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CITIBANK, N.A., U.S. BANK NATIONAL ASSOCIATION, U.S. BANK TRUST NATIONAL 

ASSOCIATION, WELLS FARGO BANK NATIONAL ASSOCIATION, 

Trustee Defendants-Appellees, 

801 GRAND CDO SPC, F/A/O THE SERIES 2006-1, AS ISSUER, 801 GRAND CDO SERIES 2006-1 

LLC, AS CO-ISSUER, 801 GRAND CDO SPC, F/A/O THE SERIES 2006-2, AS ISSUER, 801 GRAND 

CDO SERIES 2006-2 LLC, AS CO-ISSUER, ALTA CDO SPC, F/A/O THE SERIES 2007-1 

SEGREGATED PORTFOLIO, AS ISSUER, ALTA CDO LLC, FOR SERIES 2007-1, AS CO-ISSUER, ALTA 

CDO SPC, F/A/O THE SERIES 2007-2 SEGREGATED PORTFOLIO, AS ISSUER, ALTA CDO LLC, FOR 

SERIES 2007-2, AS CO-ISSUER, BARTON SPRINGS CDO SPC, F/A/O THE SERIES 2005-1 

SEGREGATED PORTFOLIO, AS ISSUER, BARTON SPRINGS CDO SERIES 2005-1 LLC, AS CO-ISSUER, 
BARTON SPRINGS CDO SPC, F/A/O THE SERIES 2005-2 SEGREGATED PORTFOLIO, AS ISSUER, 

BARTON SPRINGS CDO SERIES 2005-2 LLC, AS CO-ISSUER, BLUE POINT CDO SPC, F/A/O THE 

SERIES 2005-1 SEGREGATED PORTFOLIO, AS ISSUER, BLUE POINT CDO SERIES 2005-1 LLC, AS 

CO-ISSUER, CHERRY HILL CDO SPC, F/A/O THE SERIES 2007-1 SEGREGATED PORTFOLIO, AS 

ISSUER, CHERRY HILL CDO LLC FOR SERIES 2007-1, AS CO-ISSUER, CHERRY HILL CDO SPC, 
F/A/O THE SERIES 2007-2 SEGREGATED PORTFOLIO, AS ISSUER, CHERRY HILL CDO LLC FOR 

SERIES 2007-2, AS CO-ISSUER, COPPER CREEK CDO SPC, F/A/O SERIES 2007-1 SEGREGATED 

PORTFOLIO, AS ISSUER, COPPER CREEK CDO LLC, AS CO-ISSUER, CROWN CITY CDO 2005-1 

LIMITED, AS ISSUER, CROWN CITY CDO 2005-1 LLC, AS CO-ISSUER, CROWN CITY CDO 2005-2 

LIMITED, AS ISSUER, CROWN CITY CDO 2005-2 LLC, AS CO-ISSUER, FREEDOM PARK CDO 

SERIES 2005-1 LIMITED, AS ISSUER, FREEDOM PARK CDO SERIES 2005-1 LLC, AS CO-ISSUER, 
FULLERTON DRIVE CDO LIMITED, AS ISSUER, FULLERTON DRIVE CDO LLC, AS CO-ISSUER, 

GREYSTONE CDO SPC, F/A/O THE SERIES 2006-1 SEGREGATED PORTFOLIO, AS ISSUER, 
GREYSTONE CDO SERIES 2006-1 LLC, AS CO-ISSUER, GREYSTONE CDO SPC, F/A/O THE SERIES 

2006-2 SEGREGATED PORTFOLIO, AS ISSUER, GREYSTONE CDO SERIES 2006-2 LLC, AS CO-
ISSUER, JEFFERSON VALLEY CDO SPC, F/A/O THE SERIES 2006-1 SEGREGATED PORTFOLIO, AS 

ISSUER, JEFFERSON VALLEY CDO SERIES 2006-1 LLC, AS CO-ISSUER, KINGS RIVER LIMITED, AS 

ISSUER, KINGS RIVER LLC, AS CO-ISSUER, LAKEVIEW CDO SPC, F/A/O THE SERIES 2007-1 

SEGREGATED PORTFOLIO, AS ISSUER, LAKEVIEW CDO LLC SERIES 2007-1, AS CO-ISSUER, 
LAKEVIEW CDO SPC, F/A/O THE SERIES 2007-2 SEGREGATED PORTFOLIO, AS ISSUER, LAKEVIEW 

CDO LLC, F/A/O THE SERIES 2007-2 SEGREGATED PORTFOLIO, AS CO-ISSUER, LAKEVIEW CDO 

SPC, F/A/O THE SERIES 2007-3 SEGREGATED PORTFOLIO, AS ISSUER, LAKEVIEW CDO LLC, 
F/A/O THE SERIES 2007-3 SEGREGATED PORTFOLIO, AS CO-ISSUER, PANTERA VIVE CDO SPC, 

F/A/O THE SERIES 2007-1, AS ISSUER, PANTERA VIVE CDO LLC, AS CO-ISSUER, PEBBLE CREEK 

LCDO 2007-2, LTD., AS ISSUER, PEBBLE CREEK LCDO 2007-2, LLC, AS CO-ISSUER, PENN’S 

LANDING CDO SPC, F/A/O THE SERIES 2007-1 SEGREGATED PORTFOLIO, AS ISSUER, PENN’S 

LANDING CDO LLC, AS CO-ISSUER, PYXIS ABS CDO 2007-1 LTD., AS ISSUER, PYXIS ABS CDO 

2007-1 LLC, AS CO-ISSUER, QUARTZ FINANCE PLC, SERIES 2004-1, AS ISSUER, RESTRUCTURED 

ASSET CERTIFICATES WITH ENHANCED RETURNS, SERIES 2005-21-C TRUST, AS ISSUER, 
RESTRUCTURED ASSET CERTIFICATES WITH ENHANCED RETURNS, SERIES 2006-1-C TRUST, AS 

ISSUER, RESTRUCTURED ASSET CERTIFICATES WITH ENHANCED RETURNS, SERIES 2007-4-C 

TRUST, AS ISSUER, RUBY FINANCE PLC, F/A/O THE SERIES 2005-1, CLASS A2-A9, AS ISSUER, 
SECURITIZED PRODUCT OF 

RESTRUCTURED COLLATERAL LIMITED SPC, F/A/O THE SERIES 2007-1 FEDERATION A-1 

SEGREGATED PORTFOLIO, AS ISSUER, SECURITIZED PRODUCT OF RESTRUCTURED COLLATERAL 
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LIMITED SPC, F/A/O THE SERIES 2007-1 FEDERATION A-2 SEGREGATED PORTFOLIO, AS ISSUER, 
SOLAR V CDO SPC, F/A/O THE SERIES 2007-1 SEGREGATED PORTFOLIO, AS ISSUER, SOLAR V 

CDO LLC, AS CO-ISSUER, STOWE CDO SPC, F/A/O THE SERIES 2006-1 SEGREGATED 

PORTFOLIO, AS ISSUER, STOWE CDO SERIES 2006-1 LLC, AS CO-ISSUER, STOWE CDO SPC, 
F/A/O THE SERIES 2008-2A SEGREGATED PORTFOLIO, AS ISSUER, STOWE CDO LLC, AS CO-

ISSUER, SUNSET PARK CDO LIMITED SPC, F/A/O THE SERIES 2004-1 SEGREGATED PORTFOLIO, 
AS ISSUER, SUNSET PARK CDO LIMITED SPC, F/A/O THE SERIES 2004-2 SEGREGATED 

PORTFOLIO, AS ISSUER, SUNSET PARK CDO LIMITED SPC, F/A/O THE SERIES 2004-4 

SEGREGATED PORTFOLIO, AS ISSUER, SUNSET PARK CDO LLC, AS CO-ISSUER, SUNSET PARK 

CDO-M LIMITED SPC, F/A/O THE SERIES 2005-3 SEGREGATED PORTFOLIO, AS ISSUER, SUNSET 

PARK CDO-M LLC, AS CO-ISSUER, SUNSET PARK CDO LIMITED SPC, F/A/O THE SERIES 2005-5 

SEGREGATED PORTFOLIO, AS ISSUER, SUNSET PARK CDO SERIES 2005-5 LLC, AS CO-ISSUER, 
SUNSET PARK CDO SERIES 2005-6 LIMITED, AS ISSUER, SUNSET PARK CDO SERIES 2005-6 LLC, 

AS CO-ISSUER, SECURITIZED PRODUCT OF RESTRUCTURED COLLATERAL LIMITED SPC, F/A/O 

THE SERIES 2007-1 TABXSPOKE (07-1 40-100) SEGREGATED PORTFOLIO, AS ISSUER, SERIES 2007-
1 TABXSPOKE (07-1 40-100) LLC, AS CO-ISSUER, TAVARES SQUARE CDO LIMITED, AS ISSUER, 

TAVARES SQUARE CDO LLC, AS CO-ISSUER, VOX PLACE CDO LIMITED, AS ISSUER, VOX PLACE 

CDO LLC, AS CO-ISSUER, 

Issuer Defendants-Appellees, 

– AND – 

AIG, INC., AIG TAIWAN INSURANCE CO. LTD., ANZ INVESTMENT BANK, ANZ NOMINEES 

LIMITED, ATLANTIC CENTRAL BANKERS BANK, BALMORAL AUSTRALIA PTY LTD, BANCO 

CREDITO DEL PERU, BANK OF AMERICA NATIONAL ASSOCIATION, THE BANK OF NEW YORK 

MELLON, LONDON BRANCH, THE BANK OF NEW YORK MELLON TRUST COMPANY, N.A., BASIS 

CAPITAL PTY LIMITED, BASIS PAC- RIM OPPORTUNITY FUND LTD., BELMONT PARK INVESTMENTS 

PTY LTD, BIG HORN CDO 2007-1 COLLATERAL, BLUE MOUNTAINS CITY COUNCIL, BNY MELLON 

CORPORATE TRUSTEE SERVICES LTD., BRODERICK CDO 3, LTD., CARROLL 2 CC/CARROLL 

HOLDINGS COMPANY AND/OR THE HOLDERS OF AN ACCOUNT IN THAT NAME, CATHOLIC 

DEVELOPMENT FUND FOR THE CATHOLIC DIOCESE OF BATHURST, CHEYNE CLO INVESTMENTS I 

LTD., CITIBANK, N.A., CITICORP NOMINEES PTY LTD., CITIGROUP GLOBAL MARKETS, INC., CITY 

OF ALBANY, CITY OF SWAN, CLASS V FUNDING III, CORP., CLASS V FUNDING III, LTD., 
CONTINENTAL LIFE INSURANCE COMPANY OF BRENTWOOD TENNESSEE, COUNTRY LIFE 

INSURANCE COMPANY, CREDIT SUISSE SECURITIES (EUROPE) LTD., CREDIT SUISSE SECURITIES 

(USA) LLC, DEUTSCHE BANK TRUST COMPANY AMERICAS, DIVERSEY HARBOR ABS CDO, INC., 
DIVERSEY HARBOR ABS CDO, LTD., EASTERN METROPOLITAN REGIONAL COUNCIL, ELLIOTT 

INTERNATIONAL, L.P., EUROMERICA ASESORIAS S.A., EUROCLEAR BANK S.A./N.V., FIRST 

NORTHERN BANK AND TRUST COMPANY, LOWER MURRAY WATER, FULTON STREET CDO CORP., 
G & F YUKICH SUPERANNUATION PTY LTD, GARADEX INC., GATEX PROPERTIES INC., GENERAL 

SECURITY NATIONAL INSURANCE, GENWORTH LIFE AND ANNUITY INSURANCE CO., GEOMETRIC 

ASSET FUNDING LTD., GOLDMAN, SACHS & CO., GOLDMAN SACHS INTERNATIONAL, GOSFORD 

CITY COUNCIL, GUOHUA LIFE INSURANCE CO., LTD., HAVENROCK II LIMITED, HHE PARTNERSHIP 

LP, JP MORGAN CHASE BANK, NATIONAL ASSOCIATION, JP MORGAN SECURITIES, PLC, KLIO II 

FUNDING CORP., KLIO II FUNDING LTD., KLIO III FUNDING CORP., KLIO III FUNDING LTD., KMCL 

CARROLL AND/OR THE HOLDERS OF AN ACCOUNT IN THAT NAME, LANCER FUNDING II LTD., 
LANCER FUNDING II, LLC, LEETON SHIRE COUNCIL, LEITHNER & COMPANY PTY. LTD, LGT 
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BANK IN LIECHTENSTEIN, LTD., LIFEPLAN AUSTRALIA FRIENDLY SOCIETY LTD., THE LIVERPOOL 

LIMITED PARTNERSHIP, LORELEY FINANCING (JERSEY) NO. 15 LIMITED, LYNDOCH LIVING INC., 
MAGNETAR CONSTELLATION FUND II LTD., MAGNETAR CONSTELLATION MASTER FUND III LTD., 
MAGNETAR CONSTELLATION MASTER FUND LTD., MANLY COUNCIL, MARINER LDC, MARSH & 

MCLENNAN MASTER RETIREMENT TRUST, MARSH & MCLENNAN COMPANIES, INC. STOCK 

INVESTMENT PLAN, MBIA, INC., MODERN WOODMEN OF AMERICA, INC., MONEYGRAM 

SECURITIES LLC, MORGAN STANLEY & CO., INCORPORATED, MORGANS FINANCIAL LIMITED, 
MULBERRY STREET CDO, LTD., NATIONAL NOMINEES LIMITED, NATIONWIDE HYBRID 

MAND/NATIONWIDE SF HYBRID AND/OR THE HOLDERS OF AN ACCOUNT IN THAT NAME, 
NATIONWIDE SUPERANNUATION AND/OR THE HOLDERS OF AN ACCOUNT IN THAT NAME, 
NATIXIS FINANCIAL PRODUCTS LLC, NEWCASTLE CITY COUNCIL, OHIO PUBLIC EMPLOYEE 

RETIREMENT SYSTEM, OSDF, LTD., OVERSEAS PROPERTY INVESTMENT CORPORATION, 
PANORAMA RIDGE PTY LTD, PARKES SHIRE COUNCIL, PCA LIFE ASSURANCE CO. LTD., PHL 

VARIABLE INSURANCE COMPANY, PHOENIX LIFE INSURANCE COMPANY, PINNACLE POINT 

FUNDING LTD., PINNACLE POINT FUNDING CORP., PRINCIPAL LIFE INSURANCE COMPANY, 
PUTNAM DYNAMIC ASSET ALLOCATION FUNDS – GROWTH PORTFOLIO, PUTNAM INTERMEDIATE 

DOMESTIC INVESTMENT GRADE TRUST, PUTNAM STABLE VALUE FUND, RGA REINSURANCE CO., 
SBSI, INC., SCOR REINSURANCE COMPANY, SECURITY BENEFIT LIFE INSURANCE CO., SENTINEL 

MANAGEMENT GROUP INC., SHENANDOAH LIFE INSURANCE COMPANY, SHINHAN BANK, SMH 

CAPITAL ADVISORS, INC., ST. VINCENT DE PAUL SOCIETY QUEENSLAND, STABFUND SUB CA AG, 
STANDARD LIFE INSURANCE COMPANY OF INDIANA, STANTON ABS I P.L.C., STANTON CDO I SA, 

STARLING STRATEGIES LTD., STATE STREET GLOBAL ADVISORS, STATE STREET BANK AND 

TRUST COMPANY, STATE STREET INTERNATIONAL IRELAND LIMITED, STRATEGIC GLOBAL 

(PUTNAM) MANAGED TRUST, STICHTING SHELL PENSIOENFONDS, STRUCTURED CREDIT 

OPPORTUNITIES FUND II, LP, SUSQUEHANNA BANK, TERWIN CAPITAL, LLC, TIERRA ALTA 

FUNDING I LTD., TIERRA ALTA FUNDING I, CORP., TOPDANMARK EDB A/S, TRICADIA CREDIT 

STRATEGIES MASTER FUND, LTD., U.S. BANK NATIONAL ASSOCIATION, UNICREDIT BANK AG, 
LONDON BRANCH, UNITING CHURCH IN AUSTRALIA PROPERTY TRUST (SA), VALEO INVESTMENT 

GRADE CDO LTD., WELLS FARGO BANK, NATIONAL ASSOCIATION, WHITEHAWK CDO FUNDING, 
LLC, WHITEHAWK CDO FUNDING, LTD., THE WINTER GROUP, ZAIS INVESTMENT GRADE 

LIMITED II, ZAIS INVESTMENT GRADE LIMITED V, ZAIS INVESTMENT GRADE LIMITED X, 
INDIVIDUALLY AND AS REPRESENTATIVES OF ALL OTHERS SIMILARLY SITUATED, 

Noteholder Defendants-Appellee

Case 1:17-cv-01224-LGS   Document 87   Filed 06/16/17   Page 4 of 47



TABLE OF CONTENTS 
 

Page 

 

-i- 

I. LEHMAN’S CLAIMS CANNOT BE RECONCILED WITH THE 
BANKRUPTCY CODE SAFE HARBOR PROVISIONS ADDRESSING THE 
TERMINATION AND LIQUIDATION OF SWAP AGREEMENTS ............................. 6 

II. LEHMAN’S CLAIMS UNDERMINE MARKET EXPECTATIONS ........................... 13 

III. LEHMAN’S CLAIMS ARE LEGALLY UNFOUNDED .............................................. 22 

A. The Parties’ Agreement Regarding The Priority Of Payments Is 
Enforceable Pursuant To The Plain Meaning Of The Bankruptcy Code ............. 22 

1. The Noteholders’ Rights To Settlement And Payment Of 
Termination Amounts In Accordance With The Terms Of The 
Swap Agreements Are Expressly Preserved By Section 560 Of The 
Bankruptcy Code ..................................................................................... 23 

2. The Bankruptcy Code Defines “Swap Agreement” To Include 
Related Security Agreements ................................................................... 25 

3. The Ipso Facto Provisions Of Sections 365(e)(1), 541(c)(1) And 
363(l) Have No Applicability To Transactions Protected By 
Section 560............................................................................................... 28 

B. Contract Rights Triggered By LBHI’s Bankruptcy Filing Could Not 
Violate The Bankruptcy Code’s Ipso Facto Prohibitions As To LBSF .............. 29 

C. There Is No Violation Of The Ipso Facto Prohibitions Because Nothing 
Has Been Taken From LBSF ............................................................................... 32 

Case 1:17-cv-01224-LGS   Document 87   Filed 06/16/17   Page 5 of 47



 

-ii- 

 
TABLE OF AUTHORITIES 

 Page(s) 

Cases 

In re Bernard L. Madoff Investment Securities LLC, 
773 F.3d 411 (2d Cir. 2014)...............................................................................................12, 20 

In re Chateaugay Corp., 
No. 92 Civ. 7054(PKL), 1993 WL 159969 (S.D.N.Y. May 10, 1993)....................................29 

In re Cole, 
226 B.R. 647 (9th Cir. BAP 1998)...........................................................................................30 

In re EBC I, Inc. 
356 B.R. 631 (Bankr. D. Del. 2006) ........................................................................................30 

In re Enron Creditors Recovery Corp., 
422 B.R. 423 (S.D.N.Y. 2009) ...................................................................................................7 

Enron Creditors Recovery Corp. v. Alfa, S.A.B. de C.V., 
651 F.3d 329 (2d Cir. 2011).........................................................................................12, 20, 26 

Grede v. FCStone, LLC, 
746 F.3d 244 (7th Cir. 2014) ...................................................................................................12 

Hartford Underwriters Ins. Co. v. Union Planters Bank, N. A., 
530 U.S. 1 (2000) .....................................................................................................................26 

I.T.T. Small Business Finance Corp. v. Frederique, 
82 B.R. 4 (E.D.N.Y. 1987) ......................................................................................................30 

In re IT Group, Inc., Co., 
302 B.R. 483 (D. Del. 2003) ....................................................................................................30 

Lamie v. U.S. Trustee, 
540 U.S. 526 (2004) .................................................................................................................26 

In re Lehman Bros. Holdings Inc., 
422 B.R. 407 (Bankr. S.D.N.Y. 2010) (“BNY I”) ........................................................20, 26, 30 

Lehman Bros. Holdings Inc. v. BNY Corporate Trustee Servs. Ltd., 
2010 WL 10078354 (S.D.N.Y. Sept. 23, 2010) (“BNY II”) ..............................................20, 29 

Case 1:17-cv-01224-LGS   Document 87   Filed 06/16/17   Page 6 of 47



 

-iii- 

Transcript of Hearing of Motion of Harrier Finance Limited, a.k.a. Rathgar 
Capital Corporation to Dismiss Adversary Proceeding at 22-23 Lehman Bros. 
Special Fin., Inc. v. Harrier Fin. Ltd., 
(Bankr. S.D.N.Y. Sept. 17, 2009) (Adv. Pro. No. 09-01241) ..................................................14 

Lyons Savings & Loan Association v. Westside Bancorporation, Inc., 
828 F.2d 387 (7th Cir. 1987) ...................................................................................................30 

Mich. State Hous. Dev. Auth. v. Lehman Bros. Derivative Prods. Inc. (In re 
Lehman Bros. Holdings Inc.), 
502 B.R. 383 (S.D.N.Y. 2013) ...................................................................................................2 

Micula v. Government of Romania, 
No. 15-MC-107, 2015 WL 4643180 (S.D.N.Y. Aug. 5, 2015) ...............................................14 

Muller v. State of Oregon, 208 U.S. 412, 421 (1908)  ...................................................................17 

In re Nat’l Gas Distribs., 
556 F.3d 247 (4th Cir. 2009) ...................................................................................................12 

Official Comm. of Unsecured Creditors of Quebecor World (U.S.A.) v. Am. Life 
Ins. Co. (In re Quebecor World (U.S.A.)), 
719 F.3d 94 (2d Cir. 2013)...........................................................................................12, 20, 26 

Ryan v. Commodity Futures Trading Comm’n, 
125 F.3d 1062 (7th Cir. 1997) .................................................................................................14 

In re Sapolin Paints, Inc., 
5 B.R. 412 (Bankr. E.D.N.Y. 1980) .........................................................................................30 

Thrifty Oil Co. v. Bank of Am. Nat’l Trust & Sav. Ass’n, 
322 F.3d 1039 (9th Cir. 2003) .....................................................................................12, 13, 14 

In re Tribune Co. Fraudulent Conveyance Litig., 
818 F.3d 98 (2d Cir. 2016).................................................................................................12, 20 

Statutes 

11 U.S.C. § 101(25) .......................................................................................................................11 

11 U.S.C. § 101(38A) ....................................................................................................................11 

11 U.S.C. § 101(47) .......................................................................................................................11 

11 U.S.C. § 101(53B) ..................................................................................................25, 26, 27, 28 

11 U.S.C. § 101(53B)(A)(vi) .............................................................................................10, 25, 26 

11 U.S.C. § 362(a) .........................................................................................................................28 

Case 1:17-cv-01224-LGS   Document 87   Filed 06/16/17   Page 7 of 47



 

-iv- 

11 U.S.C. § 362(b)(6) ................................................................................................................6, 11 

11 U.S.C. § 362(b)(7) ................................................................................................................7, 11 

11 U.S.C. § 362(b)(17) ................................................................................................10, 11, 28, 29 

11 U.S.C. § 362(b)(27) ..................................................................................................................11 

11 U.S.C. § 362(o) .........................................................................................................................29 

11 U.S.C. § 363(l) ....................................................................................................................28, 29 

11 U.S.C. § 365(e) .........................................................................................................................30 

11 U.S.C. § 365(e)(1) .........................................................................................................23, 28, 31 

11 U.S.C. § 365(e)(1)(B) ...................................................................................................29, 30, 31 

11 U.S.C. § 541(c)(1) .....................................................................................................................28 

11 U.S.C. § 541(c)(1)(B) ...................................................................................................29, 30, 31 

11 U.S.C. § 546(e) ...............................................................................................................6, 11, 12 

11 U.S.C. § 546(f) ......................................................................................................................7, 11 

11 U.S.C. § 546(g) .........................................................................................................................11 

11 U.S.C. § 546(j) ..........................................................................................................................11 

11 U.S.C. § 555 ..........................................................................................................................6, 11 

11 U.S.C. § 556 ..........................................................................................................................6, 11 

11 U.S.C. § 559 ..........................................................................................................................7, 11 

11 U.S.C. § 560 ...................................................................................................................... passim 

11 U.S.C. § 561 ..............................................................................................................................11 

11 U.S.C. § 741(7) .........................................................................................................................11 

11 U.S.C. § 761(4) .........................................................................................................................11 

Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, Pub. L. No. 
109-8, § 907, 119 Stat. 23 (2005). .................................................................................9, 23, 27 

Financial Netting Improvements Act of 2006, Pub. L. No. 109-390, § 5, 120 Stat. 
2692....................................................................................................................................10, 11 

Case 1:17-cv-01224-LGS   Document 87   Filed 06/16/17   Page 8 of 47



 

-v- 

Other Authorities 

1982 Amendments to Bankruptcy Code, Pub. L. No. 97-222, 96 Stat. 235 ....................................6 

1984 Amendments to Bankruptcy Code, Pub. L. No. 98-353, §§ 391-396, 98 Stat. 
333..............................................................................................................................................7 

1990 Bankruptcy Amendments, Pub. L. No. 101-311, 104 Stat. 267 .................................8, 23, 27 

136 Cong. Rec. 13,153 (1990) .........................................................................................................9 

5 Collier on Bankruptcy (16th ed. 2010) .......................................................................................26 

1 Collier on Lending Institutions & Bankruptcy Code ..................................................................31 

Bankruptcy Code ................................................................................................................... passim 

Bill Harrington, Nicholas Lindstrom, & Edward Manchester, Framework for De-
Linking Hedge Counterparty Risks from Global Structured Finance Cashflow 
Transactions, Moody’s Investors Service, May 25, 2006 .......................................................16 

Black’s Law Dictionary (9th ed. 2009) ....................................................................................23, 24 

Business Wire, Fitch Monitoring Potential Implications of Lehman Bankruptcy on 
Global Synthetic CDOs, Sept. 16, 2008 available at 
http://www.businesswire.com/news/home/20080916006288/en/Fitch-
Monitoring-Potential-Implications-Lehman-Bankruptcy-Global (“Fitch 
Monitoring”) ......................................................................................................................14, 15 

1 D. Epstein, S. Nickles, & J. White, Bankruptcy § 5-12 (1992) ..................................................30 

David B. Stratton & Michael J. Custer, Shot Heard Around the CDO World: Flip 
Clauses Found To Be Unenforceable Ipso Facto Provisions, 29 Am. Bankr. 
Inst. J. 30 (2010) ......................................................................................................................21 

Dr. Stefan Bund, Alessandro Cipolla, Andre Dahlkamp, Euan Gatfield, Alex 
Kung, & Jennifer San Cartier, Counterparty Risk in Structured Finance 
Transactions: Hedge Criteria, Fitch Ratings, Aug. 1, 2007 ....................................................17 

Fed. R. Bankr. P. 8017 .....................................................................................................................4 

H.R. Rep. No. 97-420 (1982), reprinted in 1982 U.S.C.C.A.N. 583 ..........................................6, 7 

H.R. Rep. No. 101-484 (1990), reprinted in 1990 U.S.C.C.A.N. 223 ....................................7, 8, 9 

H.R. Rep. No. 109-31 (2005), reprinted in 2005 U.S.C.C.A.N. 88 ....................................9, 10, 27 

H.R. Rep. No. 109-648 (2006) available at 2006 WL 6165926, 2006 WL 
6165926, at *7 ....................................................................................................................10, 11 

Case 1:17-cv-01224-LGS   Document 87   Filed 06/16/17   Page 9 of 47



 

-vi- 

Interest Swap: Hearing on S. 396 Before the Subcommittee on Courts and 
Administrative Practices of the Senate Committee on the Judiciary, 101st 
Cong. (1989) ..........................................................................................................................7, 8 

ISDA Fact Sheet: Derivatives—Facts and Figures (May 8, 2017), available at 
http://www2.isda.org/about-isda/ (last visited June 15, 2017) ..................................................2 

ISDA OTC Derivatives Market Analysis Year-End 2012, available at 
https://www2.isda.org/functional-areas/research/studies/ (last visited June 9, 
2017) ..........................................................................................................................................7 

ISDA Research Study: Dispelling Myths: End-User Activity in OTC Derivatives 
(August 2014), available at 
http://www2.isda.org/attachment/Njc2Nw==/ISDA-Dispelling%20myths-
final.pdf ......................................................................................................................................2 

Izabella Kaminska, Europe’s ABS Currency-Swap Exposure, Financial Times, 
Feb. 15, 2010, available at 
http://ftalphaville.ft.com/blog/2010/02/15/149331/europes-abs-currency-
swap-exposure (“Europe’s ABS Currency-Swap Exposure”) ......................................15, 18, 22 

James G. Rumball, A New Threat for Structured Finance: Flip Clauses 
Enforceable?, available at 
http://www.mondaq.com/canada/x/95668/Investment+Strategy/A+New+Thre
at+For+Structured+Finance+Transactions+Flip+Clauses+Enforceable (last 
visited June 9, 2017) ................................................................................................................21 

21 B Kenneth W. Graham, Jr., Federal Practice and Procedure, Federal Rules of 
Evidence, §5103.2 (2d Ed.)  .....................................................................................................17 

Kingsley T.W. Ong, The ISDA Master Agreement:  Insolvency Stalemate and 
Endgame Solutions for Hong Kong Liquidators, 40 Hong Kong L.J. 337, 
(2010) .......................................................................................................................................15 

L. Davids, Dictionary of Banking and Finance  (1978) ................................................................24 

Martin J. Bienenstock, Bankruptcy Reorganization 460 (Practising Law Institute) 
(1987) .......................................................................................................................................31 

Merriam-Webster’s Collegiate Dictionary  (11th ed. 2004) .........................................................24 

Michael Drexler & Katrien van Acoleyen, CDO Spotlight: Counterparty Risk In 
Structured Finance Transactions, Standard & Poor’s, Mar. 7, 2005 ......................................17 

S. Rep. No. 98-65, at 47 (1983) .......................................................................................................7 

S. Rep. No. 101-285 (1990), available at 1990 WL 259288 ...................................................7, 8, 9 

Case 1:17-cv-01224-LGS   Document 87   Filed 06/16/17   Page 10 of 47



 

-vii- 

The Random House Dictionary of the English Language  (2d ed. unabridged 
1987) ........................................................................................................................................24

Case 1:17-cv-01224-LGS   Document 87   Filed 06/16/17   Page 11 of 47



 

1 

 
Amici curiae Securities Industry and Financial Markets Association 

(“SIFMA”) and International Swaps and Derivatives Association, Inc. (“ISDA”) 

respectfully submit this brief in support of the noteholder and trustee defendant-

appellees (the “Appellees”) brief in response to the brief of Plaintiff-Appellant 

Lehman Brothers Special Financing Inc. (“LBSF”) concerning LBSF’s appeal 

from the order (the “Order”) of the United States Bankruptcy Court for the 

Southern District of New York dismissing Counts I through XIX of the Fourth 

Amended Complaint (the “Complaint”). 

PRELIMINARY STATEMENT 

This protracted and expensive proceeding is exactly the type that Congress 

intended to prevent when it enacted Bankruptcy Code safe harbor provisions 

completely insulating the right to terminate and liquidate swap agreements.  That 

legislative balancing reflects Congress’s determination for swap agreements to be 

resolved promptly and with finality to safeguard market stability in the event that a 

significant financial market participant filed for bankruptcy.   

Nearly nine years after Lehman’s bankruptcy filing, however, Lehman is 

still litigating whether its counterparties are permitted to terminate and liquidate 

swap agreements in the contractually agreed-upon manner.  Instead of certainty 

and finality, participants in the multi-hundred trillion dollar swaps markets have 
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been left with precisely the uncertainty and costly litigation Congress sought to 

eliminate on the question whether swap agreements will be enforced as written.   

This uncertainty has impacted not only transactions such as the 

Collateralized Debt Obligations (“CDOs”) at issue on this appeal, but also 

currency swaps and interest rate swaps that are widely used as hedges for 

commercial and financial transactions, and even the financing structures available 

to governmental housing agencies.  See Mich. State Hous. Dev. Auth. v. Lehman 

Bros. Derivative Prods. Inc. (In re Lehman Bros. Holdings Inc.), 502 B.R. 383 

(S.D.N.Y. 2013).  Indeed, the 2017 ISDA Derivatives Fact Sheet shows that 74% 

of the Interest Rate Differential market uses derivatives.  See ISDA Fact Sheet: 

Derivatives—Facts and Figures (May 8, 2017), available at 

http://www2.isda.org/about-isda/ (last visited June 15, 2017).  A 2014 ISDA 

Research Study also confirms that 65% of over-the-counter interest rate derivatives 

market turnover involves an end user on one side and a reporting dealer on the 

other.  See ISDA Research Study: Dispelling Myths: End-User Activity in OTC 

Derivatives (August 2014), available at 

http://www2.isda.org/attachment/Njc2Nw==/ISDA-Dispelling%20myths-final.pdf 

(last visited June 15, 2017). 

Permitting Lehman to pursue its claims is also fundamentally at odds with 

market expectations.  As Lehman alleges, it is suing over billions of dollars in 
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swap termination payments in connection with 47 different CDO transactions.  

Compl. ¶ 2.  Those transactions were structured and marketed—by Lehman—so 

that in the event of a Lehman default, the invested capital would be returned to the 

CDO investors.  This structure was used to avoid triggering a payment obligation 

to Lehman that would wipe out billions of dollars in CDO investments in the event 

of a tactical default by Lehman under market conditions favorable to it, a Lehman 

bankruptcy, or certain other circumstances.  Accordingly, the parties agreed that in 

the event of an early termination triggered by a Lehman default, the liquidation of 

the swap agreements would include the distribution of the collateral proceeds to 

the CDO investors.  This is what the parties intended and what they contracted for.  

Those contracts should be enforced as written.   

Lehman benefited, moreover, from the high credit ratings associated with 

this structure.  Indeed, the credit rating agencies required this structure to award 

the CDOs their highest ratings.  Without those ratings, the CDO investments would 

have been far more difficult to market.  Lehman further benefited from the fact that 

the high ratings permitted it to enter into financing transactions at the lowest 

available market rates.   

Enforcing the contractual priority of payment provisions at issue in this case 

would vindicate Congressional intent and send a clear message to the markets that 

they may rely on the Bankruptcy Code safe harbor provisions. 
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STATEMENT OF INTEREST
1
 

SIFMA is the voice of the U.S. securities industry.  It represents the broker-

dealers, banks and asset managers whose nearly 1 million employees provide 

access to the capital markets, raising over $2.5 trillion for businesses and 

municipalities in the U.S., serving clients with over $20 trillion in assets and 

managing more than $67 trillion in assets for individual and institutional clients 

including mutual funds and retirement plans.  SIFMA, with offices in New York 

and Washington, D.C., is the U.S. regional member of the Global Financial 

Markets Association.  

ISDA is the global trade association representing leading participants in the 

derivatives industry.  ISDA was chartered in 1985, and comprises more than 850 

member institutions from 68 countries on six continents.  These members comprise 

a broad range of derivatives market participants, including corporations, 

investment managers, government and supranational entities, insurance companies, 

energy and commodities firms, and international and regional banks.  In addition to 

market participants, members also include key components of the derivatives 

                                                 
1
 Pursuant to Federal Rule of Bankruptcy Procedure 8017, SIFMA and ISDA state, 

consistent with Rule 8017(c)(4), that no party or party’s counsel authored this brief 
in whole or in part; that no party or party’s counsel contributed money that was 
intended to fund preparing or submitting the brief; and that no person other than 
amici, their members, and their counsel contributed money that was intended to 
fund preparing or submitting this brief. 
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market infrastructure, such as exchanges, intermediaries, clearing houses and 

repositories, as well as law firms, accounting firms and other service providers.  

ISDA’s work in three key areas—reducing counterparty credit risk, increasing 

transparency, and improving the industry’s operational infrastructure—is part of a 

strong commitment to ISDA’s primary goals of building robust, stable financial 

markets, and a strong financial regulatory framework. 

This appeal presents questions of significance to SIFMA, ISDA and their 

members concerning the functioning of the derivatives markets.  ISDA’s members 

and many of SIFMA’s members—which included LBSF’s parent Lehman Brothers 

Holdings, Inc. (“LBHI”) prior to its bankruptcy filing—are active participants in 

the derivatives markets who play a variety of roles in structured finance 

transactions.  Some have sponsored and structured CDOs like those at issue here, 

while others have invested in notes and other instruments issued by such vehicles.  

Thus, SIFMA’s and ISDA’s members do not have a uniform financial interest in 

the outcome of this lawsuit.  Indeed, should they one day find themselves in 

bankruptcy, certain of SIFMA’s and ISDA’s members might well benefit from 

rulings in this proceeding favorable to Lehman.  SIFMA and ISDA nonetheless 

submit this brief as amici curiae supporting the position of the Appellees because 

they and their members seek the certainty, finality and assurances of market 

stability that the Bankruptcy Code safe harbor provisions were intended to provide. 
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ARGUMENT 

I. 
 

LEHMAN’S CLAIMS CANNOT BE RECONCILED 
WITH THE BANKRUPTCY CODE SAFE HARBOR 
PROVISIONS ADDRESSING THE TERMINATION 

AND LIQUIDATION OF SWAP AGREEMENTS 

Congress has enacted safe harbor provisions for the very purpose of 

permitting financial market participants to enforce swap termination and 

liquidation provisions just like those at issue here without the cost and uncertainty 

of litigation—and thus promote the stability of the financial markets.  Lehman’s 

claims in this lawsuit cannot be reconciled with those statutory safe harbors. 

As early as 1982, Congress amended the Bankruptcy Code to add safe 

harbor provisions exempting payments made in 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.  In the aftermath of a judicial decision that injected 

uncertainty as to the enforceability of repurchase agreements in bankruptcy, 

Congress acted again in 1984 to clarify that the Bankruptcy Code’s safe harbor 

protections extended to repurchase agreements.  See 1984 Amendments to 
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Bankruptcy Code, Pub. L. No. 98-353, §§ 391-396, 98 Stat. 333 (now codified, as 

amended, at 11 U.S.C. §§ 362(b)(7), 546(f), 559); S. Rep. No. 98-65, at 47 (1983). 

On both occasions, Congress sought to insulate the financial markets from 

the instability that could result if a bankruptcy prevented parties 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 the safe harbor protections to swap 

agreements.  Even then, in the swap markets’ 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.”
 2
  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. 

                                                 
2
 In the ensuing decades, 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 $642.1 trillion in 2012.  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 OTC Derivatives 
Market Analysis Year-End 2012, available at https://www2.isda.org/functional-
areas/research/studies/ (last visited June 9, 2017). 
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Echoing the concerns that drove Congress to act in 1982 and 1984, 

Congress had grown 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. . . .”) 

(emphasis added). 

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.  That provision was intended “to preserve a swap 
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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 Section 560, Congress made clear 

that “the exercise of any such right shall not be . . . limited by operation of the 

Bankruptcy Code.”  Id.  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, § 907(j), 119 Stat. 23; H.R. Rep. No. 10931, at 20 & n.79 (2005), reprinted 

in 2005 U.S.C.C.A.N. 88, 105.  Two aspects of the 2005 amendments are 

particularly pertinent to the issues before the Court.  First, Congress 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.”  It did so by replacing “termination of a swap agreement” with the 

more expansive phrase “liquidation, termination, or acceleration of one or more 

swap agreements.”  See H.R. Rep. No. 109-31, at 193, 224 (2005), reprinted in 
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2005 U.S.C.C.A.N. 88, 190 (emphasis added).  Second, the 2005 amendments 

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.”  Id. at 

107 (emphasis added). 

As with the earlier legislation, 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. 

Finally, 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 
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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)).  This 

amendment was 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. 

The result of these Bankruptcy Code Amendments is a statutory scheme 

that:  (1) permits swap participants to terminate and liquidate swap agreements 

according to their terms, notwithstanding the bankruptcy of a counterparty and 

notwithstanding any other provision of the Bankruptcy Code (Section 560); (2) 

permits swap participants to exercise their contractual rights under security 

agreements relating to swap agreements notwithstanding any automatic stay 

resulting from the bankruptcy filing of a counterparty (Section 362(b)(17)); and (3) 

prohibits the avoidance of transfers made in connection with a swap agreement 

(Section 546(g)).
3
 

                                                 
3
 Congress focused its attention not only on swaps but also on other complex 

transactions that would pose risks to financial markets and the economy if 
bankruptcy laws were allowed to interfere with them.  These include repurchase 
agreements (Sections 559, 101(47), 362(b)(7), 546(f)), securities contracts 
(Sections 555, 741(7), 362(b)(6), 546(e)), forward contracts (Sections 556, 
101(25), 362(b)(6), 546(e)), commodities contracts (Sections 556, 761(4), 
362(b)(6), 546(e)) and master netting agreements (Sections 561, 101(38A), 
362(b)(27), 546(j)).  All of these provisions reflect a common theme:  parties to 
financial transactions that, if disrupted, would pose systemic risk to the economy 
are permitted to enforce the terms of their contracts notwithstanding the 
bankruptcy of a counterparty. 
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As the Second Circuit and a number of other circuit courts around the 

country have recognized, these safe harbor provisions 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 Bernard L. Madoff 

Investment Securities LLC, 773 F.3d 411, 420 (2d Cir. 2014) (“the interpretation 

pressed by the Trustee risks the very sort of significant market disruption that 

Congress was concerned with”); Official Comm. of Unsecured Creditors of 

Quebecor World (U.S.A.) v. Am. Life Ins. Co. (In re Quebecor World (U.S.A.)), 719 

F.3d 94, 100 (2d Cir. 2013) (holding that courts should apply the safe harbor 

provisions according to their plain meaning “as a means of ‘minimiz[ing] the 

displacement caused in the commodities and securities markets in the event of a 

major bankruptcy affecting those industries.’”), quoting Enron Creditors Recovery 

Corp. v. Alfa, S.A.B. de C.V., 651 F.3d 329, 334 (2d Cir. 2011); In re Tribune Co. 

Fraudulent Conveyance Litig., 818 F.3d 98, 120–21 (2d Cir. 2016) (quoting 

Quebecor); Grede v. FCStone, LLC, 746 F.3d 244, 253-54 (7th Cir. 2014) 

(“§546(e) reflects a policy judgment by Congress that allowing some otherwise 

avoidable pre-petition transfers in the securities industry to stand would probably be 

a lesser evil than the uncertainty and potential lack of liquidity that would be caused 

by putting every recipient of settlement payments in the past 90 days at risk of 

having its transactions unwound in bankruptcy court.”); 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 
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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.”). 

Both the words that Congress chose to use and the policy underlying that 

statutory language compel the conclusion that the Court should enforce the agreed 

upon priority of payment provisions at issue in this case.  Lehman should not be 

permitted to perpetuate significant uncertainty in the financial markets by pursuing 

claims to re-write the terms of swap agreements contrary to the statutory language, 

Congressional intent and the intentions of the contracting parties.  Instead, the safe 

harbor provisions should be construed in accordance with their plain meaning to 

uphold the broad protections that Congress intended to establish for the financial 

markets. 
II. 

 
LEHMAN’S CLAIMS UNDERMINE MARKET EXPECTATIONS 

By the adversary proceeding below, Lehman seeks to avoid the enforcement 

of swap agreement terms that Lehman and its affiliates developed, marketed and 

sold to investors.  It should not be permitted to so. 

The issuer of each CDO at issue sold credit protection to LBSF on one or 

more “reference obligations” in the form of a credit default swap (“CDS”).  Id.  As 

Lehman openly acknowledges, security agreements entered into as part of each and 

every one of the transactions provide that in the event of a swap termination 
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triggered by a Lehman default, the CDO collateral proceeds are to be paid first to 

the noteholders.  Id. ¶¶ 57, 61.  At the same time, any swap termination amount 

payable to LBSF is subordinated to the payments to noteholders.  Id. at 61. 

As LBSF’s counsel has confirmed, “[t]hese transactions . . . were . . . largely 

structured by [LBSF] and its affiliates….”  Transcript of Hearing of Motion of 

Harrier Finance Limited, a.k.a Rathgar Capital Corporation, to Dismiss Adversary 

Proceeding at 22-23, Lehman Bros. Special Fin., Inc. v. Harrier Fin. Ltd. (Bankr. 

S.D.N.Y. Sept. 17, 2009) (Adv. Pro. No. 09-01241).4  Indeed, Lehman entities 

routinely structured CDOs with LBSF serving as the CDS counterparty.  Business 

Wire, Fitch Monitoring Potential Implications of Lehman Bankruptcy on Global 

Synthetic CDOs, Sept. 16, 2008 (hereinafter, Fitch Monitoring).
5
  For example: 

Lehman acted as swap counterparty in 69 Fitch-rated 
synthetic CDOs; 31 in Europe; 35 in Asia; three in the 
U.S.  In many of these transactions, Lehman Brothers 
Special Financing Inc. acted as the buyer of credit 
protection from the CDO as CDS swap counterparty, and 
Lehman Brothers Holdings Inc. acted as a guarantor or 
credit support provider. 
 

                                                 
4
 The Court may take judicial notice of this transcript.  Ryan v. Commodity Futures 

Trading Comm’n, 125 F.3d 1062, 1063 (7th Cir. 1997); Micula v. Government of 
Romania, No. 15-MC-107, 2015 WL 4643180, at *1 (S.D.N.Y. Aug. 5, 2015).   

5
 Available at 

http://www.businesswire.com/news/home/20080916006288/en/Fitch-Monitoring-
Potential-Implications-Lehman-Bankruptcy-Global (last visited June 9, 2017). 
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Id.  This is precisely the structure at issue here. 

The swap agreement term providing that noteholders would be paid before 

LBSF in the event that LBSF triggered the termination of the relevant CDS was a 

feature that Lehman built into many—possibly all—of these transactions to meet 

the requirements of both investors and credit rating agencies.  See, e.g., Fitch 

Monitoring (“If an early termination is triggered where the swap counterparty is 

the defaulting party, the eligible securities are typically liquidated and used to 

repay the CDO notes before any swap termination payment is potentially due to 

[Lehman].”); see also Izabella Kaminska, Europe’s ABS Currency-Swap Exposure, 

Financial Times, Feb. 15, 2010 (“[S]aid swap termination payment is commonly 

subordinated to note payments if the termination payment results from the 

bankruptcy of the swap counterparty.”) (hereinafter, Europe’s ABS Currency-Swap 

Exposure)
6
; Kingsley T.W. Ong, The ISDA Master Agreement:  Insolvency 

Stalemate and Endgame Solutions for Hong Kong Liquidators, 40 Hong Kong L.J. 

337, 351 n.60 (2010) (requirement to pay noteholders before paying a defaulting 

swap counterparty is “market-standard in the securitization and structured finance 

industry;” its “primary objective . . . is to disincentivize default by a swap 

counterparty and ensure that the defaulting swap counterparty does not benefit 

                                                 
6
 Available at http://ftalphaville.ft.com/blog/2010/02/15/149331/europes-abs-

currency-swap-exposure (last visited June 9, 2017). 
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from its own default by continuing to be paid at a senior position in the 

waterfall.”). 

The agreed upon contractual term providing that noteholders would be paid 

first in the event of an LBSF default was an important feature of the transactions, 

and was highlighted in the offering documents prepared by Lehman and its 

affiliates.  It was also of particular significance to the ratings agencies assigning 

credit ratings to the notes. 

Both Moody’s Investors Service and Fitch Ratings specifically described 

priority of payment provisions like those at issue as an important element that they 

considered in rating structured finance transactions such as these that are exposed 

to “hedge counterparty risk.”  See Bill Harrington, Nicholas Lindstrom, & Edward 

Manchester, Framework for De-Linking Hedge Counterparty Risks from Global 

Structured Finance Cashflow Transactions, Moody’s Investors Service, May 25, 

2006, at 8 (“To ensure sufficient Counterparty risk de-linkage, [a termination 

payment to the swap counterparty] should only be made . . . once all amounts 

senior thereto in the respective priority of payments have been made, particularly 

when the Counterparty is the Defaulting Party . . . .  See Table 2B for the priority 

in which termination payments to the Counterparty should be made.”); id. at 16 

(Table 2B, providing for swap counterparty to be paid after noteholders where the 

swap counterparty is the defaulting party) (copy attached as Exhibit A to the 
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Compendium of Rating Agency Criteria submitted herewith); see also Dr. Stefan 

Bund, Alessandro Cipolla, Andre Dahlkamp, Euan Gatfield, Alex Kung, & 

Jennifer San Cartier, Counterparty Risk in Structured Finance Transactions: 

Hedge Criteria, Fitch Ratings, Aug. 1, 2007, at 12 (“One way to provide additional 

protection to the noteholders in the event of a default by the counterparty is to 

make any termination payments owed by the SPV to the counterparty subordinate 

to any payments of interest and/or principal and the topping up of any reserve fund 

in the Structured Finance transaction’s priority of payments.”) (copy attached as 

Exhibit B to the Compendium of Rating Agency Criteria submitted herewith); see 

also Michael Drexler & Katrien van Acoleyen, CDO Spotlight: Counterparty Risk 

In Structured Finance Transactions, Standard & Poor’s, Mar. 7, 2005, at 1 

(“[M]itigated credit risk” can be achieved “by structuring the transaction in such a 

way that it would terminate with no loss to investors if the counterparty did not 

comply with certain downgrade provisions.”) (copy attached as Exhibit C to the 

Compendium of Rating Agency Criteria submitted herewith).7 

The reason for this credit ratings impact is straightforward.  Absent a default 

by either party, the CDS typically would remain in existence for the term of the 

                                                 
7
 The Court can take judicial notice of the matters attached as Exhibits A-C.  

Muller v. State of Oregon, 208 U.S. 412, 421 (1908); 21 B Kenneth W. Graham, 
Jr., Federal Practice and Procedure, Federal Rules of Evidence, §5103.2 (2d Ed.). 
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notes.  The mark-to-market amount of the entire CDS would become payable only 

upon the early termination of the CDS.
8
  See, e.g., Europe’s ABS Currency – Swap 

Exposure (“Even though the swaps undergo mark-to-market gains and losses over 

the life of an ABS transaction, the fact that the notes are supposed to be hedged 

over the life of the transaction means gains and losses have no discernible ‘real-

world consequence’ for noteholders.”).  If, however, the CDS counterparty (i.e., 

LBSF) or its credit support provider (i.e., LBHI) were to default, and the CDS 

were terminated earlier than anticipated as a result, then the termination payment 

amount would be valued as of the early termination date.  If the swap happened to 

be “in the money” to LBSF on a mark-to-market basis on that date, then the CDOs 

at issue would be left with the Hobson’s choice of leaving in place a swap with a 

defaulting counterparty that presumably would be unable or unwilling to meet its 

contractual obligation to make premium payments, or terminating and owing 

potentially very large sums to a counterparty that was not otherwise entitled to any 

payment at that time, and might never be. 

The solution that the parties to these transactions agreed upon, and upon 

which the ratings agencies relied, was that if LBSF defaulted, it would be paid 

                                                 
8
 Absent early termination, limited loss protection payments might or might not 

have come due to Lehman over the life of the transactions depending on the 
performance of the reference obligations and certain other conditions. 
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after the noteholders.  This was the way that LBSF and other sponsors structured 

and marketed these transactions, this was the way the market—including SIFMA, 

ISDA and their members—expected them to operate, and this was the way the 

rating agencies rated the notes.
9
 

As Judge Peck previously recognized, his contrary rulings in earlier cases 

upset the expectations of those who had invested hundreds of billions of dollars in 

this market by invalidating the agreed upon priority of payment provisions, thus 

literally upending the way these transactions were meant to unwind in the event of 

an LBSF default: 

The Court recognizes that there is an element of 
commercial expectation that underlies the subordination 
argument.  LBSF was instrumental in the development 
and marketing of the complex financial structures that are 
now being reviewed from a bankruptcy perspective.  The 
Court assumes that a bankruptcy affecting any of the 
Lehman entities was viewed as a highly remote 
contingency at the time that the Transaction Documents 
were being prepared.  At that time, LBSF agreed to a 
subordination of its Swap Counterparty Priority in the 
hard-to-imagine event that it should be in default at some 
time in the future.  Capital was committed with this 
concept embedded in the transaction. 

                                                 
9
 Lehman benefited, moreover, from the high credit ratings made possible by the 

priority of payment provisions.  This is so because the transactions may have been 
unmarketable—and certainly would have been more difficult to market—with 
lower ratings.  Furthermore, the favorable credit ratings permitted Lehman to enter 
into financing transactions at the lowest available market rates. 

Case 1:17-cv-01224-LGS   Document 87   Filed 06/16/17   Page 30 of 47



 

20 

In re Lehman Bros. Holdings Inc., 422 B.R. 407, 422 n. 9 (Bankr. S.D.N.Y. 2010) 

(hereinafter, “BNY I”) (emphasis added).  As Judge McMahon further observed in 

granting leave to appeal from BNY I:  “Judge Peck’s interpretation of the 

Bankruptcy Code’s ipso facto provisions has potentially far-reaching ramifications 

for the international securities markets, and has triggered significant uncertainty in 

the financial community.”  Lehman Bros. Holdings Inc. v. BNY Corporate Trustee 

Servs. Ltd., 09-01242, 2010 WL 10078354, at *9 (S.D.N.Y. Sept. 23, 2010) 

(hereinafter, “BNY II”).
10

 

This “Shot Heard Around the CDO World” raises the specter of a massive 

redistribution of wealth from investors who bargained for payments in accordance 

with contractual priorities to the creditors of LBSF’s bankruptcy estate: 

[U]nless the decision is overturned, Lehman Brothers 
Special Financing will likely receive a windfall of 
billions of dollars from various structured finance 
transactions contrary to the terms of the transactions and 
the intentions of the parties.  Investors in highly rated 
structured notes who had not intended to take Lehman 
risk will suffer massive losses, and creditors of Lehman 
who did agree to take Lehman bankruptcy risk will 
instead be repaid. 

                                                 
10

 Of course, Judge Peck did not have the benefit of the Second Circuit’s 
subsequent decisions in Madoff, Quebecor, Tribune and Enron, all of which make 
clear that the safe harbors are to be interpreted in accordance with their plain 
meaning and in light of Congress’s goal of preventing market disruptions. 
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James G. Rumball, A New Threat for Structured Finance Transactions: Flip 

Clauses Enforceable?, available at 

http://www.mondaq.com/canada/x/95668/Investment+Strategy/A+New+Threat+F

or+Structured+Finance+Transactions+Flip+Clauses+Enforceable (last visited June 

9, 2017) (emphasis added); see also David B. Stratton & Michael J. Custer, Shot 

Heard Around the CDO World: Flip Clauses Found To Be Unenforceable Ipso 

Facto Provisions, 29 Am. Bankr. Inst. J. 30, 31 (2010) (observing that the 

Bankruptcy Court’s rulings have created “significant uncertainty with respect to 

the enforceability in bankruptcy of flip clauses or similar market-standard 

subordination provisions in CDO transactions.”). 

Not surprisingly, “[t]he outcomes of the court cases in favor of Lehman will 

have clear rating implications for synthetic CDOs and other similar 

securitizations.”  Lehman Win Could Spark Downgrades; see also id. (“If Lehman 

ultimately succeeds in its claim, Fitch will cap its ratings of notes sold from CDOs 

backed by CDSs to the rating of the CDS counterparty, when the counterparty 

could be subject to U.S. bankruptcy proceedings, Fitch said.”).  This ratings impact 

is not limited, moreover, to CDOs, but “could have implications . . . for global 

structured finance transactions generally due to the widespread use of the 

subordination provisions within securitization structures . . . .”  Id.  This may 

include, for instance, transactions involving currency swaps and interest rate swaps 
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that are widely used to hedge commercial and financial transactions.  Europe’s 

ABS Currency-Swap Exposure. 

SIFMA and ISDA are concerned about the disruption of the market and the 

concomitant losses to investors who will not receive what they bargained for if 

Lehman prevails on its appeal.  This result is particularly inappropriate because 

Lehman’s claims are legally unfounded, as discussed in Part III, infra. 

III. 
 

LEHMAN’S CLAIMS ARE LEGALLY UNFOUNDED 

Lehman’s claims are not only irreconcilable with both Congressional intent 

and market expectations; they are legally untenable. 

A. The Parties’ Agreement Regarding The Priority Of Payments Is 
Enforceable Pursuant To The Plain Meaning Of The Bankruptcy Code 

Section 560 provides that the contractual rights to terminate and liquidate a 

swap agreement “shall not be stayed, avoided, or otherwise limited by operation of 

any provision” of the Bankruptcy Code.  The plain meaning of this provision is 

that the priority of payment provisions are enforceable even if they could otherwise 

be construed as prohibited ipso facto clauses (which they cannot for the reasons set 

forth in the noteholder appellees’ brief). 
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1. The Noteholders’ Rights To Settlement And Payment Of 
Termination Amounts In Accordance With The Terms Of The 
Swap Agreements Are Expressly Preserved By Section 560 Of 
The Bankruptcy Code 

Section 560 of the Bankruptcy Code provides in pertinent part: 

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 . . . 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. 

This provision expressly permitted the CDOs to terminate their swap agreements 

with LBSF, and permitted the CDO trustees to liquidate the parties’ positions by 

determining the amounts due and distributing those amounts to the contractually 

specified parties. 

As discussed above, as originally enacted, Section 560 addressed only the 

“termination” of swap agreements.  Pub. L. No. 101-311, § 106(a), 104 Stat. 267, 

268 (1990).  As part of the 2005 amendments, however, Congress revised Section 

560 to include “liquidation” of swap agreements in the safe harbor.  Bankruptcy 

Abuse Prevention and Consumer Protection Act of 2005, at § 907(j)(1), 

907(o)(10).   

There is a plain meaning of “liquidate” that is consistent across legal 

dictionaries, financial dictionaries and general dictionaries.  Black’s Law 
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Dictionary defines “liquidate” to mean “[t]o settle (an obligation) by payment or 

other adjustment; to extinguish (a debt).”  Black’s Law Dictionary 1014 (9th ed. 

2009).  As used in the financial community, “liquidate” means “[t]o discharge, to 

pay off, to convert into cash by selling.”  L. Davids, Dictionary of Banking and 

Finance 129 (1978).  In general usage, “liquidate” means “to settle or pay (a debt): 

to liquidate a claim.”  The Random House Dictionary of the English Language 

1121 (2d ed. unabridged 1987); accord Merriam-Webster’s Collegiate Dictionary 

726 (11th ed. 2004) (“to settle (a debt) by payment or other settlement”). 

The swap agreements set forth the agreement of the CDOs, LBSF, the 

noteholders and the trustees regarding the amount, priority, and source of the 

payments to be made to the noteholders and LBSF upon a termination of the CDS 

resulting from LBHI’s bankruptcy.  Specifying the amount, priority, and source of 

payments of a debt is part of the process of settling a debt and thus of “liquidating” 

the related agreement.  Accordingly, the plain meaning of Section 560 is that the 

parties are entitled to enforce the contractual priority of payment provisions 

following termination of the CDS.  Lehman is not entitled to rewrite or ignore 

these provisions. 

Lehman takes the position that the safe harbor “does not include making 

payment.”  Appellant’s Brief at 29.  This position is irreconcilable with the goals 

of the safe harbor protections and the legislative history described in Part I above. 
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Congress enacted the safe harbors specifically to mitigate systemic risk and ensure 

that the bankruptcy of one market participant would not have a ripple effect that 

caused the bankruptcy of other participants.  Under Lehman’s proposed 

interpretation of the safe harbor protections, a swap participant would be 

prohibited from making any payment from the cash proceeds of the liquidation 

process, and the cash proceeds would be frozen pending further court proceedings. 

But if a swap participant cannot use the cash generated during the liquidation 

process, then the likelihood of a ripple effect increases dramatically.  A swap 

participant with frozen cash that it cannot access is far more likely to encounter 

financial difficulties, resulting in precisely the systemic risk that Congress sought 

to prevent.  Lehman’s proposed interpretation increases, rather than reduces, 

systemic risk and therefore cannot be squared with legislative intent. 

2. The Bankruptcy Code Defines “Swap Agreement” To Include 
Related Security Agreements 

Section 101(53B)(A)(vi) of the Bankruptcy Code defines “swap agreement” 

broadly to include “any security agreement or arrangement or other credit 

enhancement related to any agreements or transactions referred to” in the 

preceding provisions of the definition of “swap agreement.”  (Emphasis added.)  

Thus, under the plain meaning of Section 101(53B), the priority of payments 

provisions at issue constitute part of a “swap agreement.”  This is true whether the 

priority of payments provisions are set forth on the face of the “schedule” or 
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“confirmation” in respect of the CDS at issue, are incorporated therein by 

reference, or appear exclusively in the indenture in respect of the relevant CDO.  

By definition, the indentures—which govern the liquidation of “the Collateral 

and/or proceeds from the Collateral that secures the Issuers’ respective payment 

obligations both to the LBSF and the Noteholders” (Compl. ¶ 57)—constitute 

security agreements related to the CDS.  Thus, the priority of payment provisions 

set forth in those indentures are safe harbored. 

The Supreme Court has repeatedly stated that the Bankruptcy Code is to be 

interpreted according to its plain meaning:  “It is well established that ‘when the 

statute’s language is plain, the sole function of the courts—at least where the 

disposition required by the text is not absurd—is to enforce it according to its 

terms.’”  Lamie v. U.S. Trustee, 540 U.S. 526, 534 (2004) (quoting Hartford 

Underwriters Ins. Co. v. Union Planters Bank, N. A., 530 U.S. 1, 6 (2000)); see 

also, e.g., Quebecor, 719 F.3d at 100; Enron, 651 F.3d at 334.  The provisions of 

Section 101(53B) could hardly be clearer that security agreements related to swap 

agreements are included in the term “swap agreements.”
11

   

                                                 
11

 As the leading bankruptcy commentator has observed:  “The Lehman decision 
[in BNY I] 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).”  5 Collier on 
Bankruptcy ¶ 560.02 at 560-6 n. 2 (16th ed. 2010). 
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The inclusion of security agreements in the definition of “swap agreement” 

is not an accident.  When Congress in 1990 added the provisions to the Bankruptcy 

Code that deal with the treatment of swap agreements, the definition of “swap 

agreement” did not expressly include security agreements.  Pub. L. No. 101-311, 

§ 101(2), 104 Stat. 267 (1990).  As discussed above, Congress modified Section 

101(53B) as part of the 2005 amendment to add a separate clause to the definition 

of “swap agreement” that expressly includes security agreements.  Bankruptcy 

Abuse Prevention and Consumer Protection Act of 2005, Pub. L. No. 109-8, § 

907(a)(1)(E), 119 Stat. 23, 172-73 (2005).  The legislative history confirms the 

obvious conclusion that Congress intentionally broadened the scope of this 

provision: 

The definition [of swap agreement] also includes any 
security agreement or arrangement, or other credit 
enhancement, related to a swap agreement, including any 
guarantee or reimbursement obligation related to a swap 
agreement.  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 . . . . 

H.R. Rep. No. 109-31, pt. 1, at 129 (2005), reprinted in 2005 U.S.C.C.A.N. 88, 

190. 
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Each CDS and the related indenture together constitute a “swap agreement” 

under Bankruptcy Code Section 101(53B).  Accordingly, the priority of payment 

provisions are safe harbored, and should be enforced according to their terms. 

3. The Ipso Facto Provisions Of Sections 365(e)(1), 541(c)(1) And 
363(l) Have No Applicability To Transactions Protected By 
Section 560 

Section 560 of the Bankruptcy Code provides that the contractual rights to 

terminate and liquidate a swap agreement “shall not be stayed, avoided, or 

otherwise limited by operation of any provision” of the Bankruptcy Code.  The 

plain meaning of this provision is that the “ipso facto” provisions of Section 

365(e)(1), 541(c)(1) and 363(l) of the Bankruptcy Code do not trump the trustees’ 

contractual rights to terminate and liquidate the swap agreements with LBSF 

pursuant to the terms of those agreements. 

Furthermore, Section 362(b)(17) of the Bankruptcy Code—which, as noted 

above, is part of a package of statutory provisions designed to ensure the stability 

of financial markets—provides that the Section 362(a) automatic stay does not 

prohibit “the exercise by a swap participant or financial participant of 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. . . .”  (Emphasis added.)  The indentures are security agreements that 

form a part of, and relate to, swap agreements.  Congress expressly stated in 
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Section 362(b)(17) that bankruptcy would not limit the ability of swap participants 

to enforce any contractual right under a security agreement relating to a swap 

agreement.  Similarly, Section 362(o) provides that “[t]he exercise of rights not 

subject to the stay . . . pursuant to paragraph . . . (17) . . . shall not be stayed by any 

order of a court . . . .”  Thus, Sections 365(e)(1)(B), 541(c)(1)(B) and 363(l) cannot 

operate to bar the operation of the priority of payment provisions. 

B. Contract Rights Triggered By LBHI’s Bankruptcy Filing Could Not 
Violate The Bankruptcy Code’s Ipso Facto Prohibitions As To LBSF 

The Bankruptcy Code’s ipso facto provisions never even came into play for 

transactions in which the CDS was terminated before LBSF itself filed for 

bankruptcy. 

A number of courts have recognized that the ipso facto prohibitions apply 

only to contract termination or modifications resulting from a bankruptcy filing by 

a party to the contract.  See BNY II, 2010 WL 10078354, at *7 (“[P]rior cases in 

this and other circuits appear to assume—albeit in circumstances that are factually 

distinguishable—that the Bankruptcy Code’s ipso facto provisions invalidate 

clauses that condition an event of default on the contracting party’s own 

bankruptcy filing.”), citing In re Chateaugay Corp., No. 92 Civ. 7054 (PKL), 1993 
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WL 159969, at *5 (S.D.N.Y. May 10, 1993) and In re EBC I, Inc. 356 B.R. 631 

640 (Bankr. D. Del. 2006).
12

   

While Judge Peck ruled to the contrary in BNY I, he recognized that no other 

court has ever held that Sections 365(e)(1)(B) and 541(c)(1)(B) prohibit the 

enforcement of contract provisions that refer to the bankruptcy of a non-party to 

the contract.  422 B.R. at 422.  Like other aspects of BNY I, moreover, this ruling 

has caused significant uncertainty.  See id. at 419 (“Opening up the subject to cases 

filed by debtors other than the counterparty itself has the potential of opening up a 

                                                 
12

  See also, e.g., Lyons Savings & Loan Association v. Westside Bancorporation, 
Inc., 828 F.2d 387, 393 n.6 (7th Cir. 1987) (“Section 365(e) of the Bankruptcy 
Code invalidates ipso facto or bankruptcy termination clauses which permit one 
contracting party to terminate or even modify an executory contract or unexpired 
lease in the event of the bankruptcy of the other contracting party.”) (emphasis 
added); In re Cole, 226 B.R. 647, 652 (9th Cir. BAP 1998) (“An ipso facto clause 
is a provision in an executory contract . . . that results in a breach solely due to the 
financial condition or the bankruptcy filing of a party”) (emphasis added); In re IT 
Group, Inc., Co., 302 B.R. 483, 488 (D. Del. 2003) (right of first refusal is not an 
ipso facto clause because “the right of first refusal is triggered by any transfer . . . 
and not by a member filing for bankruptcy”); I.T.T. Small Business Finance Corp. 
v. Frederique, 82 B.R. 4, 6 (E.D.N.Y. 1987) (“An ‘ipso facto’ or ‘bankruptcy 
clause’ is a contractual provision which expressly states that upon a borrower’s 
filing of a bankruptcy petition, the creditor may accelerate payment….”) 
(emphasis added); In re Sapolin Paints, Inc., 5 B.R. 412, 417 (Bankr. E.D.N.Y. 
1980) (addressing enforceability of “bankruptcy clauses, i.e., a clause in a lease 
which permits its termination on resort by the lessee to the protection of the 
bankruptcy laws”) (emphasis added).  See also 1 D. Epstein, S. Nickles, & J. 
White, Bankruptcy § 5-12 at 467-68 (1992) (“The term ‘ipso facto’ was used to 
refer to those clauses that provided that the contract or lease terminated instantly, 
or ‘ipso facto’ upon the filing of a bankruptcy petition by one of the parties.”) 
(emphasis added). 
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proverbial can of worms that may lead to speculation as to the nature and degree of 

the relationship between the debtors that is needed in order to properly apply the 

provision.”); see also 1 Collier on Lending Institutions & Bankruptcy Code ¶ 3.03 

at 2(b)(i) (2015) (“[B]ecause the [BNY I] court refused to define what sort of 

entities are ‘sufficiently close to mandate that the bankruptcy of one debtor entity 

necessarily would lead to the protection of property interests’ of another, the door 

is also open for a much more sweeping reading allowing a broad swath of 

nondebtor entities to take advantage of a protection that courts have traditionally 

read as belonging to the debtor.”). 

Furthermore, the policy behind Sections 365(e)(1)(B) and 541(c)(1)(B) 

further supports the conclusion that the statutes are limited to the bankruptcy of a 

contracting party.  One commentator has expressed the policy behind Section 

365(e)(1) as follows:  “If those types of provisions were enforceable, then a debtor-

in-possession would forfeit valuable contract rights by applying for reorganization 

under the Bankruptcy Code.”  Martin J. Bienenstock, Bankruptcy Reorganization 

460 (Practising Law Institute) (1987) (footnote omitted).  Here, LBSF did not 

forfeit contract rights by applying for reorganization.  While there may be an 

adverse effect on LBSF as a result of the termination of the swap agreements, that 

effect—even if it could be characterized as a forfeiture of contract rights, which it 

is not—did not occur as a result of LBSF filing for bankruptcy.  Rather, it occurred 

Case 1:17-cv-01224-LGS   Document 87   Filed 06/16/17   Page 42 of 47



 

32 

because a third party—LBHI—filed for bankruptcy.  The payment provisions at 

issue do not discourage LBSF from filing for bankruptcy:  the treatment of LBSF 

under the payment provisions in these circumstances is identical whether or not 

LBSF files for bankruptcy.  Refusing to enforce these payment provisions under 

these circumstances thus will not further the goals of the Bankruptcy Code. 

C. There Is No Violation Of The Ipso Facto Prohibitions Because Nothing 
Has Been Taken From LBSF 

The purpose of the ipso facto prohibitions is to prevent property from being 

taken from the debtor as a result of its bankruptcy filing.  Even if a CDS was 

terminated after LBSF filed for bankruptcy, the contractual priority of payment 

provisions at issue do not take anything away from LBSF. 

In these transactions, the investors invested money with the applicable CDO.  

LBSF agreed to make premium payments to the CDO.  The CDO, in turn, agreed 

to make payments to LBSF if LBSF suffered specified losses.  If losses did not 

occur, then at the termination of the transaction, the remaining funds would be 

returned to the investors. 

Here, the transactions terminated earlier than expected and the parties are 

disputing who was entitled to receive the remaining funds. 

LBSF does not allege that there was any failure to pay it for covered losses 

incurred through the termination date.  Moreover, LBSF has not paid any 

premiums after the termination date.  Thus, if the contractual priority of payment 
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provisions are not enforced and LBSF is permitted to recover on its claims, LBSF 

will receive a windfall.  It will receive a post-termination payment, but it will not 

make any of the required post-termination payments.  LBSF will be getting 

something for nothing.  

The ipso facto prohibitions are designed to protect debtors from forfeitures 

resulting from their bankruptcy filing. They are not supposed to provide debtors 

with windfalls.  Enforcing the contractual priority of payment provisions will not 

cause LBSF to suffer a forfeiture.  Refusing to enforce them will provide LBSF 

with an illegitimate windfall. 

* * * 

The basic ISDA swap agreement architecture—all written against the 

backdrop of the Bankruptcy Code safe harbor provisions—depends on the 

enforceability of swap agreements 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 liquidation mechanism that was intended to apply in the event of 

bankruptcy, would make no commercial sense, and would turn the parties’ 

agreements on their head. 

The central reasons that ISDA developed standard termination provisions as 

part of its architecture were to avoid disputes or litigation over valuation and to 
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facilitate agreement upon a methodology for efficiently resolving defaulted 

transactions.  Congress similarly enacted the safe harbor provisions for the 

termination and liquidation of swap agreements to promote certainty and finality.  

If debtors could now set aside agreed-upon contractual provisions in bankruptcy, 

the contractual foundations underpinning substantial portions of the derivatives 

markets could be upended.  At a minimum, such an approach would invite 

litigation and delay before the safe harbor could be relied on—precisely as has 

happened in this case—fundamentally undermining the certainty and finality the 

safe harbors were designed to provide.  Such delay is neither appropriate nor 

necessary in light of the plain language of the Bankruptcy Code safe harbor 

provisions. 

SIFMA and ISDA urge the Court to apply the Bankruptcy Code safe harbor 

provisions as written, and to affirm the Bankruptcy Court’s decision dismissing 

with prejudice Counts I through XIX of the Complaint, in keeping with both 

Congressional intent and market practice.   

CONCLUSION 

Lehman’s claims cannot be squared with Congressional language or intent 

and defy market expectations.  The Court should affirm the Bankruptcy Court’s 

decision dismissing with prejudice Counts I through XIX of the Complaint. 
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