UN The Bankruptcy

LAW JOURNAL
NEWSLETTERS

An ALM Publication

5 tm,te:qx}s%®

Volume 34, Number 4 ¢ February 2017

The Intent of Section 546(e)

Will Reversing a Transaction ‘Seriously Upset The Securities Market's Ability to Function’?

By Sheryl P. Giugliano

On Dec. 1, 2016, Bankrupt-
cy Judge Michael J. Kaplan, in
Christophersen v. Pabel (In re
TVGA Engineering, Survey-
ing, PC.), 14-1104 (K) (Bankr.
W.D.N.Y. Dec. 1, 2016), held
that when a private compa-
ny repurchases stock from a
shareholder, and the payments
were made “by” the company
“to” the shareholder, through a
bank, those payments are not
protected by Bankruptcy Code
§ 546(e)’s safe harbor defense
because its application “cannot
be permitted to turn upon the
use of a bank.” In re TVGA En-
gineering, Surveying, P.C., 14-
1104 (K) p.5 (Bankr. W.D.N.Y.
Dec. 1, 2016).
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Judge Kaplan relied on legisla-
tive intent to find that a transac-
tion which potentially falls with-
in the safe harbor protections of
546(e) should not be afforded
the benefits of the safe harbor
defense because it is between
private parties, is truly “by” the
debtor and “to” the transferor,
merely uses a financial institu-
tion like cash and, perhaps most
important, if reversed, would not
likely “seriously upset the securi-
ties market’s ability to function.”

The Judge recognized that he
was bound by precedent in the
U.S. Court of Appeals for the
Second Circuit that

cial institution (such as a bank)

“a finan-

need not have taken a ‘benefi-
cial interest’ in a security (such
as a share of stock or a note or
a bond) in order to trigger the
§546(e) ‘safe harbor.” In re TVGA
Engineering, Surveying, PC., 14-
1104 (K) p.5 (Bankr. W.D.N.Y.
Dec. 1, 2016) (citing In re Que-
becor World (USA) Inc., 719
F.3d 94 (2d Cir. 2013)). Accord-
ingly, Judge Kaplan could not

rely solely upon the fact that the
bank in In re TVGA Engineering
Surveying, PC. did not receive a
financial benefit from the trans-
action. Instead, he distinguished
prior precedent, and aligned
with decisions looking to the
legislative intent of Bankruptcy
Code § 546(e).
BACKGROUND

Bankruptcy Code § 546(e) pre-
vents the avoidance of “a transfer
made by or to (or for the benefit
of)” a “financial institution” that
was made “in connection with a
securities contract.” 11 U.S.C. §
546(e). In In re TVGA Engineer-
ing, Surveying, P.C., years before
the debtor filed its bankruptcy
case, a privately held company
agreed with the defendant share-
holder to repurchase his shares.
The company made payments to
the defendant shareholder over
a period of 65 months, aggre-
gating $259,000. After the com-
pany’s Chapter 11 case was con-
verted to Chapter 7, the trustee
commenced an adversary pro-
ceeding against the defendant
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shareholder to recover the pay-
ments he received in the year be-
fore the filing. In his Dec. 1, 2016
opinion, Judge Kaplan denied the
defendant shareholder’s motion
to dismiss, which raised the safe
harbor under Bankruptcy Code
§ 546(e) as a defense.
DiSTINGUISHING SECOND
Circurtr PRECEDENT

Judge Kaplan distinguished
the facts in TVGA Engineering
from three other cases in which
the Second Circuit recognized
the safe harbor defense, each
of which involved significantly
larger amounts of money, and
would arguably have affected
the securities market if they
were subject to avoidance. See
In re Tribune Co. Fraudulent
Conveyance Litigation, 818 F.3d
98 (2d Cir. 2016) (involving an
$11 million debt); In re Enron
Creditors Recovery Corp. v. Alfa,
S.A.B. de C.V., 651 F.3d 329 (2d
Cir. 2011) (involving the debt-
or’s retirement or redemption of
its own publicly traded debt in
the amount of $1.1 billion); In re
Quebecor World (USA) Inc., 719
F.3d 94 (2d Cir. 2013) (involving
$376 million paid by the debtor
to a financial institution serving
as trustee).
LOOKING TO LEGISLATIVE
INTENT

Judge Kaplan likened this
case to decisions by the U.S.
Court of Appeals for the Elev-
enth Circuit in In re Munford,

Inc., 98 F.3d 604 (1996) (hold-
ing that a bank’s instrumental
role in a transaction does not
change that the payment may
have been “by” a debtor “to” a
shareholder), and by Bankrupt-
cy Judge Robert D. Drain in In
re MacMenamin’s Grill, Ltd.,
450 B.R. 414 (Bankr. S.D.N.Y.
2011) (denying safe harbor pro-
tection to transfers, and relying
upon legislative history because
language of Bankruptcy Code
§ 546(e) is ambiguous). Judge
Kaplan agreed with Judge Drain
that resorting to legislative his-
tory is necessary when analyz-
ing a 546(e) defense, and re-
lied upon Judge James Michael
Peck’s dictum in Quebecor con-
cluding that Judge Drain’s reli-
ance upon legislative intent was
responsible for Judge Drain’s
conclusion that Congress’ in-
tent was to shield from avoid-
ance transfers between enti-
which
upset the securities market’s

ties, could seriously
ability to function, as opposed
to transfers in a “small scale
private stock transaction.” In re
TVGA Engineering, Surveying,
PC., 14-1104 (K) p.6 (Bankr.
W.D.N.Y. Dec. 1, 2016) (quoting
Quebecor, 453 B.R. 201 (Bankr.
S.D.N.Y. 2011) (citing In re Mac-
Menamin’s Grill, Ltd., 98 F.3d
604 (1996))).
LessoNs FROM THE DEcIsION
Although Bankruptcy Code
Section 546(e) does not contain

a dollar threshold, the lesson
of TVGA Engineering appears
to be that even if the transfers
at issue were “settlement pay-
ments” made “in connection
with a securities contract,” the
fact that those transfers were
also made through a “finan-
cial institution” will not be suf-
ficient to invoke the safe har-
bor unless the reversal of those
transfers will “seriously upset
the securities market’s ability
to function.” In other words,
practitioners should consider
whether the scope and nature
of the transfers at issue were of
the type contemplated by Con-
gress when it created the safe
harbor defense.

Notwithstanding the forego-
ing, Judge Kaplan made clear in
his decision that the sharehold-
er defendant’s motion to dismiss
was not a motion for summary
judgment, and that his decision
did not “foreclose a future mo-
tion to dismiss or summary judg-
ment motion” based upon future
discovery.
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