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Lessons From Merit Management:

The Settlement Payment Defense Lives ... if You Are a “Financial Institution”

By Jeffrey Cohen, Richard Bernstein, Michael A. Brosse, Paul Kizel, Benjamin Kozinn, Jonathan C. Wishnia and Gabriel L. Olivera

What You Need To Know:

* In Merit Management, the Supreme Court squarely addresses and resolves the circuit court split on whether the
“settlement payment” defense can be implemented to insulate subsequent transferees in a constructive fraud case.

* By agreeing with the Seventh Circuit, courts are now instructed to look at the entire transaction as a whole and focus
on the ultimate transferee, rather than the existence of an intervening “financial institution.”

* The “settlement payment” defense, however, remains a viable defense if the involved party is considered a “financial
institution,” the definition of which the Supreme Court elected not to address in the Merit decision.

In a much-awaited decision, the Supreme Court finally
resolved the longstanding split among the circuit courts
regarding the applicability of the “settlement payment
defense” under 546(e) of the Bankruptcy Code (the
Settlement Payment Defense). The Merit Management'
Court's focus on § 546(e)’s scope should ease the minds
of those who worried the Supreme Court would limit the
Bankruptcy Code’s definition of a “financial institution.”

1. The Settlement Payment Defense

The Settlement Payment Defense shields covered
entities from constructive fraudulent conveyance actions
by precluding a trustee from recovering a “settlement
payment” or “transfer” made “by or to (or for the benefit
of)” these entities, including financial institutions. Many
defendant-transferees raise the Settlement Payment
Defense to protect their received settlement payments.

2. Pre-Merit Management Circuit Split

Prior to the Merit Management decision, circuit courts
had two views on the reach of the Settlement Payment

Defense. One view (the Plurality View), subscribed to by
five circuit courts, allowed the existence of a financial
institution in the chain of transfers to insulate subsequent
transferees from liability. While the defendant, typically the
transaction’s ultimate transferee, is not a covered entity,
the financial institution that makes the final payment to
said transferee usually is. Thus, the theory goes that if one
of the component parts to the transaction is a covered
entity, the whole transaction is protected by the Settlement
Payment Defense.

The Seventh Circuit proposed a different view (the
Seventh Circuit View), which looked at the transaction as
a whole and focused on the ultimate transferee. Namely,
the Seventh Circuit held that the Settlement Payment
Defense did not apply when the only covered entity is the
financial institution that served as a mere conduit for the
distribution of payment to the transferee.

In Merit Management, one side argued in favor of the
Plurality View, and the other asserted that the Seventh
Circuit View applies.

" Merit Mgmt. Grp., LP v. FTI Consulting, Inc., No. 16-784, 2018 WL 1054879 (U.S. Feb. 27, 2018).
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3. Brief Facts in Merit Management

The Merit Management case involved a chapter 11 trustee
(the Trustee) that identified what it considered to be a
constructive fraudulent transfer from the Debtor to a
transferee (the Transferee). The Trustee alleged that the
Debtor purchased stock from the Transferee at a price
that did not provide fair value.® Therefore, the Trustee filed
suit to recover (“avoid”) the allegedly dubious pre-petition
payments.

The Transferee filed a motion on the pleadings, whereby
it argued that the Settlement Payment Defense barred
the Trustee from recovery pursuant to the Plurality View.
Specifically, the Transferee argued that the Settlement
Payment Defense insulated the relevant transaction from
scrutiny, because the final payment to the Transferee
was not made by the Debtor, but rather “by” a protected
intermediary: a financial institution that served as a
conduit for the transfer of payment. The Trustee countered
with the Seventh Circuit View: the Settlement Payment
Defense cannot be used to insulate transfers that were
made through a financial institution but did not involve
said financial institution as a direct party.

The Supreme Court agreed with the Trustee, but on
broader grounds.

4. The Merit Management Holding

The Merit Management Court did not did limit the definition
of a “financial institution” in any way. Instead, it simply held
that when considering the Settlement Payment Defense,
courts are to concentrate on the overarching transaction
from initial transferor to end transferee, and not on the
component parts.

Focusing its discussion on this general holding, the
Merit Management Court clarified that using a financial
institution as a mere conduit for the distribution of funds
does not shield a transaction from avoidance actions.
Essentially, courts should “look to the transfer that the
trustee seeks to avoid (i.e., A — D) to determine whether”
the Settlement Payment Defense insulates said transfer,
and should not look to the “component parts of the
overarching transfer (i.e., A— B — C — D).

The Supreme Court did not discuss whether the Debtor or
the Transferee qualified as a “financial institution.” Thus,

despite Merit Management's holding, defendants can still
avail themselves of the Settlement Payment Defense if
they claim “financial institution” status as part of their
defense.

5. Post-Merit Management Implications

While the decision will deprive some avoidance defendants
of the ability to use the Settlement Payment Defense,
said defense still applies when the financial institution
asserting the Settlement Payment Defense is the conduit-
bank’s “customer” The Merit Management ruling did
not limit the Bankruptcy Code’s definition of a “financial
institution.” As previously stated, the Settlement Payment
Defense precludes a trustee from avoiding a “settlement
payment” or “transfer” made “by or to (or for the benefit
of)” “financial institutions.”

The Bankruptcy Code’s definition of “financial institutions”
includes the “customer” of certain banks or commercial
entities when a bank or commercial entity acts as an
agent or custodian for the customer in connection with a
securities contract.® Hypothetically speaking, a transferee
that is also a customer of a bank or commercial entity
serving as an intermediary to a transaction could use the
Settlement Payment Defense to insulate itself from an
avoidance action, given that the Bankruptcy Code also
defines said customer as a protected “financial institution.”

At the Merit Management oral argument, Justice Stephen
Breyer suggested that this might be a valid justification
for transferees to continue using the Settlement Payment
Defense.® However, the Court chose to not discuss the
Bankruptcy Code’s definition of a “financial institution,”
as the Transferee conceded the aforementioned point in
the lower courts. Thus, it still remains true that a financial
institution may avail itself of the Settlement Payment
Defense if it is one of the transacting parties, as opposed
to an intermediary.

Given this development, the main takeaway for securities
market participants is that they must demand a detailed
transfer structure that gives them “financial institution”
status in order to curtail avoidance liability. Many circuit
courts are mindful of the importance of financial market
stability and certainty, and the detrimental effects that
would result from subjecting all securities transactions
to avoidance actions. By insisting on a transfer structure
whereby transferees fit within the Bankruptcy Code’s

% The Bankruptcy Code allows a trustee to seek the avoidance of fraudulent transfers. 11 U.S.C. § 548(a).

“ Merit Mgmt. Grp., 2018 WL 1054879, at *3, 12.
511U.S.C. § 101(22).

© See Transcript of Oral Argument at 13-20, Merit Mgmt. Grp., LP v. FTI Consulting, Inc., No. 16-784, 2018 WL 1054879 (U.S. Feb. 27,

2018) (available here).


https://www.supremecourt.gov/oral_arguments/argument_transcripts/2017/16-784_d18e.pdf

definition of a “financial institution,” market participants
will safeguard their securities transactions from
avoidance risk.

6. Conclusion
Focusing its attention on Merit Management's specific

facts, the Supreme Court’s ruling appears to leave in place
protections for certain shareholders receiving settlement

Contacts

payments under securities contracts. Going forward,
market participants that seek certainty and finality in
their transactions will be wise to ensure that they qualify
for “financial institution” status prior to entering into a
securities transaction.

Please contact the listed attorneys for further information on the matters discussed herein.

Jeffrey Cohen

Partner, Bankruptcy, Financial Reorganization &
Creditors' Rights

T 212.419.5868 | jcohen@lowenstein.com

Richard Bernstein
Partner, Investment Management
T 646.414.6842 | rbernstein@lowenstein.com

Michael A. Brosse
Partner, Mergers & Acquisitions and Private Equity
T 212.419.5836 | mbrosse@lowenstein.com

Paul Kizel

Partner, Bankruptcy, Financial Reorganization &
Creditors' Rights

T 973.597.2478 | pkizel@lowenstein.com

Benjamin Kozinn
Partner, Investment Management
T 212.419.5870 | bkozinn@lowenstein.com

Jonathan C. Wishnia
Partner, Mortgage & Structured Finance
T 646.414.6797 | jwishnia@lowenstein.com

Gabriel L. Olivera

Associate, Bankruptcy, Financial Reorganization
& Creditors' Rights

T 973.597.6124 | golivera@lowenstein.com

NEW YORK PALO ALTO NEW JERSEY UTAH WASHINGTON, D.C.

This Alert has been prepared by Lowenstein Sandler LLP to provide information on recent legal developments of interest to our readers. It is not intended to provide
legal advice for a specific situation or to create an attorney-client relationship. Lowenstein Sandler assumes no responsibility to update the Alert based upon events
subsequent to the date of its publication, such as new legislation, regulations and judicial decisions. You should consult with counsel to determine applicable legal
requirements in a specific fact situation.

© 2018 Lowenstein Sandler LLP


https://www.lowenstein.com/people/attorneys/benjamin-kozinn
mailto:bkozinn%40lowenstein.com?subject=
https://www.lowenstein.com/people/attorneys/jeffrey-cohen
mailto:jcohen%40lowenstein.com?subject=
https://www.lowenstein.com/people/attorneys/paul-kizel
mailto:pkizel%40lowenstein.com?subject=
https://www.lowenstein.com/people/attorneys/michael-brosse
mailto:mbrosse%40lowenstein.com?subject=
https://www.lowenstein.com/people/attorneys/richard-bernstein
mailto:rbernstein%40lowenstein.com?subject=
https://www.lowenstein.com/people/attorneys/jonathan-wishnia
mailto:jwishnia%40lowenstein.com?subject=
https://www.lowenstein.com/people/attorneys/gabriel-l-olivera
mailto:golivera%40lowenstein.com?subject=

