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A verbal contract isn’t worth the paper it is written on.

-- Samuel Goldwyn

A contract for better for worse is a contract that should not be tolerated.

-- George Bernard Shaw

Introduction

The objective of this paper is to point out the importance to the energy sector of three recent
decisions of the Alberta courts - Re Blue Range Resource Corp.,> Re Enron Canada Corp.” and
NESI Energy Marketing Canada Ltd. (Trustee of) v. NGL Supply (Gas) Co.* - insofar as they
clarified the law respecting 'eligible financial contracts', termination rights, and set-off/netting in
insolvency cases. An appreciation of the impact of these decisions is important to risk

management in this area.

The characterization of an energy contract as an 'eligible financial contract' can have a significant

impact upon the parties' rights and remedies in the case of insolvency proceedings under the

" This is an update of a paper previously presented in September 2003.
% Re Blue Range Resources (2000) 87 Alta. L.R. (3d) 329 (C.A.).
* Re Enron Canada Corp. (2001) 310 A.R. 386 (Q.B.).
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Bankruptcy and Insolvency Act (“BIA”)° or the Companies Creditors Arrangement Act
(“CCAA™).® In short, enforcement rights provided to a non-defaulting party that would
otherwise be stayed may continue to be available if the contract is an eligible financial contract.
Accordingly, it is important that you understand the kind of energy contracts with which you are

dealing.

The cases further illustrate that the ferms of an eligible financial contract are equally important.
That is to say, while the characterization of a contract as an eligible financial contract may be
necessary to avoid the effect of a BIA or CCAA stay of proceedings, all that permits is the
enforcement of rights that are specifically provided for in the contract. Accordingly, it is
important that you understand the express enforcement rights in any eligible financial contracts

with which you are dealing.

Finally, while the law of set-off generally applies in most insolvency cases, recent cases
demonstrate that the courts will not permit a blanket netting of accounts. Rather, the result will
depend upon the connections among the various transactions between the parties. Accordingly,
it is important that you understand the relationships among the transactions between the

contracting parties - particularly where there is a series of transactions under a master agreement.

* NESI Energy Marketing Canada Ltd. (Trustee of) v. NGL Supply (Gas) (2001) 94 Alta. L.R. (3d) 216 (C.A.).
> Bankruptcy and Insolvency Act, R.S.C. 1985, c. B-3, 5. 65.1.
6 Companies Creditors’ Arrangement Act, R.S.C. 1985, c¢. C-36, s. 11.1.
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The Forward Contract

Energy companies and other enterprises attempt to manage risk caused by fluctuations in energy

prices. One risk management tool is the forward contract.”

Many forward contracts are documented in part by a Master Agreement or Master Firm
Agreement (“Master Agreement”). Typically, the Master Agreement acts as an umbrella

agreement, under which individual transactions are detailed in transaction confirmations.

Under most forward contracts, cash is not exchanged until specific future transactions are
completed. As a result, the parties are exposed to a credit risk that the other party to the

agreement will default.®

Eligible Financial Contracts

Under the BIA and the CCAA, a ‘stay of proceedings’ may be imposed, the effect of which is to
prevent the enforcement of the rights of non-defaulting parties, such as the right to terminate a
contract to which the insolvent entity is a party, or to exercise rights of set-off. The Court has

very broad discretionary powers to restrain any conduct the effect of which may seriously impair

7 The characteristics of forward contracts are beyond the scope of this short paper. For further discussion of the
subject, see, for instance, M.R. Smith, Basic Derivations for the Oil & Gas Company 2001 39 Alta Law. Rev. No. 1
152-173.

8 1bid, at para. 7.
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the ability of the debtor to continue in business during the period pending the filing of its

proposed plan of compromise.

9

However, the Court may not impose a stay in respect of ‘eligible financial contracts’ as defined

under the BIA and CCAA." The term 'eligible financial contract' is defined in s. 11.1 of the

CCAA to include the following:

(a)

(b)

(©

(d)

(e

®

€3]

(h)

@

@

a currency or interest rate swap agreement,

a basis swap agreement,

a spot, future, forward or other foreign exchange agreement,

a cap, collar or floor transaction,

a commodity swap,

a forward rate agreement,

a repurchase Or reverse repurchase agreement,

a spot, future, forward or other commodity contract,

an agreement to buy, sell, borrow or lend securities, to clear or settle securities
transactions or to act as a depository for securities,

any derivative, combination or option in respect of, or agreement similar to, an
agreement or contract referred to in paragraphs (a) to (i),

® Blue Range at para. 7. Also see, for instance, Quintette Coal Ltd. v. Nippon Steel Corp. (1990), 2 C.B.R. (3d) 303
(B.C.C.A.); Campeau v. Olympia & York Developments Ltd. (1992), 14 C.B.R. (3d) 303 at 309 (Ont. Gen. Div.).
10 Bankruptcy and Insolvency Act, R.S.C. 1985, ¢ B-3, s. 65.1(8).
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k) any master agreement in respect of any agreement or contract referred to in
paragraphs (a) to (j),

) any master agreement in respect of a master agreement referred to in paragraph

k),

(m) a guarantee of the liabilities under an agreement or contract referred to in
paragraphs (a) to (1), or

(n) any agreement of a kind prescribed.""

The nature of eligible financial contracts was considered by the Alberta Court of Appeal in Blue

Range. Prior to Blue Range, there had been a dearth of authority on point.

Enron Capital & Trade Resources Canada Corp. (“Enron Canada”) had been party, as purchaser,
to certain long-term natural gas supply contracts with Blue Range. Blue Range, "on the brink of
insolvency," obtained an ex parte order under the CCAA which stayed the exercise of
contractual rights by Blue Range’s counterparties'”, but which excepted eligible financial

contracts.

Enron Canada and other counterparties'” applied for a declaration that their contracts were
eligible financial contracts, such that all rights to accelerate or terminate their agreements were

unaffected by the CCAA Order. The court of first instance dismissed the application, thus

" The Court of Appeal in Blue Range aptly described this list as "comprehensive and intimidating": para. 10.

12 The Order stayed all actions; the acceleration, termination, suspension, modification or cancellation of any
agreement; and the set-off or consolidation of accounts in respect of any indebtedness or obligation of Blue Range.

" In addition, there were two interveners: TransCanada Energy Ltd. and International Swaps and Derivatives
Association, Inc.
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denying the right to terminate. The Court of Appeal disagreed, concluding that the agreements

were eligible financial contracts.

The background to the inclusion of the eligible financial contract exemptions in the BIA and

CCAA was summarized by the Court of Appeal in Blue Range as follows:

Until 1997, the court had a broad discretion under the CCAA to order stays
which interfered with a creditor's exercise of its contractual rights. That year the
eligible financial contract provisions, which had been added in 1992 to [the BIA]
were imported into s. 11.1 of the CCAA ... in order to harmonize the two
insolvency statutes. In its report to Parliament in 1991, the Standing Committee
on Consumer and Corporate Affairs referred to termination and netting out
provisions that had been exempted under United States bankruptcy law, and
noted that "competitive considerations might require similar provisions here."
The Committee went on to recommend the eligible financial contract exemption
"that would allow certain financial swap and hedging agreements to be

terminated where a notice of intention or a proposal has been filed ...

As a result of the addition of the eligible financial contract provisions, "no order
may be made under [the CCAA] staying or restraining the exercise of any right to
terminate, amend or claim any accelerated payment under an eligible financial
contract" (s. 11(2)). This entitles a non-defaulting party to terminate an eligible
financial contract and exercise rights of netting out or set-off, despite CCAA
proceedings. While the amendment permits a creditor to enforce the terms of the
contract previously negotiated with the debtor company, it does not confer any

extra powers; specifically s. 11.1(3) says "the setting off of obligations between

Leitls\302566.v5
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the company and the other parties to the eligible financial contract, in accordance
with its provisions, is permitted." The non-defaulting creditor who, on a net
basis, is owed money, is deemed to be a creditor of the debtor company (s.
11.1(3)), and would participate in the CCAA proceedings on the same footing as
other creditors. Presumably it would vote on the restructuring and ultimately

receive whatever pro-rated payment other creditors receive.'*

The Court introduced the issue in Blue Range as follows:

With mounting debt and brewing litigation, a company may be headed down the
steep slope towards insolvency. The [CCAA] permits the court to slow the
company’s descent by staying all actions and proceedings against it, and
prohibiting creditors from terminating contracts. This permits the company to
continue to operate while it attempts to restructure its financial affairs. But not
all contracts are protected from termination. Despite insolvency, creditors are

entitled to terminate “eligible financial contracts” and set-off obligations. ..."

The particular issue in Blue Range was whether certain long-term natural gas supply contracts
entered into by the insolvent gas producer qualified as eligible financial contracts; specifically,

whether they were forward commodity contracts within the meaning of s. 11.1(1)(h) of the

'* Blue Range at paras. 8, 9.
' Blue Range, supra note 2, para 1.
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CCAA.'® The resolution of the issue required the Court of Appeal to "foray into the perplexing

financial world of derivatives.""”

The reasoning of the Court below was summarized by the Court of Appeal as follows:

The chambers judge decided that the agreements were not forward commodity
contracts within the meaning of s. 11.1(1)(h). Noting that the term "forward
commodity contract" is not defined in the CCAA, he considered many different
definitions provided by the parties and concluded "[b]ased on these sources one
could define these items as almost anything or conclude that almost any contract
fits" ... He expressed concern that a broad definition would defeat the object of

the stay imposed in the CCAA proceedings ...

The chambers judge observed that s. 11.1 is entitled "eligible financial contracts",
not "eligible contracts" and considered the word "financial" in the title to be
"very significant" and to be the "guiding principle” in giving a "purposeful
meaning to the section in light of the statute as a whole" ... He decided that a
distinction should be drawn between contracts whose purpose is to lead to the
actual delivery of a commodity, which he called physical contracts, and contracts
whose purpose is only financial and is not intended to lead to actual delivery of a
commodity, which he called financial contracts. In his view, only the latter could
be considered eligible financial contracts and "[t]he question is whether contracts
are one or the other is to be resolved by the intention of the parties” ... Because
the preamble to the Enron Master Firm Agreement referred to delivery and

receipt of natural gas, he concluded that "the parties were intending this to be a

16 Subsection 11.1(1)(h) of the CCAA provides for "a spot, future, forward or other commodity contract."”
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contract which was 'physical' in nature as opposed to 'financial and the
agreement was not an eligible financial contract. He reached the same

conclusion with respect to the Duke and Engage agreements ...""

As noted above, the Court of Appeal determined that the issue boiled down to whether the

agreements were forward commodity contracts:

The agreements therefore fit within one of three categories: they are either
individual gas purchase and sale contracts, master agreements which provide for
gas purchase and sale contracts, or guarantees of gas purchase and sale contracts.
The appellants [Enron and the other applicants] contend that the individual gas
purchase and sale contracts are forward commodity contracts, qualifying as
eligible financial contracts under s. 11.1(1)(h) of the CCAA. It is conceded that
if that is the case, each master agreement would be "a master agreement in
respect of any agreement or contract referred to in paragraphs (a) to (j)",
qualifying under s. 11.1(1)(k). Similarly each guarantee would be "a guarantee
of the liabilities under an agreement or contract referred to in paragraphs (a) to
(1", qualifying under s. 11.1(1)(m). The key issue in this appeal, then, is whether
the long term gas purchase and sale contracts are forward commodity contracts.
If so, all the agreements are exempt from the CCAA stay provisions and may be

terminated by the appellants."

"7 Ibid, paras. 11, 14.
'® paras. 15, 16.
" Ibid, at para. 14.
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The Court took note of the fact that Enron Canada and certain other appellants were “risk

management and gas marketing companies and [were] not end-users of the natural gas they

9520

purchase.”” The Court concluded that while the contracts contemplated "physical settlement by

delivery of natural gas," they fit within text writers' notions of 'forward commodity contracts.'

Further:

The agreements also serve an important financial purpose which is unrelated to
physical or financial settlement; they are risk management tools, commonly
known as "hedges". Blue Range or Humble agree to sell the gas at a
predetermined price on a future date and assume the "short position." The buyer
agrees to purchase the gas and assumes the "long position." The seller is looking
for price certainty and limited downside exposure: Blue Range or Humble, who
are guaranteed a particular price, predict that the market price for gas will
decline, and on the delivery date they will sell the gas at a price which is above
market value.”’ The buyer assumes the risk of price fluctuations and predicts
precisely the opposite: Enron, Duke and Engage gamble that the market price for
gas will rise, and on the delivery date they will purchase the gas at a price that is

below market value ...>

The Court then considered the nature of the derivatives market and noted the arguments

advanced by Enron Canada and the other appellants in that regard:

20 Ibid, at para. 2; Note 2.

*! The Court noted parenthetically: "As one might have guessed, Blue Range's and Humble's predictions were
wrong. They overestimated the volume of gas they would produce and underestimated the market price for gas.
The companies therefore did not receive market price for the gas they produced and also had to purchase gas in the

Leitls\302566.v5
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The appellants argue that an effective and fully functional termination, netting
and set-off scheme that applies to all derivative instruments, including forward
commodity contracts, is critical to the vitality of the derivatives market. A
similar observation was made by Farley J. in Confederation Treasury Services
Ltd. (Trustee of) v. Hees International Bancorp Inc. (1997), 45 C.B.R. (3d) 204
(Ont. Gen. Div.). He recognized that derivative contracts are a legitimate method
of managing risk and as a matter of public policy should not be dealt with in a
manner that affects their efficiency either in non-insolvency or insolvency
situations. "If the right to terminate contemplated in the agreement ... is not
enforceable, the whole structure of risk management for the swaps and other
transactions is weakened or may fall apart": at 231 [citation omitted]. The effect

of non-enforceability on the derivatives market is worth exploring.”

The Court concluded as follows:

The CCAA stay provisions create disparities among market participants. While
the non-defaulting party is subject to the stay order and may not terminate its
contracts, the debtor company suffers from no similar disability. Subject to the
court's supervision, it may terminate and breach contracts with impunity, forcing
the non-defaulting party to claim damages as an unsecured creditor in the CCAA
proceedings. The ability to selectively repudiate contracts is disdainfully known
as "cherry picking." The debtor company could, for example, retain "out of the

money" transactions, speculating that they might improve in value, but knowing

spot market to honour their contractual commitments. These were significant contributing causes of the insolvency

** Ibid, at paras. 17-18.
2 1bid, at para. 27.
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full well that it would not be able to pay if the market moved in the other
direction. At the same time it might terminate "in the money" transactions,

triggering a cash payment by the non-defaulting party. ...

Without enforceable termination and netting out provisions, the insolvent
company maintains complete control and may repudiate a contract at any time
without notice. Because the non-defaulting party cannot count on performance,
it cannot effectively re-hedge its risk by entering into an offsetting contract

incorporating similar terms. Given the volatility of the market, the non-

defaulting party is exposed to excessive and unmanageable risk.

Quite apart from the unfairness of cherry picking, other undesirable

consequences follow. In order to determine credit availability, risk management

companies account for "out of the money" transactions by deducting the value of
"in the money" transactions. This practice is only appropriate if termination and
netting out provisions are enforceable, and unaffected by insolvency. ... If
forward gas contracts are not exempt from the CCAA stay provisions and no
offsetting deductions are permitted, available credit quickly will be gobbled up.

As a result, risk management companies will limit the capital they can allocate to

this market, or ask cash-strapped gas producers to put up additional security to

cover any short-falls. The unfortunate effect will be reduced availability of

physical forward gas sales contracts to small producers, who are most in need of

hedges to manage price risks. It will also encourage business to migrate to the

United States, where physically-settled transactions are protected under United

States bankruptcy law, ... putting Canadian risk management companies at a

competitive disadvantage. These results weaken the risk management structure
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within the derivatives market, and are contrary to the object of the eligible

financial contract amendment. [Emphasis added.]24

The Court took a broad view of the scope of s. 11.1 of the CCAA:

Parliament appears to have taken the building block approach to derivative
instruments® in stride in its formulation of s. 11.1(1). Each of the basic
interlocking pieces seems to be included in the "eligible financial contract"
definition ... A series of other well-recognized derivative instruments are
included in the definition. But the derivatives market is always changing and the
list of eligible financial contracts is not static. This is acknowledged in s.
11.1(1)(k) which includes combinations of other instruments, as well as derivates
or agreements similar to contracts referred to in other subsections. It seems,
therefore, that derivative instruments of all varieties are embraced by the eligible

financial contract definition.

Physically-settled forward commodity contracts are an important part of the
derivatives market, both in their own right and as components of other
instruments. Can it be said that on a proper reading they are excluded from the

definition of eligible financial contracts? An interpretation of s. 11.1(1)(h),

** Ibid, at paras. 28-30.

* The Court had previously noted that "[t]here are four basic building blocks: forward and futures, which in the case
of commodities are physically settled, and swaps and options, which are financially settled. These interlocking
pieces are refined, developed and combined to produce sophisticated products. A forward contract can be regarded
as the most fundamental piece because other building blocks, the swap contract and the futures contract, for
example, are no more than variations on forward contracts." (para. 32)
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viewed in the context of the other definitions in s. 11.1(1), indicates that is not

26
the case.

The Court found that physically-settled forward commodity contracts are an important part of the
derivatives market, both in their own right and as components of other instruments. Thus, the

Court rejected the decision under appeal, noting:

The chambers judge chose to sort the contracts by physical or financial
settlement in order to limit the impact of s. 11.1(1)(h). That approach is
inconsistent with the words used in the section and Parliament's purpose in
enacting the eligible financial contract provisions. If all physically-settled
instruments are protected from termination by the non-defaulting party, an
important chunk of the derivatives market is vulnerable in an insolvency,

. L 27
weakening the Canadian risk management structure.

Thus the Court's ruling that the agreements in question ought to be characterized as eligible

financial contracts:

Eligible financial contracts in s. 11.1(1) include both physically-settled and
financially- settled transactions. Restricting forward commodity contracts in s.
11.1(1)(h) to cash-settled contracts is contrary to the plain meaning of the section
and inconsistent with Parliament's objective of protecting the risk management

structure within the derivatives market. Nor is such a restriction necessary to

* Ibid, paras. 33, 34.
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achieve the purpose of the CCAA. While forward commodity contracts may be
physically settled by the delivery of product, they must be restricted to contracts

for fungible commodities which trade in a liquid and volatile market.

Natural gas is such a commodity. Each of the agreements under consideration in
this appeal is an eligible financial contract because it is either a forward
commodity contract (s. 11.1(1(h)), a master agreement in respect of a forward
commodity contract (s. 11.1(1)(k)), or a guarantee of the liabilities under a

forward commodity contract (s. 1 1.1(1)(m)).*®

The Court did, however, offer some further guidance as to the scope of forward contracts gua

eligible financial contracts:

Like the other items in s. 11.1(1), forward commodity contracts are financial
hedges and risk management tools. Interpreting them in the context of the rest of
the section requires that they share certain traits. The contracts listed in s.
11.1(1) deal with units that are the equivalent of any other unit. Therefore
commodities must be interchangeable, and readily identifiable as fungible
commodities capable of being traded on a futures exchange or as the underlying
asset of an over-the-counter derivative transaction. Commodities must trade in a
volatile market, with a sufficient trading volume to ensure a competitive trading
price, in order that forward commodity contracts may be "marked to market" and

their value determined. This removes from the ambit of s. 11.1(1)(h) contracts

for commercial merchandise and manufactured goods which neither trade on a

2 Ibid, para. 40.
28 Ibid, at paras. 54-55.
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volatile market nor are completely interchangeable for each other.”” [Emphasis

added.]

In the context of the policy objectives of the CCAA, the Court justified the distinction on the

following basis:

The final measure is to test the fairness of this result. A manufacturer of
consumer goods selling specified products to particular customers may encounter
serious financial obstacles if, in CCAA proceedings, customers are permitted to
terminate contracts for the purchase of goods. The manufacturer may never find
substitute purchasers with the same requirements, impairing its cash flow and
ability to stay in business during the restructuring period. This defeats the
purpose of the CCAA. But the same cannot be said of a gas purchaser whose
long term gas supply contracts are terminated. Blue Range and Humble may
readily sell their gas in the spot market, assuring them a source of income. In
addition, they may negotiate new long term gas supply contracts, perhaps on

more favourable terms.

The appellants are also fairly treated. Through the use of the termination and
netting out provisions they may crystallize their losses, deal with their exposure
through further hedging transactions and avoid piling on losses that are likely to

arise in the volatile gas market. This permits them to continue to offer these risk

* Ibid, para. 45.
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management tools to small gas producers who are in need of them, and preserves

the integrity of these financial instruments in the derivatives market.”

It is significant to note that neither the BIA, nor the CCAA, nor the decision in Blue Range stand
for the proposition that a contract may be terminated or accelerated in the face of a stay simply
because it is an eligible financial contract. Rather, the decision in Blue Range confirmed that
enforcement rights specifically provided for in eligible financial contracts will be enforceable

notwithstanding the imposition of a stay of proceedings under the BIA or CCAA.

Therefore, if you want to have termination, set-off or other such rights in an energy contract, you

have to negotiate and draft them. Businesspeople and lawyers alike must be alive to this point.

The Tables Turn on Enron

In late 2001, the collapse of Enron Canada’s American parent company began to have ripple

effects in Calgary and elsewhere.

Certain Enron Canada Master Agreements had provided for a parental guarantee of Enron
Canada's obligations, and for rights of termination and set-off in the event that the parent

company failed to maintain an adequate credit rating. When the parent company’s credit rating

% Ibid, paras. 52, 53.
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was slashed, many counterparties gave notice of termination, thus leaving Enron Canada without

adequate supplies of gas and electricity to meet its obligations to third pau‘ties.31

Enron Canada was in a difficult situation, as it was quite clear that a stay of proceedings under
the BIA or CCAA would not prevent the exercise of termination or set-off rights by Enron

Canada's counterparties. The reason was that the contracts were eligible financial contracts.

Instead of filing for protection under Canadian insolvency legislation, Enron Canada filed
proceedings under the Canada Business Corporation Act (“CBCA”), and applied ex parte
(without notice to its counterparties) for an order enjoining the termination of its trading
contracts pending the implementation of a proposed CBCA corporate re-organization (a plan of
arrangement). Under this novel strategy, Enron Canada maintained that it was financially
solvent, but nonetheless required the assistance of the Court in protecting it from its

counterparties pending its re-organization.

Section 192(3) of the CBCA provides that a solvent corporation may apply to a court for an
order approving an arrangement proposed by the corporation. While not expressly providing for
a stay of contractual rights, s. 192 does provide the Court with a broad power to grant interim
relief pending the implementation of the arrangement. Critical to Enron Canada’s strategy was
the fact that the CBCA contains no statutory exemption against the staying of rights associated

with eligible financial contracts.

! Enron, supra note 3, at para. 5.
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Enron Canada's application was heard by the Honourable Mr. Justice Hart. Hart J. began his
analysis by emphasizing the same points that had been made by the Court of Appeal in Blue

Range:

It is not difficult to see why Enron Canada is seeking the stay order. It is not
difficult to see that it would or at the very least could be helpful, perhaps vitally
helpful, in permitting the applicant to stabilize its operations and continue as a
viable successful business in the future. But, what if the new credit arrangements
cannot be made? What if the monies owed to the energy producers and suppliers
for these court-mandated deliveries cannot be paid? These are the types of
questions and considerations which must be addressed in the balancing of

interests required in the present application.

In my view, it is of vital importance to understand the nature of the business of
the applicant and its counterparties. As commodity futures traders and hedgers,
Enron Canada and its many counterparties are participants in a highly volatile,
dynamic market where financial risk is a constant reality and risk management a
constant objective. In such markets, the creditworthiness of each participant is

fundamental.

In an article entitled "Basic Derivatives for the Oil and Gas Company" found in
Volume 31(1) of the Alberta Law Review (2001) at page 152 a Mr. Mark Smith
of the Osler firm here in Calgary stated this about the importance of

creditworthiness, at page 170:

"The default and termination events are negotiated to effect a balance

between the desire to incorporate appropriate incentives for

Leitls\302566.v5
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performance and the undesirable effects of terminating the agreement
prematurely. Accordingly, significant time and effort will likely be
spent by each party ensuring that it is satisfied with the
creditworthiness of the other party to the transaction. Credit risks may
be sufficiently reduced through a parental guarantee or other credit

support device."

The hallmark importance of creditworthiness in the derivatives market generally
and in the case before the court in this proceeding in particular was also, of
course, the subject of submissions of a number of counsel who addressed the

court on this application yesterday.

Linked to creditworthiness, other very important elements of risk management
derivative contracts of the kind negotiated by Enron Canada and its
counterparties are the termination and netting out provisions which allow a non-
defaulting party to terminate all transactions with the defaulting counterparty and
net-out the aggregate amount owing by one party to the other on the date of

termination.

In the present application before the court, Enron Canada is proposing an order
which would substitute a new form of security for the creditworthiness guarantee

which was freely negotiated between the applicant and its counterparties and
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would suspend termination and netting-out rights which were also established

through arm's-length commercial negotiations.”

Hart J. further noted that it was clear that the relief sought by Enron would not have been

available under the BIA or CCAA in light of the provisions regarding eligible financial contracts.

In the end, Hart J. found that the reasons to refuse the stay were equally applicable to solvency

and insolvency cases alike:

It is hard to conceive of solvent corporations pursuing plans of arrangement
having rights to suspend, amend, or otherwise interfere with eligible financial
contracts of the kind we are dealing with in this case while similar latitude is
statutorily denied to insolvent entities. Just as there is good reason for the
statutory exemptions in the insolvency legislation, there is equally good reason to
honour the underlying public policy considerations in cases involving solvent

applicants.”

In concluding, Hart J stated:

In dismissing Enron Canada's application, Hart J. emphasized "the sanctity of

contract and the detrimental effect which the order sought could surely have upon

% Ibid at paras. 7-12.
33 Ibid, atpara. 18
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its counterparties who have bargained for and secured vested contractual rights to

protect themselves in these risky, highly volatile commodity markets."**

The decision in Enron should thus serve to further underscore the importance of understanding
the special nature of eligible financial contracts in connection with an energy company's risk

management strategies.

Set Off or Netting

Legal set-off generally allows a party to set-off money that it owes a counter-party with money
owed to it by the counter-party. Legal set-off occurs when there are clearly identifiable

(liquidalted)35 debts between the same two parties and in the same capalcity.36

Equitable set-off may be available when there is a claim and a counterclaim between two parties
for a sum of money that arises from the same contract, or series of contracts, or closely
connected contracts or series of events. Equitable set-off is subject to the courts' equitable

jurisdiction.37

34 1bid, at para. 22.

3 Set-off will not be available in respect of claim that sounds in damages: see, for instance, Citibank Canada v.
Confederation Life Insurance Co. (1996), 42 C.B.R. (3d) 288 (Ont. Gen. Div.); Capital Funding Inc. v. Maplex
General Insurance Co. (1999), 10 C.B.R. (4th) 225 (Ont. C.A)).

36 See, for instance, Telford v. Holt, [1987] 2 S.C.R. 193 (S.C.C.); Citibank Canada v. Confederation Life Insurance
Co. (1996), 42 C.B.R. (3d) 288 (Ont. Gen. Div.), aff'd (1998), 37 O.R. 226 (C.A.).

37 See, for instance, P.LA. Investments Inc. v. Deerhurst Ltd. Partnership (2000), 20 C.B.R. (4™) 116 (Ont. C.A.).
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The decisions in Blue Range, Enron and NESI have had considerable impact on the law of set-off
as it applies to insolvent and solvent restructuring attempts involving forward commodity

contracts.

In a prior decision in Blue Range, the Court essentially concluded that the close connection of
the transactions under the Master Agreement between Blue Range and the gas marketers made it
unjust for the marketers to pay for gas when they would clearly be suffering large damages
resulting from the termination of the same contract.® The Court made it clear that the law of set-

off will apply to such forward contracts notwithstanding CCAA restructuring proceedings.

In Enron, the Court confirmed what some might have thought was obvious: that, generally, a
solvent company may not obtain judicial protection from enforcement rights granted to

counterparties. Thus, termination and set-off rights remain enforceable.

In NESI, the Court of Appeal dealt with the issue of set-off in the context of a bankruptcy under

the BIA.*

NESI Energy Marketing Canada Ltd. ("NESI"), NGL Supply (Gas) Co. ("NGL") and Direct
Energy Marketing Ltd. ("Direct") were natural gas brokers - in the business of buying and selling

natural gas for future delivery. NGL and Direct had each entered into a master agreement with

*® D.S. Nishimura, The Companies Creditors Arrangement Act and the Petroleum Industry: The Blue Range
Resource Corporation Proceedings, (2001) 39 Alta L. Rev. (No. 1) 35-69.

¥ For a recent, albeit brief, discussion of the effect of a bankruptcy on legal set-off as between pre and post-
bankruptcy obligations, see Re Air Canada (unreported) (18 June 2003), 03-CL-4932 (Ont. S.J.) at paras. 14-15.

[The writer was involved in the Air Canada proceedings as counsel to the Ad Hoc Unsecured Creditors' Committee.]
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NESI which provided the general terms applicable to future transactions. Each had concluded a

number of such transactions with NESI, some for the purchase and some for the sale of gas.

In 1996, NESI began to experience financial difficulties. As a result, it became unable to honour
its obligation under several of the purchase and sale contracts. As a result of that failure, NGL
and Direct had been forced to buy gas on the open market. Each had to pay more than they had

agreed to pay NESI, as the market price for gas had increased.

Ultimately, NESI was petitioned into bankruptcy. NGL and Direct filed proofs of claim which
claimed compensation for the losses arising from NESI's failure to sell gas to them at the agreed
upon prices, i.e. the difference between what they had agreed to pay NESI for the gas and what

they had to pay subsequently in the open market.

NGL and Direct were also parties to contracts to sell gas to NESI. With respect to those
contracts, NGL and Direct benefited, in that they were able to sell the gas at the then higher
market price. The Trustee in Bankruptcy took the position that the claims of NGL and Direct in
the bankruptcy (with respect their 'buy losses') should be netted against these 'sell gains." The

Court at first instance agreed, and NGL and Direct appealed.

The first question addressed by the Court of Appeal was whether the purchase and sale
transactions under the master agreements were distinct and independent contracts. The Court
answered affirmatively. In that regard, the Court noted that both master agreements specifically

provided that each transaction thereunder shall constitute separate purchase and sale transactions
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between the parties. In addition, the Court found that the existence of an 'umbrella' agreement

did not merge the underlying transactions into one:

... basic contractual principles support the conclusion that the schedules executed
under the master agreement constitute separate contracts. Although the title
"master agreement" suggests a contract, the master agreements do not contain
any obligation to purchase or sell. The master agreements merely provide a
framework for future contractual relations. They do not specify what quantities
of gas are to be bought or sold, the price, or the due dates of any obligations.
Lacking the essential components of a contract, they merely anticipate the
formation of future contracts. At most, the master agreements are agreements to
enter into future contracts, elaborating some of the terms and conditions to be
incorporated into these future contracts. The master agreements provided a
mechanism whereby the appellants and NESI could contract, from time to time,
without renegotiating and revisiting basic terms already addressed in the master

agreements .40

The decision in Blue Range was contrasted as follows:

The interpretation of natural gas purchase and sale agreements, in their
myriad of forms, is challenging for courts, as demonstrated in recent cases
including [Blue Range]. The contracts in this appeal, and my
interpretation of their terms, should not be confused with other forms of

natural gas purchase and sale agreements. For example, in Blue Range,

* NESI at para. 21.
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this Court considered the availability of set-off to creditors in proceedings
under the [CCAA]. The Court concluded that set-off was available, inter
alia, because the long-term contracts for the supply of natural gas
constituted a single contract. The contracts here, however, were
fundamentally different from the master agreements and schedules in this
case. In Blue Range, the agreements created long-term obligations and
stipulated the quantify of gas to be delivered, pricing provisions and a
monthly payment schedule. Such features are absent from the master
agreements in this appeal. The differences between the Blue Range
agreements and the NGL and Direct master agreements support the
Chamber Judge's finding that the schedules with NESI were individual

contracts.

Moreover, in Blue Range there were cross-claims. In this case, there are
not. In short, a trustee will not be permitted to "cherry pick" the good

41
contracts ...

The second question for consideration was whether the subject master agreements contemplated
a netting of the parties' respective positions upon a default by NESI caused by its bankruptcy.
The first observation made by the Court in this regard was that neither the NGL nor the Direct

master agreement expressly provided for such a netting right. Further: "The parties could have

*! NESI at paras. 28, 29.
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so provided."* The Court then noted that the provisions in the master agreements dealing with
the calculation of damages contemplated compensation in respect of each particular transaction.
In contrast, the master agreements did contemplate netting in other circumstances. For instance,

the NGL master agreement provided for netting in the event of a force majeure. In conclusion:

The master agreements fall far short of requiring an innocent party to account for
and apply any windfall resulting from the breach of one contract to reduce losses
resulting from breach of another contract. Any netting contemplated by the
agreements merely ensures that cross obligations may be effectively set off. Had

the parties intended that an innocent party enjoying gains rather than losses from

one contract must use the gains to reduce damages on another contract, they

could have so provided in their agreements.43 [Emphasis added.]

The Court ruled that neither legal nor equitable set-off applied.

Thus, it is critical that when Master Agreements are negotiated and drafted, careful attention is
paid to set-off considerations. Further, where parties intend to include rights of set-off, including
equitable set-off, it is crucial to specify an intention that the transactions under the Master

Agreement are to be considered as “closely related.”

As the decision in Enron further indicates, netting provisions are clearly vital elements in

managing the risks associated with derivative contracts. Hart J. made it clear in the Enron

> NESI at para. 30.
3 1bid, at para. 36.
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judgment that in the context of a solvent corporation attempting to restructure, set-off rights will
not be interfered with lightly. To the extent that the netting provisions are clearly contemplated

and properly drafted, one should expect the courts to enforce them.

Conclusions

There are three straightforward lessons learned from the foregoing:

1. Understand the nature of your energy contracts.
2. Understand the specific terms of your energy contracts.
3. Understand the relationships among your energy contracts.

Each is necessary if you are to appreciate and manage the risk associated with the insolvency of

a contractual counterparty.

Steven H. Leitl
Partner, Macleod Dixon LLP
September 7, 2004
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