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The Code’s Safe Harbor Defense

Still Vital and ‘Extremely Broad’

By Michael L. Cook

ppellate courts continue to
Aagree on the vitality and breadth

of the safe harbor defense con-
tained in Bankruptcy Code (Code) §
546(e). It insulates from the trustee’s
fraudulent transfer or preference attack
a “settlement payment” or “margin pay-
ment” on a “securities contract,” “com-
modity contract” or “forward contract”
except when the debtor’s payment is
made with “actual intent to hinder, de-
lay, or defraud” creditors. Despite poli-
cy arguments by trustees and creditors,
the Courts of Appeals have refused to
add requirements to the Code’s plain
language. In re Quebecor World (USA)
Inc., 2013 WL2460726, *1 (2d Cir. June
10, 2013) (beld, payments by debtor to
noteholder trustee for noteholders “in
exchange for private placement notes
... clearly fell within the safe harbor for
‘transfers made ... in connection with
a securities contract.””); In re Derivium
Capital LLC, 2013 WL2284876, *8 (4th
Cir. May 24, 2013)(held, commission
payments to stockbroker shielded from
recovery by “settlement payment” de-
fense; no exception in context of Ponzi
scheme); In re MBS Management Ser-
vices, Inc., 690 F.3d 352, 355 (5th Cir.
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2012) (beld, pre-bankruptcy payments
to power company for supplying elec-
tricity to debtor’s apartment complexes
were settlement payments on “forward
contract” for purchase of a “commod-
ity”; definition of “forward contract”
clear on its face).

Academics have unsuccessfully com-
plained about the courts’ expansive
reading of Code § 546(e). See Lubben,
Repeal the Safe Harbors, 18 Am. Bankr.
Inst. L. Rev. 319, 329-32 (2010) (describ-
ing weaknesses of safe harbor system
and arguing against recent expansive
definition given safe harbors by courts);
Edwards & Morrison, Derivatives and
The Bankruptcy Code: Why the Spe-
cial Treatment? 22 Yale J. On Reg. 91,
98 (2005) (safe harbors given to de-
rivatives “encompass ... far too many
transactions.”); Note, 2012 Am. Bankr.
Inst. L. Rev. 423, 424 (2012) (propos-
ing Ponzi scheme exception to safe
harbor, and arguing that “safe harbors
have been expanded to include securi-
ties, commodities contracts and entities
for which Congress did not envision
the safe harbors affording protection”)
criticizing Enron Creditors Recovery
Corp. v. Alfa, S.A.B.de C.V. (In re En-
ron Creditors Recovery Corp.) 651 F.3d
329, 339(2d Cir. 2011) (beld, settlement
payments include Chapter 11 debtor’s
pre-bankruptcy payments for early re-
demption of publicly traded commer-
cial paper).

Even practitioners have added to the
hysteria. See, e.g., Pinkas & Pisciotta, “To
Boldy Go Where No Court Has Gone
Before: Enron and the Application of §
546(e),” ABI jJournal, Oct., 2011 (“Few

and far between are the decisions that
have immediate and enormous direct
financial impact on bankruptcy cas-
es, and Enron is such a decision ... .
[Iln only a few months since the decision
was rendered, lender recoveries and un-
secured creditor distributions will be di-
minished by literally billions of dollars.”);
Stepanian, “Will Bankruptcy Preference
Decision ‘Imperil Decades of Cases’?” Liti-
gation News, Fall 2011.

PROTECTION FOR PRIVATELY PLACED NOTE
REPAYMENTS TO NOTEHOLDER TRUSTEE

The creditors’ committee in Quebecor
sued to avoid payments made by the
debtor to certain noteholders “in ex-
change for private placement notes that
had been issued by one of [the debt-
or’s] affiliates.” 2013 WL2460726, at *1.
As the Second Circuit noted, the debtor
“transferred funds to [the noteholder]
trustee ... in the amount and manner
prescribed for purchasing Notes.
The parties agreed that [the noteholder
trustee] is a financial institution. The
[note purchase agreements] were clear-
ly ‘securities contracts’ because they
provided for both the original purchase
and the ‘repurchase’ of the Notes.” Id. at
*3. In the words of the court, because
“this was a transfer made to a finan-
cial institution in connection with a se-
curities contract,” it was “exempt from
avoidance.” Id.

More significant was the plaintiff
committee’s argument that the note-
holder trustee was “only serving as a
conduit or intermediary.” Id. at *3. Not-
ing a “split of authority regarding what
role a financial institution must play
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in the transaction for it to qualify for
the section 546(e) safe harbor,” the Sec-
ond Circuit followed its earlier Enron
holding that “the absence of a financial
intermediary [who] takes title to the
transacted securities during the course
of the transaction is [not] a proper ba-
sis on which to deny safe-harbor pro-
tection.” Enron, 651 F. 3d at 338, cit-
ing three other circuit courts’ reliance
on the Code’s “plain language.” Id. at
*3 OSI Holdings, Inc. v. Alford (In re
QOSI Holdings, Inc.), 571 F.3d 545, 550-
51 (6th Cir. 2009); Contemporary Indus.
Corp. v. Frost, 564 F.3d 981, 987 (8th
Cir. 2009); and In re Resorts Int’l, Inc.,
181 F.3d 505, 516 (3d Cir. 1999). Con-
tra, In re Munford, Inc., 98F.3d 604,
610 (11th Cir. 1996) (per curiam) (2-1)
(beld, financial institution must acquire
beneficial interest in transferred funds
or securities for safe harbor to apply).
The Second Circuit rejected the
plaintiff committee’s “conduit”
argument in Quebecor, reasoning as fol-
lows:
Enron rejected a similar argument,
holding that the financial intermedi-
ary need not have a beneficial inter-
est in the transfer. ... To the extent
Enron left any ambiguity in this re-
gard, we expressly follow the Third,
Sixth, and Eighth Circuits in holding
that a transfer may qualify for the
section 546(e) safe harbor even if
the financial intermediary is merely
a conduit... .
A transaction involving one of
these financial intermediaries, even
as a conduit, necessarily touches
upon these at-risk markets. More-
over, the enumerated intermedi-
aries are typically facilitators of,
rather than participants with a
beneficial interest in the underlying
transfers. A clear safe harbor for
transactions made through these
financial intermediaries promotes
stability in their respective markets
and ensures that otherwise avoid-
able transfers are made out in the
open, reducing the risk that they
were made to defraud creditors. ...
Accordingly, it was sufficient that
[the debtor’s] transfer was made
to [the noteholder] trustee, even
though [that entity] did not take

title to the transferred funds.

Id. at *4-%5,

The Quebecor decision also contained
an important footnote confirming the
statutory limitation on the use of the safe
harbor. “Of course, the ‘securities con-
tract’ safe harbor is not without limita-
tion, and, for example, mere structuring
of a transfer as a ‘securities transaction’
may not be sufficient to preclude avoid-
ance.” Id. at *5 n.4, citing Code § 546(e),
§ 548(a)(1)(A) (transfer made “with ac-
tual intend to hinder, delay or defraud”
creditors expressly excluded from
§ 546(e) safe harbor protection).
This explicit statutory limitation was
also stressed by the Fourth Circuit
in its recent Derivium decision, dis-
cussed below.

CommissioN Payments; No PoNzi SCHEME
EXCEPTION TO SAFE HARBOR

The Fourth Circuit affirmed, among
other things in the Derivium case, the
dismissal of the trustee’s claims to re-
cover commissions paid by a fraudulent
stockbroker on the ground that the §
546(e) safe harbor protected those pay-
ments. Customers of Derivium trans-
ferred securities in exchange for three-
year recourse loans worth 90% of the
market value of the securities. When the
loans matured, customers could either
repay the principal plus interest and
recover their securities, surrender the
stock, or refinance the loan for an addi-
tional term. Customers transferred their
securities into brokerage accounts at a
stockbroker that maintained accounts
in the debtor’s name. The debtor told
its customers that they would hedge
their collateral using a confidential,
proprietary formula, but actually had
directed the stockbroker to transfer the
securities into other accounts and liqui-
date them, using the proceeds from the
stock sales to fund, among other things,
loans to other customers.

The debtor’s scheme fell apart when
it could no longer return the custom-
ers’ securities and when the stockbro-
ker closed its accounts. The trustee
sued the stockbroker asserting several
claims, including fraudulent transfer
claims to recover $161 million in securi-
ties that customers had transferred into
the brokerage accounts, plus commis-

sions that the debtor had paid to the
broker. After holding the custumers’
transfer of their securities to the broker
not to have involved the debtor’s prop-
erty, the court then held that the debt-
or’'s commission payments were also
insulated from recovery by reason of
the “settlement payment” safe harbor in
§ 546(e), reasoning as follows:

Because Congress included in the
definition of ‘settlement payment’
‘any other similar payment com-
monly used in the securities trade,
we also look to standard practice
of the securities industry to in-
form the definition of ‘settlement
payment.” Several industry texts
suggest that ‘settlement payment’
means the transfer of funds paid
in connection with the completing
of a securities transaction.

2013 WL 2284876, at *6.

Equally important was the Fourth Cir-
cuit’s holding that it was not required
“to establish an extra-statutory fraud
exception to the stockbroker defense”
contained in § 546(e). Id. at *8. Accord-
ing to the unsuccessful trustee, how-
ever, allowing “a broker to retain ill-
gotten profits” in a Ponzi scheme would
“undermine the ‘equitable goals of the
... Code.” Id. Affirming the bankruptcy
and district courts, the Court of Appeals
rejected the trustee’s argument for “an
exception to the stockbroker defense

. in the context of an alleged Ponzi
scheme ... .” Id.

Critical to the court’s holding was its
finding “several express [statutory] ex-
ceptions to the [stockbroker] defense,
including claims under [Code] §
548(a)(1) — ‘fraudulent transfers’ made
‘with actual intent to hinder, delay, or
defraud... ”” Id. Indeed, courts have
regularly held that the “existence of a
Ponzi scheme [gives] rise to a presump-
tion of actual fraud on the part of the
broker, triggering the fraud exception
to the stockbroker defense.” Id., citing
In re Manbattan Investment Fund Lim-
ited, 397 B.R.1, 14n.18 (S.D.N.Y. 2007),
aff'd 328 F. App’x 709 (2d Cir. 2009).
In Derivium, the actual fraud issue was
left “unanswered” because “the parties
[later] settled certain claims, and it ap-
pears the later hearing was not held.”
Id. at *8.
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PREFERENCES; SETTLEMENT PAYMENTS;
ForwARD CONTRACT FOR COMMODITY
PURCHASE

The Fifth Circuit held that a debtor’s
pre-bankruptcy payments to a power
company for supplying electricity to
the debtor’s apartment complexes were
settlement payments exempted from the
trustee’s preference claim. In re MBS
Management Services, Inc., 690 F.3d 352
(5th Cir. 2012). According to the court,
the debtor’s electricity requirements con-
tract with the power company constitut-
ed a “forward contract” covered by Code
§ 101(25)(A) (“a contract (other than
a commodity contract ) for the
purchase, sale, or transfer of a com-
modity ... with a maturity date more
than two days after the contract is
entered into ”). Id. at 355. Code
§ 546(e) also exempts from avoidance “a
transfer that is a ... settlement payment
by or to [a] ... forward contract mer-
chant ... . Id.

Relying on the statutory language
alone, the court rejected the trustee’s
proffered requirements of specific
quantity and delivery date, explain-
ing that no “such limitations” existed
in the Code. Id. at 356. Moreover, par-
ticipants in forward contracts “sell or
purchase the commodity in advance
to hedge against ... price fluctuations
... . [Florward contacts for electricity
do not typically limit the quantity sold
or purchased. Instead they are gener-
ally for the entire needs or demands
of the purchaser.” Id. at 357, citing In
re Nat’l Gas Distributors, LLC, 556 F.3d
247, 258 (4th Cir. 2009) (deflected at-
tempts to restrict definition of “forward
agreements”; supply contracts between
industry participants are not per se).

Cases To WATCH
Direct Payments to Defendant Share-
bolders’ Bank Account

Pending in the Second Circuit is an ap-
peal from the district court’s ruling in AP
Services LLPv. Silva, 483 B.R. 63, 68-69, 71
(S.D.N.Y. 2012) (beld, § 546(e) even bars
state common law claims such as unjust
enrichment, aiding and abetting or con-
version when the underlying facts show
that the plaintiff seeks to undo a trans-
action otherwise insulated by § 546(e).).
In AP Services, the court dismissed a
litigation trustee’s fraudulent transfer

complaint under New York Law (Code
§ 544(b) and NY Debt. & Cred. Law §
278) when a failed leveraged buyout
preceded bankruptcy by three years. The
debtor transferred funds “directly to [the
selling shareholder defendants’] bank
accounts and [the funds] did not pass ...
through a clearing house or [similar] in-
termediary.” Id. at 68. According to the
district court, the “transaction fits within
[the Code’s] safe harbor.” Id. at 69.
Neither the Code nor “case law indi-
cates that an intermediary is ‘necessary’
to trigger the safe harbor.” Id. Moreover,
“every circuit but one” has held that
“§ 546(e) is not limited to publicly
traded securities but also extends to
transactions, such as the [one] here,
involving privately held securities.” Id.
Accord, Brandt v. B.A. Capital Co. LP
(In re Plassein Int’l Corp.), 590 F.3d
252, 258-59 (3d Cir. Del. 2009) (apply-
ing § 546(e) although shares privately
held and “settlement payments” did not
travel through settlement system of in-
termediaries and guarantees).

Assignment of State Law Fraudulent
Transfer Claims to Litigation Trust
Under Chapter 11 Plan

Another district court, on June 11,
2013, rejected a trustee’s “clever” assign-
ment of state law fraudulent transfer
claims to avoid the Code’s “swap agree-
ment” safe harbor contained in § 546(g).
Whyte v. Barclays Bank PLC, 2013 WL
2489925 (S.D.N.Y. June 11, 2013). Like
§ 546(e), § 546(g) insulates pre-bank-
ruptcy transfers “made by or to ... a
swap participant ... under or in con-
nection with any swap agreement.” Id.
at * 2.

Five weeks prior to bankruptcy, the
defendant bank had acquired the debt-
or’s “portfolio of commodities deriva-
tives traded on the New York Mercan-
tile Exchange” for roughly $143 million.
That portfolio later became profitable,
apparently causing creditors to assert
that the transaction was a fraudulent
transfer under applicable state law. Id.
at *1-*2. Although the debtor’s Chapter
11 plan documents provided that “cer-
tain creditors ... and the relevant debt-
ors ... putatively assigned ‘any and all’
of their claims, [including fraudulent
transfers] to the [litigation] trust,” the
court held that the § 546(g) safe harbor

“impliedly pre-empts state-law fraudu-
lent [transfer] actions seeking to avoid
‘swap transactions’ as defined by the
Code.” Id. at * 4.

According to the court, the trustee’s
“clever” attempt to rely on her state law
rights as an “assignee,“ but not “as the
trustee of a bankruptcy estate ... would,
in effect, render section 546(g) a nullity.”
Id. at * 2.

COMMENT

Only Congress can amend the Code’s
safe harbor provisions, much to the cha-
grin of certain commentators. Because
Congress has repeatedly expanded the
scope of the safe harbor between 1982
and 2006, however, parties seeking
certainty need only look to the Circuit
Courts of Appeals, whose interpreta-
tions of the §546(e) safe harbor are “ex-
tremely broad.” Enron, 651 F.3d at 334;
OSI Holdings, 571 F.3d at 549.
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