1) NDP cannot exercise triangular setoff

2) NDP must pay $2,000,000 to DP Affiliate.  NDP has an unsecured claim in bankruptcy for $5,000,000.

Benefit:  None.  Triangular setoff may NOT be exercised against any DP Affiliate.

Example #4









1) NDP exercises triangular setoff and sets off the NSA of $5,000,000 and the $5,000,000 owed by NDP Affiliate to DP against the $12,000,000 in cash collateral that is held by DP.

2) Resulting amount is $2,000,000 in excess collateral that is owed by DP to NDP.
3) As between NDP and NDP Affiliate, NDP Affiliate should pay $5,000,000 to NDP.

4) Unless NDP can argue that the $2,000,000 in excess collateral is not part of the bankruptcy estate of DP and should be returned to NDP in full (more research would need to be done on this issue), NDP will have a $2,000,000 unsecured claim in the bankruptcy case.

Benefit:  Neither NDP nor NDP Affiliate owes anything to DP. 
Example #5









1) NDP exercises triangular setoff and sets off the $5,000,000 owed by DP to NDP Affiliate against $5,000,000 of the $15,000,000 owed by NDP to DP ($5,000,000 NSA plus $10,000,000 in cash collateral that is held by NDP).

2) Resulting in NDP owing $10,000,000 to DP.

3) As between NDP and NDP Affiliate, NDP should pay $5,000,000 to NDP Affiliate.
Benefit:  NDP Affiliate receives 100% of its $5,000,000 in outstanding receivables from the DP rather than the pennies on the dollar it would get as a bankruptcy claim.  
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