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PRELIMINARY STATEMENT 
 

 The Second Circuit’s ruling extends the 
reach of section 546(e) of the Bankruptcy Code (11 
U.S.C.) well beyond its plain language.  Congress 
intended section 546(e) to protect the securities 
markets against a cascade of insolvencies by 
financial market intermediaries potentially caused 
by the unwinding of settled market transactions.  
Despite this case having no market transactions at 
all, the court’s decision permits investors who never 
paid for fictitious “purchases” to keep billions of 
dollars belonging to other investors.  A massive 
fraud is perpetrated on the markets and investors, 
and the law safe harbors it, shielding those who 
profit from the fraud but not those victimized by it.   
 
 While offering no countervailing benefits, the 
court’s decision undermines the bankruptcy 
system.  Except for under the Bankruptcy Code’s 
more limited power to recover funds under the 
actual fraud provision, nearly every preferential or 
fraudulent transfer becomes insulated from return 
whenever the funds are distributed based on a 
connection to a non-existent market transaction.  
The ruling below strips trustees of their long-
standing powers, fundamental to bankruptcy, to 
recapture funds transferred by a debtor, based on 
interpretations that are unsupported by industry 
practice.  Finally, by using a securities safe harbor 
to allow investors who never paid for securities to 
keep property stolen from others, the decision 
tramples on Congress’s core objective in bankruptcy 
of treating similarly-situated creditors equally.            
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 This issue stands “at the intersection of two 
important national legislative policies on a collision 
course – the policies of bankruptcy and securities 
law.”  Enron Creditors Recovery v. Alfa, S.A.B. De 
C.V., 651 F.3d 329, 334 (2d Cir. 2011), citing In re 
Resorts Int’l, Inc., 181 F.3d 505, 515 (3d Cir. 
1999).  The Second Circuit is uniquely positioned at 
the center of that collision: the circuit court is 
seated at the heart of the Nation’s financial 
industry, and the Bankruptcy Court for the 
Southern District of New York presides over some 
of the largest and most significant bankruptcies in 
the country.  Thus, the exception to the rule created 
by the decision will arise time and time again 
within the Second Circuit and will be wrongly 
applied unless review is granted.  Given that circuit 
court’s preeminence in matters of securities and 
bankruptcy law, its opinion is likely to have broad 
impact on the interpretation of section 546(e) 
nationwide.  See Amicus Br. of Kenneth Krys, at 4 
(“The Second Circuit is the seat of the Nation’s 
primary securities markets, and the Circuit’s 
decisions on federal securities law matters have a 
de facto national character.”). 

  The respondents contend that SIPC seeks an 
exception to section 546(e).  Opposition at 1-2; 
Sirotkin Opposition at 1.1  They are wrong.  SIPC 
simply asks that section 546(e) be enforced as 

                                                           
1   Two briefs in opposition have been filed -- one on behalf of 
Respondent Boslow and others, and the other on behalf of 
Respondent Sirotkin and others.  For convenience, the Boslow 
Opposition is referred to herein as “Opposition,” and the 
other, as “Sirotkin Opposition.” 
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written.  Because the question presented is of 
national importance, because it goes to the heart of 
bankruptcy, because the court’s decision needlessly 
upsets the balance between securities and 
bankruptcy legislative policies, and because the 
current state of the law is in disarray, causing 
confusion for those subject to it and for those 
responsible for enforcing it, it is important that the 
Court grant review.     

REPLY ARGUMENT 
 

I. SECTION 741(7)(A)(i) REQUIRES AN 
ACTUAL CONTRACT BETWEEN DISTINCT 
FINANCIAL MARKET COUNTERPARTIES 
 AND INVOLVING SPECIFIC SECURITIES 

OR TRANSACTIONS  
  

 Section 546(e) excepts from avoidance 
transfers made in connection with a “securities 
contract” as defined in section 741(7) of the 
Bankruptcy Code.  Under section 741(7)(A)(i), in 
relevant part, “securities contract” includes “a 
contract for the purchase, sale, or loan of a 
security….”  The court of appeals found the account 
opening documents in which investors open 
accounts at the brokerage and give the brokerage 
authority to trade on their behalves to be 
“securities contracts” under section 741(7)(A)(i).  
Although the meaning of a statutory provision is 
best understood in context and with reference to 
the remainder of the statute, see Petition2 at 15, 
                                                           
2   Petition for Writ of Certiorari (“Petition”), filed by the 
Securities Investor Protection Corporation (“SIPC”). 



4 
 
respondents look outside of the Bankruptcy Code, 
to the definitions of “purchase” and “sale” under the 
Securities Exchange Act of 1934, 15 U.S.C. §78a et 
seq. (“’34 Act”), for the meaning of section 
741(7)(A)(i).  Opposition at 14; Sirotkin Opposition 
at 28.  They note that under the ‘34 Act, the terms 
“purchase” and “sale” include “any contract to buy, 
purchase or otherwise acquire” or “to sell or 
otherwise dispose of” a security, 15 U.S.C. § 
78c(a)(13) and (14) (emphasis added).  Emphasizing 
the word “any” in the ’34 Act definitions, 
respondents argue that “securities contract” under 
Bankruptcy Code section 741(7)(A)(i) must include 
account opening documents that authorize a broker 
generally to buy and sell securities for customers. 
Id.  
  
 But instead of clarifying the definition of 
securities contract under section 741(7)(A)(i) of the 
Bankruptcy Code, by referring to the ’34 Act, the 
respondents modify and broaden it.  The definition 
in section 741(7)(A)(i) is narrow, and expressly 
refers not to “any” contract, but to “a” contract.  
Hence, a securities contract is “a contract for the 
purchase, sale, or loan of a security….” § 
741(7)(A)(i) (emphasis added).   
 
 The definition of “master agreement” in 
section 741(7)(A)(x) confirms that Congress’s use of 
the singular in defining securities contract under 
section 741(7)(A)(i) was deliberate, and that the 
section includes only actual contracts for the 
purchase or sale of specific securities, and not 
general agreements that merely contemplate the 
possibility of trades or transactions. 
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 A master agreement sets forth the terms 
governing transactions into which the parties may, 
but are not obliged to, enter.  See Petition at 17-18.  
It does not provide for any specific transaction, but 
merely fixes the terms of such transactions should 
parties elect to enter into them.  The Second Circuit 
deemed the account opening documents to be 
“master agreements” under section 741(7)(A)(x), 
but the court’s reading of that provision is 
incomplete.  Thus, the court overlooked that a 
master agreement is only a “securities contract” to 
the extent of a specific transaction entered under it.  
Section 741(7)(A)(x) specifies: 

 
(7) “securities contract” – 

 
(A)  means 

 
(x) a master agreement that 
provides for an agreement or 
transaction referred to in 
clause (i) … except that such 
master agreement shall be 
considered to be a securities 
contract under this 
subparagraph only with 
respect to each agreement or 
transaction under such 
master agreement that is 
referred to in clause (i).   

 
11 U.S.C. § 741(7)(A)(x) (emphasis added).  This 
limitation reveals a few things.  First, because a 
securities contract is a contract for the purchase or 
sale of a security, see 11 U.S.C. § 741(7)(A)(i), it 
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confirms that a “master agreement,” standing 
alone, is not itself a contract for the purchase or 
sale of a security.  Second, it indicates that a 
contract for the purchase or sale of a security must 
exist in fact; that is, the master agreement must 
govern an actual contract between two or more 
securities market participants requiring the 
purchase or sale of specific securities for a 
particular price.  Third, it shows that only when it 
governs such a contract can the master agreement 
be a “securities contract.”  
 
 Nothing of the kind happened here.  
Respondents entered into no contracts with any 
securities market counterparties for the purchase 
or sale of specific securities, and BLMIS entered no 
such contracts on their behalf.  Under the plain 
language of the statute, the fictitious contracts 
invented by BLMIS are no substitute.    
 
 The requirement of actual purchase or sale 
contracts appears throughout the pertinent 
provisions of section 741(7)(A), and understandably 
so.  While investors lose money every day in the 
marketplace, that is a far cry from the risk of 
cascading failures of financial market 
intermediaries that may result when settled 
financial market transactions between actual 
market participants or counterparties are 
unwound.  If there are no purchases or sales and no 
transactions between investors, as here, the threat 
that section 546(e) seeks to address is simply not 
present.  Unless there is an actual exchange of 
property, there is no counterparty risk to mitigate.    
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 Nevertheless, by an incomplete reading of 
section 741(7)(A), as illustrated above, and an 
interpretation of industry terms of art that are 
unsupported by industry practice, the court’s 
decision protects fraudulent acts rather than the 
financial markets.  Moreover, its holdings have 
repercussions beyond the case at hand.  For 
example, under the court’s decision, a master 
agreement is a securities contract even though, 
contrary to industry practice, the agreement 
governs no actual transactions.  The payment of 
securities sales proceeds or profits to an investor 
who never pays for securities in the first place and 
has no securities to sell is a “settlement” payment -- 
again, an understanding antithetical to the 
securities industry.  Account opening documents 
somehow secure an investor’s entitlement to 
payment of fictitious profits on securities that the 
investor never owns or pays for.   
 

II. THE ROLE OF SIPC 
 

 Since its creation by Congress in 1970, SIPC 
has overseen the liquidation of more than 320 
brokerages, including most recently, Lehman 
Brothers, MF Global, and BLMIS.   SIPC and 
trustees under the Securities Investor Protection 
Act, 15 U.S.C. § 78aaa et seq. (“SIPA”) “vindicate 
important public interests.”  In re Executive 
Securities Corp., 702 F.2d 406, 410 (2d Cir. 1983).    
 
 The goal of SIPA is customer protection.  
SIPA achieves this primarily through the return to 
customers of property entrusted to the failed 
brokerage.  In the event of a shortfall to customers, 
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SIPC may advance funds, but its advances are a 
supplement to, and not a substitute for, customer 
property.  SIPA § 78fff-3(a).  SIPC is funded 
through assessments upon its members, but should 
its funds be inadequate, SIPC may borrow up to 
$2.5 billion from the Treasury.  SIPA §§ 78ddd(c) 
and (g).    
 
 Customer property is broadly defined, 
consisting of cash and securities that customers 
have placed with a broker for investment purposes.  
Significantly, customer property includes “property 
unlawfully converted.”  SIPA § 78lll(4).   Customers 
share ratably in customer property.  SIPA § 78fff-
2(c)(1)(B). 
 
 When customer property is insufficient to 
satisfy customers, the SIPA trustee may bring 
avoidance actions under the Bankruptcy Code.  
SIPA § 78fff-2(c)(3).  Such recovered property “shall 
be treated as customer property.”  Id.  A SIPA 
trustee has the same avoidance powers as a 
bankruptcy trustee, specifically “including the 
same rights to avoid preferences.”   SIPA § 78fff-1.  
Without the full complement of avoidance powers, 
particularly the right to avoid preferences, a SIPA 
trustee’s ability to recover customer property for 
the benefit of customers is greatly impaired.  More 
reliance on SIPC funds is created, increasing the 
likelihood of  SIPC seeking a Government loan. 
 
 Enumerated provisions of Title 11 apply in a 
SIPA proceeding to the extent consistent with 
SIPA.  SIPA § 78fff(b).  Respondents maintain that 
section 546(e) conflicts with no provision of SIPA 
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and therefore, it must apply.  But the respondents 
overlook that a provision is inconsistent not only if 
it conflicts with an explicit provision of SIPA but if 
“its application would substantially impede the fair 
and effective operation of SIPA without providing 
significant countervailing benefits.” SIPC v. 
Charisma Sec. Corp., 506 F.2d 1191, 1195 (2d Cir. 
1974).  Even if  section 546(e), by its terms, applied, 
which it does not, its application would 
substantially impede the operation of SIPA by 
arbitrarily limiting the recovery of customer 
property for distribution to customers and by 
providing none of the market benefits intended 
under section 546(e). 
 

III. CLARITY IN THE INTERPRETATION 
OF SECTION 546(e) IS VITAL 

 
Decisions in the lower courts illustrate a 

stark conflict between courts that believe – as the 
Second Circuit does – that the stockbroker defense 
necessarily encompasses payments to customers in 
Ponzi schemes, and those that believe that the 
statutory text can achieve Congress’s purposes 
without validating such frauds.  Different courts 
apply slightly different reasoning to reach these 
conclusions, but the result is undeniable:  
widespread confusion over whether Section 546(e) 
applies where no securities transactions occur due 
to fraud.   

In Wider v. Wootton, 907 F.2d 570, 573 (5th 
Cir. 1990), the court of appeals refused to 
“implicitly authorize fraudulent business practices” 
– i.e., a Ponzi scheme – “through an unjustified 
extension of the stockbroker defense.”  Similarly, In 
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re Slatkin, 525 F.3d 805, 819 (9th Cir. 2008), 
declined to extend the stockbroker defense to a 
Ponzi schemer when “all but a very few of the 
transactions conducted by [the schemer] were 
illegitimate [emphasis in original].”   

 
 Respondents attempt to dismiss these cases 
by arguing that the schemers there were not 
stockbrokers, while BLMIS is.  See Opposition at 
24; Sirotkin at 2.  But the distinction is without a 
difference.  With respect to the petitioners, BLMIS 
did not engage in the ordinary market activity of a 
registered stockbroker.  Its registration is 
inconsequential to the issue at hand.   

 
Thus, in Slatkin, the court concluded that 

the schemer was not a stockbroker because he was 
not “in the business of making securities 
transactions happen.”  525 F.3d at 817.  Because 
the schemer did not execute securities transactions, 
but instead engaged in a Ponzi scheme, the court 
held that the stockbroker defense did not apply.  
Similarly, in Wider, although the Ponzi operator 
was not a licensed “stockbroker,” the court rested 
its decision on far more expansive grounds in 
broadly rejecting the application of Section 546(e).  
The court reasoned that “[t]o apply the stockbroker 
defense…‘would lend judicial support to “Ponzi” 
schemes by rewarding early investors at the 
expense of later victims.” 907 F.2d at 573.  The 
court also noted that “transfers made in a ‘Ponzi’ 
scheme are not made in the ordinary course of 
business,” and therefore cannot create the sort of 
protected customer relationships a stockbroker 
enjoys.  907 F.2d at 572.   
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The reasoning in the cases from the other 
courts of appeals applies with equal strength to the 
ambiguous definitions of “securities contracts” and 
“settlement payments” – which likewise would not 
be read to protect fraudulent transfers that have no 
connection with actual securities trades.  Indeed, 
courts that have reached the question have so 
concluded.  In In re Grafton Partners, 321 B.R. 527, 
538 (B.A.P. 9th Cir. 2005), the panel held that 
“[w]hatever else a settlement payment may be, it is 
restricted to the securities trade and must be 
‘commonly used.’”  The panel therefore concluded 
that “non-public trades in illegally unregistered 
securities” could not fall within that definition 
because “the statutory protection of settlement 
payments presupposes that securities laws are not 
being offended.”  Id.  That result is irreconcilable 
with the Second Circuit’s holding that the BLMIS 
transfers in furtherance of the Ponzi scheme were 
“settlement payments.”3  Respondents argue 
                                                           
3 Respondents note that Grafton Partners was a decision of 
the Bankruptcy Appellate Panel.  SIPC never suggested 
otherwise.  But although that decision is not binding on 
Article III courts, several have followed it.  See In re Crown 
Vantage, Inc., No. C-02-3838 MMC, 2006 WL 2348850, at *5 
(N.D. Cal. Aug. 11, 2006) (citing Grafton Partners to hold that 
“[a] transaction that does not . . . ‘involve the process of 
clearing trades’ is not a ‘settlement payment’ within the 
meaning of § 546(e).”); QSI Holdings, Inc. v. Alford, 382 B.R. 
731, 743 (W.D. Mich. 2007) (citing Grafton Partners to hold 
that payments to further a fraud are not “commonly used in 
the securities trade,” and that this “statutory safety valve” 
prevents Section 546(e) from being abused), aff’d sub nom., In 
re QSI Holdings, Inc., 571 F.3d 545 (6th Cir. 2009); see also 
Warfield v. Alaniz, 453 F. Supp. 2d 1118, 1136-37 (D. Ariz. 
2006), (citing Grafton Partners for the proposition that 
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(Sirotkin Opposition at 24-25) that Grafton 
Partners is undermined by In re Viola, 469 B.R. 1 
(B.A.P. 9th Cir. 2012), aff’d, 583 F. App’x 669 (9th 
Cir. 2014), but that case is plainly distinguishable 
because it dealt with an attempt to recover funds 
used to purchase publicly traded stock – and the 
trustee never argued that the payments were not 
“settlement payments.”  See id. at 9.   

 
Respondents’ remaining contentions 

(Opposition at 25-26; Sirotkin Opposition at 23-25) 
likewise miss the mark.  Respondents repeatedly 
stress that courts have given the provisions of 
Section 546(e) a broad meaning.  That may be true 
in cases involving actual securities transactions.  
But respondents cannot cite any reasoning from 
those cases which would support the extension of 
the stockbroker defense to the fraudulent 
transactions here. 

 
 Given the state of the law, whether a trustee 
can sue in avoidance will depend upon the 
jurisdiction, thereby resulting in inconsistent 
outcomes.  Some trustees will be able to maximize 
recoveries for customers; in the Second Circuit and 
any following its lead, they will not. This confusion 
in the lower courts is costly.  Ponzi schemes have 
increased in number, complexity, and dollar 
volume.  Their debtors hold few assets, most having 
been transferred to early investors or spent by the 
Ponzi operator.  Thus, the successful liquidation of 
                                                           
“[t]ransfers made in furtherance of Ponzi schemes have 
achieved a special status in fraudulent-transfer law.”), aff’d, 
569 F.3d 1015 (9th Cir. 2009). 
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a Ponzi scheme depends upon a trustee’s ability to 
bring avoidance actions to recover fictitious profits 
paid to net winners.  Indeed, the largest assets of a 
Ponzi estate usually consist of these avoidance 
claims.  See Mark A. McDermott, Ponzi Schemes 
and the Law of Fraudulent and Preferential 
Transfers, 72 Am. Bankr. L. J. 157, 158 (Spring 
1998).  Certainly, that is the case here where the 
court’s decision implicates billions of dollars in 
potential recoveries for BLMIS investors. 
 
   If section 546(e) is construed so broadly 
that it insulates from attack any Ponzi payment 
that passes through a brokerage account – indeed, 
any fictitious payment of any kind that meets that 
criterion – such that the fraudulent payment is 
laundered into legitimacy, then it will cripple 
bankruptcy and SIPA trustees alike, with no 
corresponding benefit in financial market stability.  
That is not what Congress intended, nor what it 
provided, in section 546(e).  Guidance by this Court 
is vital and this case, as both a securities and a 
bankruptcy case, offers the appropriate vehicle. 
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CONCLUSION 
 
 The petition for a writ of certiorari should be 
granted. 
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