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Mortgage repo redux: 
will the Code’s broadened protections be broad enough 
BY WALTER H. CURCHACK AND VADIM J. RUBINSTEIN

With the enactment of the Bankruptcy 
Code in 1978 and its early amendments, 

Congress demonstrated its concern about the 
volatile nature of the financial markets by 
including certain protections to prevent the 
insolvency of one player from spreading to 
others, threatening the collapse of an entire 
market. For example. Sections 546(e), (f) and 
(g) shield certain types of payments made by 
or to certain market participants, including 
commodity brokers, forward contract mer-
chants, stockbrokers, financial institutions, 
securities clearing agencies and repo partici-
pants (each, a ‘Protected Party’) in connection 
with certain market transactions, such as for-
ward contracts, securities contracts, commod-
ity contracts, repurchase agreements or swap 
agreements (each, a ‘Protected Contract’), 
from most of the debtor’s avoidance powers. 
Sections 362(b)(6), (b)(7) and (b)(17) exempt 
from the automatic stay the post-petition ex-
ercise of a Protected Party’s contractual rights 
under a Protected Contract. Also, Sections 
555, 559 and 560 allow Protected Parties to 
liquidate and terminate their Protected Con-
tracts after a bankruptcy filing. Recognising 
the evolving nature of our complex financial 
markets, Congress increased the category of 
Protected Parties and the types of Protected 
Contracts, and further curtailed the bankruptcy 
court’s ability to interfere with the exercise  
of these parties’ post-petition remedies, with 
the Bankruptcy Abuse Prevention and Con-
sumer Protection Act of 2005 (BAPCPA) and 
the technical amendments incorporated in the 
Financial Netting Improvements Act (FNIA, 
together with BAPCPA, the ‘Amendments’), 
which took effect on 12 December 2006.

More recently, a Delaware bankruptcy court 
reinforced, and arguably expanded, the protec-
tions of Section 546(e) in Official Committee 
of Unsecured Creditors of the IT Croup vs. 
Acres of Diamonds (In re: IT Group), Adv. 

Pro. No. 04 51311(MFW)(Bank. D. Del. Dec. 
29, 2006. 

While these welcome developments are en-
couraging, recent Chapter 11 filings in the 
heavily securitised subprime mortgage indus-
try may test the newly broadened provisions. 
In particular, several subprime mortgage lend-
ers, who generally lend to borrowers with 
poor credit, have recently filed for bankruptcy 
protection. The safe harbour protections in the 
Bankruptcy Code are of particular significance 
to the financial institutions that purchase loans 
from and extend credit to mortgage companies 
based on the belief that their contractual rem-
edies and pre-and post-bankruptcy transfers 
would be insulated from attack because of the 
Amendments. If these protections are not avail-
able, the ripple effect of these defaults through 
the financial system could be dramatic.

The safe harbour provisions
The safe harbour provisions are designed to, 
among other things, limit the application of 
two basic principals of American bankruptcy 
law: the imposition of the automatic stay and 
the concept of equitable distribution among 
creditors. In that regard, several provisions 
of the Bankruptcy Code limit non-debtor 
parties’ contractual rights upon the debtor’s 
bankruptcy filing and are designed to force a 
party to return certain types of payments re-
ceived from the debtor prior to the filing. For 
example, Section 362 imposes a stay prohibit-
ing the counterparty from exercising its rights 
and remedies post-petition, including its con-
tractual right to set off or foreclose upon its 
collateral, and Title 5 of the Bankruptcy Code 
allows the debtor to recapture avoidable pay-
ments generally made within 90 days (for pref-
erential transfers) or two years (for fraudulent 
conveyances) of the bankruptcy filing. Where, 
however, the subject contract is a Protected 
Contract, and where the non-debtor party is 

a Protected Party, that Protected Party may 
exercise its contractual remedies under a Pro-
tected Contract as if the bankruptcy case had 
not been filed, and will be shielded from the 
debtor’s avoidance powers.

The recent amendments
Prior to BAPCPA, the definition of a Protected 
Contract was significantly more limited and the 
range of Protected Parties more circumscribed. 
Among the more significant changes are: the 
expansion of the definition of swap agree-
ments to include almost every type of deriva-
tives contract; the addition of master netting 
agreements to the list of Protected Contracts 
and the addition of Section 362(b)(27) of the 
Bankruptcy Code to exempt such agreements 
from the automatic stay; and the addition of 
Section 362(o) of the Bankruptcy Code, which 
enjoins the bankruptcy court from interfering 
with a Protected Party’s right to exercise its 
contractual remedies under the applicable sub-
sections of Section 362(b). 

Of particular relevance to the mortgage fi-
nancing industry are: the amendments to the 
definitions of ‘repurchase agreement’ and 
‘securities contract’ to expressly include such 
agreements relating to mortgage loans; the ex-
pansion of the definition of ‘repo participant’ 
to include any party that had an outstanding 
repurchase agreement with the debtor at any 
time prior to the bankruptcy filing, and the ad-
dition of ‘financial participant’ to the list of 
Protected Parties. ‘Financial participant’ in-
cludes any entity who, at the time it entered 
into a Protected Contract or as of the bank-
ruptcy filing, was a party to other Protected 
Contracts that had (i) a total gross dollar value 
of at least $1bn in notional or actual principal 
amount outstanding or (ii) gross mark-to-mar-
ket positions of not less than $100m, on any 
day during the 15-month period preceding the 
bankruptcy filing.
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Two recent decisions issued in the bank-
ruptcy proceedings of Enron Corp., et

al., highlight – and threaten to expand con-
siderably – the risks facing purchasers of 
claims against a debtor. These include (i) the 
risk that the claims held by an innocent third 
party purchaser will be subordinated under 
Section 510(c) of the Bankruptcy Code (the 
‘Code’) and (ii) the risk that such claims 
will be disallowed under Section 502(d) of 
the Code. In both situations, the risks are 
present even if the alleged wrongdoing giv-
ing rise to the subordination, or the avoid-
ance proceedings resulting in the disallow-
ance, is unrelated to the transferred claim or 
the transferee.

In the first decision (the ‘510(c) Deci-
sion’), the Bankruptcy Court held that a 
claim in the hands of an innocent purchas-
er may be subordinated on account of the 
transferor’s misconduct. In re Enron Corp.,
333 B.R. 205, 331 (Bankr. S.D.N.Y. 2005).
The second decision held that a claim that 
has been purchased by an innocent third 
party after commencement of the bank-
ruptcy case may be disallowed under Sec-
tion 502(d) of the Code to the same extent 
that such claim could have been disallowed 
under Section 502(d) had it remained in 
the hands of the seller. In re Enron Corp.
340 B.R. 180 (Bankr. S.D.N.Y. 2006) (the 
‘502(d) Opinion’).

This article will focus on the second deci-
sion. In the 502(d) Opinion, Judge Arthur J. 
Gonzalez held that a transferred bankruptcy 
claim is subject to disallowance if, prior to 
the transfer of the claim, the seller received 
an avoidable transfer (i.e., a preference or 
a fraudulent conveyance) or held property 
that the debtor could recover pursuant to 
its statutory avoidance powers. The claim 
could be disallowed, the Bankruptcy Court 
found, even if (i) the avoidable transfer 
or recoverable property in question is en-
tirely unrelated to the transferred claim, 
(ii) the purchaser did not itself receive an 

avoidable transfer or any recoverable prop-
erty or otherwise engage in misconduct, 
and (iii) the purchaser is a ‘good faith’ pur-
chaser, under Section 550(b) of the Code, 
without actual knowledge of the potential 
challenge to the seller’s claim. In short, the 
Bankruptcy Court’s decision extends the 
reach of Section 502(d) far beyond its tradi-
tional target – culpable creditors, who have 
themselves received an avoidable transfer 
or hold recoverable property – to innocent 
purchasers of claims. And, in a footnote, the 
Bankruptcy Court went so far as to suggest 
that the same result would apply even to pur-
chasers of publicly traded debt. Participants 
in the bankruptcy claims market – particu-
larly buyers of bond debt – must pay careful 
attention to this new counterparty risk.

Factual background
The basic facts underpinning the Bankrupt-
cy Court’s ruling are simple. Prior to the 
commencement of its bankruptcy proceed-
ings (the ‘Petition Date’), Enron was party 
to a $1.25bn long term revolving credit fa-
cility and a $1.75bn short term revolving 
credit facility (collectively, the ‘Loans’) 
with a number of banks. After the Petition 
Date, one of those banks – Fleet National 
Bank (‘Fleet’) – sold its claims under the 
Loans (the ‘Claims’) to various parties. The 
Claims ultimately came to rest in the hands 
of the defendants (the ‘Defendants’) named 
in the adversary proceeding (the ‘Adver-
sary Proceeding’) that is the subject of the 
502(d) Opinion.

On 23 September 2003, Enron commenced 
an adversary proceeding (the ‘MegaClaim 
Action’) against various banks and other de-
fendants alleging, among other things, that 
their claims should be equitably subordinat-
ed or disallowed because they engaged in 
inequitable conduct and/or received avoid-
able transfers. Fleet was originally not even 
named as a defendant in the MegaClaim 
Action. It was only in the fourth amended 

complaint, filed on 10 January 2005, that 
Enron alleged that Fleet received avoidable 
transfers in connection with two series of 
prepaid forward transactions (the ‘Forward 
Transactions’), which transactions were en-
tirely unrelated to the Loans. 

Importantly, there were no allegations in 
the MegaClaim Action that there was any 
‘fraudulent or unlawful conduct’ with re-
spect to the Loans, that any payments made 
with respect to the Loans constituted avoid-
able transfers, or that the Defendants had 
themselves received any avoidable transfers 
or had otherwise engaged in any miscon-
duct. Nevertheless, on 12 January 2005, 
Enron commenced the Adversary Proceed-
ing (separate and apart from the MegaClaim 
Action) against the Defendants seeking, in-
ter alia, the disallowance of the Claims pur-
suant to Code Section 502(d) on the ground 
that Fleet had received avoidable transfers 
in connection with the Forward Transac-
tions – transactions that were, as noted 
above, entirely unrelated to the Loans and 
the Claims.

Code Section 502(d) provides that: “[t]he 
court shall disallow any claim of any entity 
from which property is recoverable under 
section 542, 543, 550 or 553 of this title or
that is a transferee of a transfer avoidable
under section 522(f), 522(h), 544, 545, 547, 
548, 549 or 724(a) of this title unless such 
entity or transferee has paid the amount, or 
turned over any such property, for which 
such entity or transferee is liable under sec-
tion 522(i), 542, 543, 550 or 553 of this 
title.” (emphasis added.)

In their motion to dismiss, the Defendants 
argued that because they were not (i) an 
“entity from which property is recoverable” 
or (ii) a “transferee of a transfer avoidable” 
under the respective enumerated sections of 
the Code, Section 502(d) was plainly inap-
plicable to the Claims in their hands.

The Enron Court, citing Judge Robert D. 
Drain’s decision in In re Metiom (“the claim 
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Even more directly relevant is the recent 
enactment of FNIA, in which Congress fur-
ther amended Sections 362(b)(7) and (b)(6) to 
expand the rights previously available to Pro-
tected Parties under the prior version of the stat-
ute. H.R. Rep. 109-648, 109th Cong. 2d Sess. 
(2006). In relevant part, these amendments 
expanded the earlier protections of Protected 
Parties by permitting the exercise of any rem-
edy available under or in connection with the 
Protected Contract, despite the imposition of 
the automatic stay, and doing away with the re-
quirement that a payment be a ‘settlement pay-
ment’ to qualify for protection. Moreover, the 
amendments also appear to dispose of any chal-
lenge to a Protected Party’s setoff based upon 
lack of mutuality, by eliminating the concept 
from the statute and instead permitting a Pro-
tected Party to exercise any contractual right.

As is evident from the foregoing, and as the 
legislative history confirms, the Amendments 
significantly expanded the protections avail-
able to shelter financial markets from systemic 
collapse when parties to these transactions file 
bankruptcy.

IT Group
In IT Group, the debtor’s subsidiary had 
purchased certain unlisted shares from the 
defendant, making payment by a wire trans-
fer through the debtor’s account at Citibank. 
Plaintiff (the litigation trustee for the debtor’s 
estate) argued that the payment was not a true 
‘settlement payment’ and should not be pro-
tected by the safe harbour provisions of Section 
546(e). Defendant’s summary judgement mo-
tion included a one page argument contending 
that Section 546(e) did apply and the transfer 
could NOT be avoided because the payment to 
complete the sale was made on account of the 
purchase of a security (the unlisted shares) by 
a financial institution (the wire from Citibank). 
Plaintiff argued that the technical reading of a 
‘settlement payment’ was inapplicable because 
the transaction did not involve a public stock 
market, a clearing or settlement agency or any 

other financial intermediary that had a benefi-
cial interest in the stock.

Judge Walrath agreed with the defendant. 
Citing Third Circuit precedent, she ruled that 
the transfer was protected. It was irrelevant 
whether the sale was made privately rather than 
on a public stock market. This decision reflects 
how powerful the protections of these sections 
may be, not just for financial institutions, but 
even for parties who simply effectuate sales of 
securities through such institutions.

Financial participants in the subprime 
mortgage market 
Financial institutions provide ‘warehouse fi-
nancing’ through ‘master repurchase agree-
ments’ with mortgage loan originators (i.e, the 
subprime lenders) who transfer the mortgage 
loans in exchange for the transfer of funds, 
with a simultaneous agreement by the ware-
house provider to transfer back (or re-sell) 
such mortgage loans to the originator against 
the transfer of funds (typically called the ‘re-
purchase price’) at the request of the origina-
tor. During this interim period, the warehouse 
provider is deemed the owner of the mortgage 
loans and is generally permitted to treat the 
loans as its property to, among other things, 
enter into its own repurchase transactions in-
volving the mortgage loans. At the same time, 
the originator attempts to package these mort-
gage loans for sale to other financial institu-
tions through ‘master purchase agreements,’ 
after which the mortgages are generally pack-
aged into securitisations. Once a buyer is 
found, the originator buys back the mortgage 
loans from the warehouse provider and then 
sells the loans.

Based upon the foregoing, it would appear 
that these warehouse facilities should qualify 
as ‘repurchase agreements’ (and possibly se-
curities contracts) and the warehouse provid-
ers should qualify as ‘repo participants’ and, if 
they are large enough, ‘financial participants’. 
That is because the master repurchase agree-
ments provide for (i) the transfer of mortgage 

loans (ii) against the payment of cash (i.e., the 
purchase price) to the debtor, and (iii) simul-
taneous agreement to re-transfer such mort-
gage loans to the debtor within on demand 
(and usually within 1 year) against (iv) the 
payment of cash. 11 U.S.C. § 101(47)(A)(i). 
‘Master’ repurchase agreements qualify as re-
purchase agreements by definition. 11 U.S.C. 
§ 101(47)(A)(iv)

It would further appear that master purchase 
agreements also constitute ‘securities con-
tracts’. That is because such agreements are 
contracts for the purchase or sale of mortgage 
loans. 11 U.S.C. § 741(7). Prior to BAPCPA, 
the definition of securities contract did not 
include a contract for the purchase or sale of 
mortgage loans.

Because these agreements appear to be Pro-
tected Contracts, the financial institutions that 
provide warehouse financing and purchase 
the originators’ mortgage loans should be pro-
tected by the Amendments. Moreover, most 
Wall Street firms that are active in this indus-
try operate through multiple entities, with one 
subsidiary acting as a warehouse lender while 
another buys the mortgage loans for syndica-
tion. Those separate entities should also be 
able to take advantage of the ‘cross netting’ 
provisions of the Amendments to offset their 
respective claims against and obligations to a 
debtor, notwithstanding the general require-
ment of ‘mutuality’ for exercising such rights.

It is therefore probable that financial institu-
tions will continue to provide financing to loan 
originators and supply the necessary liquidity 
for the mortgage market. On the other hand, 
the impact on the financial markets could be 
significant if the applicability of the Amend-
ments to these agreements is challenged. Be-
cause the provisions of BAPCPA and FNIA 
discussed in this article have yet to be tested, it 
still remains to be seen if the Amendments will 
have their intended results.  
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