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This memorandum briefly reviews whether collateral or a prepayment provided by a party to a swap agreement, securities contract, repurchase agreement or forward contract in response to a request for adequate assurances made pursuant to such agreement or contract would be subject to avoidance as a preference or fraudulent transfer in the event that such party became the subject of a proceeding under the United States Bankruptcy Code (the “Bankruptcy Code”), 11 U.S.C. § 101 et seq., or the Federal Deposit Insurance Act (the “FDIA”), 12 U.S.C. § 1811 et seq., as applicable, and, if so, in what circumstances.

This memorandum is limited in its scope to collateral provided, or a prepayment made, in connection with an agreement that qualifies as a “swap agreement,” “securities contract,” “repurchase agreement” or “forward contract” within the meaning of Sections 101(53B), 741(7), 101(47) and 101(25) of the Bankruptcy Code, respectively, and/or a “qualified financial contract” for purposes of the FDIA, 12 U.S.C. § 1821(e)(8)(D)(i).

In addition, in the case of a debtor under the Bankruptcy Code, such collateral must be provided, and/or such prepayment must be made, by or to a “swap participant,” “stockbroker,” “financial institution,” 
 “repo participant” or “forward contract merchant” within the meaning of Sections 101(53C), (53A), (22), (46) and (26), respectively.

Further, this memorandum assumes that when collateral or a prepayment is provided as adequate assurances of future performance in connection with a swap agreement, securities contract, repurchase agreement or forward contract (as such terms are defined in the Bankruptcy Code), such collateral or prepayment will be provided to margin or settle, as applicable, one or more obligations arising under such agreement or contract.

I.
Bankruptcy Code
The Bankruptcy Code contains provisions that generally permit a trustee in a bankruptcy proceeding to avoid transfers made by a debtor prior to the commencement of the proceeding if those transfers constitute preferences under Section 547 of the Bankruptcy Code or fraudulent transfers under Sections 544 and 548 of the Bankruptcy Code.

Sections 546(e), (f) and (g) of the Bankruptcy Code, however, provide that a trustee may not avoid, pursuant to Section 544, 547 or 548 of the Bankruptcy Code, any transfer under a swap agreement made by or to a swap participant in connection with a swap agreement, or any margin payment or settlement payment made by or to a stockbroker, financial institution, repo participant or forward contract merchant in connection with a securities contract, repurchase agreement or forward contract, as applicable, that is made before the commencement of the case, unless such transfer or payment constitutes a fraudulent conveyance under Section 548(a)(1)(A) of the Bankruptcy Code.  In this context, Section 548(a)(1)(A) would apply only to a transfer or payment made by the debtor, or an obligation incurred by the debtor relating to such transfer or payment, within one year before the date of the filing of the bankruptcy petition and “with actual intent to hinder, delay, or defraud” any creditor of the debtor.

Section 101(54) of the Bankruptcy Code defines the term “transfer” to mean “every mode, direct or indirect, absolute or conditional, voluntary or involuntary, of disposing of or parting with property or with an interest in property, including retention of title as a security interest and foreclosure of the debtor’s equity of redemption.”  The courts have interpreted this definition broadly.  See, e.g., In re Interbulk Ltd., 240 B.R. 195, 201 (Bankr. S.D.N.Y. 1999), where the court, in a case involving Section 546(g) of the Bankruptcy Code, described the scope of the transfer definition as “all encompassing” and further stated that “it is evident that Congress intended . . . [the definition’s] sweep to be broad.”  Collateral or a prepayment that is provided to margin or settle an obligation arising under a swap agreement (in response to a request for adequate assurances made in connection with that agreement) should qualify as a transfer within the meaning of Section 101(54) of the Bankruptcy Code.

The Bankruptcy Code defines the terms “margin payment” and “settlement payment” separately for the “forward contract trade” and the “securities trade.”  See Sections 101(38) and (51A) and Sections 741(5) and (8), respectively.  For example, for purposes of the forward contract provisions of the Bankruptcy Code, a “margin payment” is defined by Section 101(38) as a “payment or deposit of cash, a security or other property, that is commonly known in the forward contract trade as original margin, initial margin, maintenance margin, or variation margin, including mark-to-market payments, or variation payments.”  Collateral or a prepayment that is provided to margin or settle an obligation arising under a securities contract, repurchase agreement or forward contract (in response to a request for adequate assurances made in connection with that contract or agreement) should qualify as a margin payment or settlement payment within the meaning of Sections 101(38), 101(51A), 741(5) and 741(8) of the Bankruptcy Code, as applicable.

Collateral provided, or a prepayment made, by or to a swap participant, stockbroker, repo participant or forward contract merchant to margin or settle, as applicable, obligations under one or more swap agreements, securities contracts, repurchase agreements or forward contracts prior to the commencement of a proceeding under the Bankruptcy Code with respect to the provider of the collateral or the maker of the prepayment should qualify as a transfer, margin payment or settlement payment, as applicable, that is eligible for protection under Section 546(e), (f) or (g) of the Bankruptcy Code, as applicable, and should not, therefore, be subject to avoidance as a preference or fraudulent conveyance under Section 544, 547 or 548 unless the collateral is provided, or the prepayment is made, by the debtor within one year prior to the date of the bankruptcy filing with an actual intent to hinder, delay or defraud creditors.

II.
The FDIA
Assuming that the underlying agreements conform to the procedural requirements of 12 U.S.C. § 1823(e), the power of the Federal Deposit Insurance Corporation (the “FDIC”), as conservator or receiver of an insured depository institution, to avoid a transfer of “money or other property in connection with any qualified financial contract with an insured depository institution” is restricted to those situations in which the FDIC determines that the recipient of such transfer had “actual intent” to hinder, delay or defraud the institution, its creditors or any conservator or receiver of the institution.  12 U.S.C. § 1821(e)(8)(C).  The term “qualified financial contract” includes swap agreements, securities contracts, repurchase agreements and forward contracts.  Id. § 1821(e)(8)(D)(i).  Accordingly, unless the transferee receives the collateral or the prepayment with an actual intent to hinder, delay or defraud the insured institution, its creditors or its receiver or conservator, the transfer of the collateral and/or the making of the prepayment should not be avoidable by the FDIC as conservator or receiver.

As a drafting point, it is recommended that when collateral or a prepayment is provided in response to a request for adequate assurances made in connection with a swap agreement, securities contract, repurchase agreement or forward contract with a party that is eligible to become the subject of a proceeding under the Bankruptcy Code or the FDIA, the related documentation should confirm the parties’ intention that the collateral or prepayment is being provided to margin or settle, as applicable, an obligation arising under such agreement or contract.

Bills have been passed by both the House of Representatives (H.R. 333) and the Senate (S. 420) in the current United States Congress that would amend certain provisions of the Bankruptcy Code and the FDIA dealing with swap agreements, securities contracts, repurchase agreements and forward contracts.  No provision of either of these bills, however, would adversely affect the analysis set forth in this memorandum.

This memorandum, of course, briefly summarizes the general principles of the referenced laws.  It should not be viewed as legal advice and should not be applied to specific factual circumstances without consulting legal counsel.
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