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PREFERENCE DETERMINATIONS CONCERNING BANKRUPTCY
REFORM ACT OF 1978 AND SECURITIES ACT OF 1933,
SECURITIES AND EXCHANGE ACT OF 1934, AND COMMODITY
EXCHANGE ACT

*J.B. Grossman

I. INTRODUCTION

The Bankruptcy Code's preference rules,1 particularly those found in
sections 547(b) and 548(a)(1)(A),2 permit the return of funds paid by a
bankruptcy estate debtor out of the estate to third parties prior to the filing
of the petition in bankruptcy. Specifically, section 547(b) provides for
avoidance of transfers made within ninety days of the filing of the bank-
ruptcy and section 548(a)(1)(A) allows avoidance of fraudulent transfers
made within one year of the filing of the bankruptcy for any transfer of an
interest of the debtor in property. These preference call back of funds rules
could include the return of account equity paid out to trading account own-
ers in security and commodity futures or derivative accounts when, within
ninety days of the return of account funds, a trading firm which formerly
held those returned customer monies enters bankruptcy. 3 Making this co-
nundrum more complicated, Bankruptcy Code section 546(e) places a "con-
tingent" limit on the trustee's right to these preferences over disbursed ac-
count equity where these customer monies are paid not to the customer but
rather to certain institutional market participants.4 In short, payments made

* J.B. Grossman, LL.M., is a partner with the Fort Lauderdale law firm of Breit-
Grossman, LLP. His expertise is in complex economic litigation, and transactions pursuant to
the Commodity Exchange Act, Securities Act, Securities Exchange Act, Investment Com-
pany Act and other regulatory matters concerning finance, markets, and trading. He is also
an Adjunct Professor of Law, Nova Southeastern University, Shepard Broad Law Center,
Fort Lauderdale, Florida. He instructs in Securities and Derivative Law and Pretrial Practice
Courses.

1. A "preference" in bankruptcy is:
the payment of a debt to one creditor rather than dividing the assets equally
among all those to whom he/she/it owes money, often by making a payment to a
favored creditor just before filing a petition to be declared bankrupt. Such a pref-
erence is prohibited by law, and the favored creditor must pay the money to the
bankruptcy trustee. However, the bankruptcy court may give secured creditors
(with a judgment, lien, deed of trust, mortgage or collateralized loan) a legal
preference over "general" creditors in distributing available funds or assets.

See http://dictionary.law.com/default2.asp?selected=1577&bold=preference//.
2. 11 U.S.C. §§ 547(b), 548(a)(1)(A) (2005).
3. 7 AM. JUR.2d Bankruptcy § 1802 (2005).
4. Section 546(e) first appeared as 11 U.S.C. § 764(c) in 1978 but pertained to the

commodity futures markets only. In 1982 Congress amended the Bankruptcy Code to "clar-



UALR LAW REVIEW

from trading accounts to customers are subject to a trustee's preference
claims even though they might not be when those funds are paid into third
party market institutions on behalf of the customer. The purpose of prefer-
ences is to create equality among creditors, but the imports of these "prefer-
ences" often seem to create complexity, uncertainty, and sometimes injus-
ticef

In this article I will articulate the nature of a trustee's authority in
bankruptcy to make preference claims on securities and commodity futures
account holders over returns of disbursed equity from their accounts. I will
then explain for those circumstances when a preference right is permitted,
whether any special limitations exist as to the use and redistribution of those
preferenced funds, and explain what those special rules require concerning
the recaptured funds. Finally, I will provide the practitioner with an outline

ify and, in some instances, to broaden the commodities market protections to the securities
market." The amended section was re-codified as section 546(d). Pub. L. No. 97-222; see
also H.R. 420, 97th Cong. (t982). In 1984 section 546(d) was moved to 546(e). Pub. L. 98-
353; see also H.R. 5174, 98th Cong. (1984).

5. Professor Lawrence Ponoroff has commented and explained preferences in Bank-
ruptcy stating:

In light of this premium that traders and other mercantile interests place on the
predictability of consequences flowing from particular behavior and the finality
of concluded transactions, bankruptcy preferences present an enigma. Inasmuch
as they expose to the risk of voidability transactions that are perfectly permissi-
ble and wholly unassailable under state law, preferences seem as if they were de-
signed to create uncertainty. Perhaps more so than any other aspect of the com-
mercial law, the concept of a voidable preference highlights the fundamental dif-
ference between the values that underlie the parallel state and federal schemes of
debt collection. Because of its emphasis on collectivizing the debt collection
function, bankruptcy cannot tolerate asset transfers made in contemplation of
liquidation and that favor one creditor at the expense of other creditors of the
same class. Bankruptcy law must regulate preferences precisely because prefer-
ential transfers belie the bankruptcy maxim that "equality is equity."

Lawrence Ponoroff, Evil Intentions and an Irresolute Endorsement for Scientific Rational-
ism: Bankruptcy Preferences One More Time, 1993 Wis. L. REv. 1439, 1444-47 (1993)
(footnotes omitted). In footnote 16, Professor Ponoroff states:

[n]otably, the trustee need not prove that the transferee-creditor knew or had rea-
son to know that the effect of the payment would be to prefer that creditor vis a
vis other creditors of the same class. Thus, a creditor that acts innocently and in
good faith in accepting a payment or the transfer of property from an insolvent
debtor to secure an existing indebtedness may still be required to disgorge its
lawfully gotten pre-bankruptcy gain. See H.R. REP. No. 595, 95th Cong., 2nd
Sess. 178 (1978), reprinted in 1978 U.S.C.C.A.N. 5963, 6139 [hereinafter House
Report] ("To argue that the creditor's state of mind is an important element of a
preference and that creditors should not be required to disgorge what they took
in supposed innocence is to ignore the strong bankruptcy policy of equality
among creditors.").

Id. at 1446 n.16.
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of which trading market institutional recipients of security or commodity
futures regulated account funds may not be recalled by the trustee under his
or her preference powers.

II. DISCUSSION

A. The Limitation on a Trustee in Bankruptcy's Preference Rights

Section 546(e) limits the trustee's power concerning preferences as fol-
lows:

Notwithstanding sections 544, 545, 547, 548(a)(1)(B), and 548(b) of this
title [preference authorizations], the trustee may not avoid a transfer that
is a margin payment, as defined in section 101, 741, or 761 of this title,
or settlement payment, as defined in section 101 or 741 of this title,
made by or to a commodity broker, forward contract merchant, stock-
broker, financial institution, or securities clearing agency, that is made
before the commencement of the case, except under section
548(a)(1)(A) [Fraudulent Transfers] of this title. 6

The limitation does not constrain the trustee from returning "prefer-
enced" payments to the estate unless the payments are made into what we
will generically call for now, clearing entities or, in the case of securities,
settlement agencies. So when may the trustee in bankruptcy apply his or her
preference powers in dealing with a security or derivative account, and what
are the special payout rules? The answers to our questions must be preceded
by our setting out in clear terms what is a security versus what is a deriva-
tive. Understanding how the Bankruptcy Code structures itself to provide
these special rules for securities and derivatives will be dependent on under-
standing the different nature of each investment vehicle and how Congress
created distinct customer protection rules for funds being held by trading
account businesses.

For our purposes we will limit our concept of the relevant regulatory
acts for securities to the Securities Act of 1933, 15 U.S.C. § 77a and the
Securities and Exchange Act of 1934, 15 U.S.C. § 78a, whose operation is
under the direction of the Securities and Exchange Commission (SEC) and
for derivatives to the Commodity Exchange Act (CEA), 7 U.S.C. § 1 under
the Commodity Futures Trading Commission (CFTC). To best examine
these distinct operative regimes and their effect on the preference powers of
sections 547 and 548(l)(a) as re-characterized by section 546(e) we will
first set forth a definition between securities and commodity futures and
other derivatives. For that distinction, we can rely upon the comparison

6. 11 U.S.C. § 546(e) (2005).
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found in Chicago Mercantile Exchange v. SEC7 where the court made the
following observations concerning a conceptual difference between securi-
ties and commodities and the power of the respective agencies:

A futures contract, roughly speaking, is a fungible promise to buy or sell
a particular commodity at a fixed date in the future.

A security, roughly speaking, is an undivided interest in a common ven-
ture the value of which is subject to uncertainty.

Securities usually arise out of capital formation and aggregation (en-
trusting funds to an entrepreneur), while futures are means of hedging,
speculation, and price revelation without transfer of capital. So one
could think of the distinction between the jurisdiction of the [Securities
and Exchange Commission or "SEC"I and that of the Commodity Fu-
tures Trading Commission or "CFTC"] as the difference between regu-
lating capital formation and regulating hedging. 8

1. Sections 741-752 Apply to Securities and Sections 761-766 Ap-
ply to Commodity Futures

We now return to section 546(e) of the Bankruptcy Code to note the
following about that statute's reference to other sections of the Bankruptcy
Code. Section 101 is part of the Bankruptcy Code's general definitional
section, and, as stated above, sections 741 through 752 comprise a set of
rules to be followed in bankruptcy proceedings where the debtor is an entity
whose operations are subject to regulation by the SEC under the securities
acts. Sections 761 through 766 comprise a set of rules to be followed in
bankruptcy proceedings 'where the debtor is an entity whose operations are
subject to regulation under the CFTC and commodity futures enactments.
When transactions governed by those financial market rules are also
brought into a bankruptcy proceeding, then the Bankruptcy Code in sections
741 through 752 and 761 through 766 provides a very specific scheme for
avoidance and payout to securities and derivative customers different than
the customary bankruptcy practice.

7. 883 F.2d 537 (7th Cir. 1989).
8. Id. at 542-43.

[Vol. 27
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2. Securities Are to Insurance Funds as Commodity Futures Are to
Segregated Accounts

There is a marked contrast between the application of sections 741
through 752 and the application of sections 761 through 766. This contrast
exists because there is a marked distinction as to how customer funds are
maintained and protected at a securities regulated entity, such as a broker
dealer, as opposed to how customer funds are maintained and protected at a
derivative dealer such as a "futures commission merchant," (a nomenclature
for a broker dealer in futures). Under the securities acts, customer funds are
protected by a congressionally created insurance fund.9 Under the commod-
ity futures act, customer funds are protected by a congressionally enacted
scheme of "segregated accounts."'

3. The Securities Act and the Insurance Fund ("SIPC')

In 1970 Congress created the Securities Investor Protection Corpora-
tion ("SIPC"), as part of the Securities Investor Protection Act of 1970.1
SIPC's object is to restore funds to investors when broker dealer assets are
in the hands of a bankruptcy estate or when a broker dealer is found to be
otherwise financially troubled and unable to return customer deposits. When
a brokerage firm is closed due to bankruptcy or other financial difficulties,
SIPC steps in to facilitate the return to investors of the debtor firm the cash,
stock, and other securities the customer had at the firm. SIPC sometimes
accomplishes this by insurance payments to investors and subrogating itself
on behalf of all rightful claims. Without SIPC investors at financially trou-
bled brokerage firms might wait for years while their assets are tied up in
court or lose their securities or money forever. The Securities Investor Pro-
tection Corporation is the investor's first line of defense in the event a bro-
kerage firm fails owing customer's cash and securities that are missing from
customer accounts. From the time Congress created it in 1970 through De-
cember 2003, SIPC has advanced $587 million in order to make possible the
recovery of $14.0 billion in assets for an estimated 628,000 investors. Al-
though not every investor is protected by SIPC, SIPC estimates that no
fewer than ninety-nine percent of persons who are eligible have been made
whole in the failed brokerage firm cases that it has handled to date. 2

9. 15 U.S.C. § 78ff-3 (2005).
10. 17 U.S.C. § 6d(a)(2), (b) (2005).
11. 15 U.S.C. § 78ccc (2005).
12. See http://www.sipc.org/who/sipctrackrecord.cfm.

20051
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4. The Commodity Futures and Segregated Accounts

Since the 1936 amendments to the CEA, 13 the CEA has required regis-
trants holding customer funds to separately account for or segregate those
funds.' 4 Thus, unlike the securities acts, which protect customer funds by
the SIPC insurance fund, under the CEA fuads are protected by requiring
that they be kept separate from firm (futures commission merchant) funds.

5. The Bankruptcy Code Provides Special Avoidance Prescriptions
Giving Due Considerations to the Securities and Commodity Fu-
tures Act's Customer Protection Schemes

When the Bankruptcy Reform Act of 1978 was promulgated, the draft-
ers determined it was necessary to provide special procedures and rules
concerning the trustee's avoidance powers in light of the securities act's
investor protection system and SIPC and the commodity futures act's con-
cept of segregated accounts. As such, sectioan 546(c) was written to take into
account the special circumstances or pre-existence of the remedial financial
acts. Section 101 describes "margins" generally, while section 741 speaks to
securities transactions, and section 761 speaks to commodity futures and
other derivative transactions, with due consideration given to the congres-
sionally structured customer protection plans of SIPC and segregate ac-
counts. In addition, sections 101 and 741 (not 761), speak to "settlements"
in relation to the securities acts only. Because each financial industry has a
different customer funds protection scheme, each must be managed differ-
ently in bankruptcy proceedings.

6. The Bankruptcy Code and Securities Act Registrants

If a debtor is subject to the securities laws as to its business activity,
section 742 of the Bankruptcy Code directs that under section 5 of SIPC, the
SIPC can initiate a proceeding in a United States district court and take on
all the powers a trustee would have under Title 11. In fact, a SIPC proceed-
ing enjoins even a bankruptcy proceeding. If the trustee, and not SIPC, re-
solves an insolvent estate of a securities registrant, section 749 continues the
concept of preference (avoiding) transfers of property out of an estate pre-
ceding a filing, but in the case of customer identified property, it establishes
specific rules giving the customer account certain preferences as well as
providing the, SEC specific rights as to transactions after the order of retief.

13. The CEA was first passed Sept. 21, 1922, ch. 369, § 1, 42 Stat. 998, and first
amended on June 15, 1936, ch. 545, § 1, 49 Stat. 1491.

14. Section 4d(a)(2) of the CEA, 7 U.S.C. § 6d(a)(2) (2001) and 17 C.F.R § 1.20
(2004).

[Vol. 27
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For example, section 751 permits the return of customer securities held in
his name unless the customer has a negative balance with the broker dealer.
Also section 752 permits ratable return to all customers of customer identi-
fied monies in priority to all other claims except certain claims attributable
to the administration of the estate.

7. The Bankruptcy Code and Commodity Futures Act Registrants

If a debtor is subject to the commodity futures and derivative laws as
to its business activity, sections 763 and 764 direct the trustee in bankruptcy
that customer-segregated accounts are to be treated as the account of the
identified customer, not the debtor. Section 764 gives the trustee a power
akin to those powers given in section 749 under the securities acts and con-
tinues the concept of avoiding transfers of property out of an estate preced-
ing a filing but in the case of customer identified property establishes spe-
cific rules giving the customer account certain preferences as well as pro-
viding the CFTC specific rights to validate transactions after the order of
relief. Section 765 gives the identified customer certain instructional rights
as to open commodity futures and derivative contacts. Section 766 then
provides a formula for ratable return of specific customer funds, except cer-
tain claims attributable to the administration of the estate.

8. The Trustee's Avoidance Powers Continue in Securities and
Commodity Registrant Proceedings, but Are Applied in Very Spe-
cific Manners Pursuant to Bankruptcy Code Section 546(e)

What is important to understand is that the avoidance powers of the
trustee are not done away with under section 546(e), but merely altered to
insure that when applied in the case of either securities or commodity fu-
tures transactions, they are applied in a manner that permits specifically
identified customer property to be protected for the identified customer and
returned to the customer in a manner separate from resolution of the
debtor's general estate.

Section 546(e) does not stop avoidance, but continues to permit avoid-
ance under certain circumstances. In the case of securities and commodity
futures, the avoided property must be returned to the specified customer's
account. If the customer funds have not been violated by the debtor in its
financially hindered state, then the full amount of the identified property can
be returned, less administrative costs. If the customer funds have been vio-
lated, then all customer funds are returned to the identified customers on a
pro rata basis with other like customers.

2005]
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B. The Purpose and Effect of Section 546(e) as Applied to Margin and
Settlement Payments Further Explained

1. Additional Reason Why Section 546(e) Does Not Prohibit a Trus-
tee's Avoidance Claims Against Clearing and Settlement Entities

The prohibition against the trustee's power of avoidance that section
546(e) engenders runs against the call back by the trustee of "margin" or
"settlement" payments in the securities industry or margin payments in the
commodity futures or derivative industries. The rule permits a trustee to
reclaim payments made to investors who own the brokerage account. It does
not permit the recapture of payments made on behalf of the investor to secu-
rities and derivative institutions. Prohibitions against recapturing payments
made into clearing and (in the case of securities) the settlement processes
were enacted by Congress because once these payments are made, an essen-
tial but complicated process of posting, and re-posting of trades, and their
related cash accounting become deeply embedded into financial matrixes by
which the securities or commodity futures industry operates. A call back of
these funds would undermine the established clearing system and such an
undermining, if permitted, would have a harmful effect on the financial
markets, whose stability the legislature has determined is more important
than preservation of the purpose of avoidance of fund withdrawals from
bankrupt estates.

We have been using the terms clearing entities or, in the case of securi-
ties, settlement agencies generically for the purposes of working out the
rules and regulations, which govern preference claims when a broker dealer
or futures commission merchant enters bankruptcy. In fact, section 546(e)
speaks of payments made to a very specific list of entities that have very
particular meanings under the relevant acts, to wit., payment "made by or to
a commodity broker, forward contract merchant, stockbroker, financial in-
stitution, or securities clearing agency, that is made before the commence-
ment of the case ... ,"" The margin payments in securities, futures and
derivative markets speak to monies forwarded by a broker dealer or futures
commission merchant to an exchange clearinghouse or stock or derivative
dealer, not to a customer, as margin payments are not made to customers.16

15. 11 U.S.C. § 546(e) (2005).
16. Section 761(15) defines "margin payment" within the context of commodity futures

as, "payment 01 teposil of cash, a sztyiv, Or uthvi pmpety, that is vsanA ,y kw'n t a the
commodities trade as original margin, initial margin, maintenance margin, or variation mar-
gin, including mark-to-market payments, settlement payments, variation payments, daily
settlement payments, and final settlement payments made as adjustments to settlement
prices." Section 741 (5) defines "margin payment" within the context of securities similarly
as "payment or deposit of cash, a security, or other property, that is commonly known to the

[Vol. 27
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Settlement payments apply to institutional securities industry transactions
(as the section 546(e) realizes) in that the word settlement is generally for
payments from the securities clearing process to a stock purchaser or
seller.' 7 Recalling these payments would cause similar harm as recalling
margin payments.' 8 It is now time to describe precisely what those institu-
tions are that are protected from the bankruptcy trustee's preference rights.

Since a trustee may not avoid payments to the designated entities, it is
necessary to determine just what are the section 506(e) listed entities of
commodity broker, forward contract merchant, stockbroker, financial insti-
tution, or securities clearing agency. Each entity will be defined and if nec-
essary described. Each prescribed institution, though, will not be explained
in the order listed in section 506(e) but arranged in a manner from the easi-
est to understand to the more difficult.

securities trade as original margin, initial margin, maintenance margin, or variation margin,
or as a mark-to-market payment, or that secures an obligation of a participant in a securities
clearing agency."
See Section 101(38) for a like definition of margin for forward contracts.

17. Section 741(8) defines settlement payment as "a preliminary settlement payment, a
partial settlement payment, an interim settlement payment, a settlement payment on account,
a final settlement payment, or any other similar payment commonly used in the securities
trade."

18. In Kaiser Steel Corp. v. Charles Schwab & Co., 913 F.2d 846 (10th Cir. 1990), the
court said the following on the subject of settlement payments and preferences:

The definition in section 741(8), while somewhat circular, is "extremely broad,"
In re Bevill, Bresler & Schulman Asset Management Corp. (Bevill, Bresler &
Schulman Asset Management Corp. v. Spencer Savings & Loan Ass'n), 878 F.2d
742, 751 (3d Cir. 1989), in that it clearly includes anything which may be con-
sidered a settlement payment. See In re Blanton (Blanton v. Prudential-Bache
Securities, Inc.), 105 B.R. 321, 347 (Bankr.E.D.Va. 1989) (because margin and
settlement payment are "very broadly defined by the Bankruptcy Code," court
accepts the argument that "any payment by [the debtor] which was used to re-
duce a deficiency in his margin account constituted either a margin or settlement
payment for purposes of the exception under § 546(e)"); see also In re Bevill,
Bresler & Schulman Asset Management Corp. (Cohen v. Savings Building &
Loan Co.), 896 F.2d 54, 61 (3d Cir. 1990) (holding that transferring securities to
a safekeeping account for a purchaser is a settlement payment; apparently over-
ruling In re Bevill, Bresler & Schulman, Inc. (Hill v. Spencer Savings & Loan
Ass'n ), 94 B.R. 817, 828-29 (D.N.J. 1989)). But cf In re Edelsberg (Edelsberg
v. Thompson McKinnon Securities, Inc.), 101 B.R. 386, 389 (Bankr.S.D.Fla.
1989) (execution of judgment on debt for settlement payment is not itself a set-
tlement payment).
Such an interpretation "is consistent with the legislative intent behind § 546 to
protect the nation's financial markets from the instability caused by the reversal
of settled securities transactions." Kaiser Steel Resources, Inc. v. Jacobs, 110
B.R. at 522.

Kaiser Steel Corp., 913 F.2d at 848.

2005]



UALR LAW REVIEW

2. Definition and Description of a Stockbroker, Financial Institution,
and Securities Clearing Agency

A stockbroker is not defined in the various acts but is used in section
741 to mean a person approved by the SEC and stock exchanges to sell se-
curities to the public.' 9 The National Association of Securities Dealers,
NASD, registers stockbrokers for the SEC and names that category as a
Registered Representative.20 A Registered Representative is the person who
interacts on behalf of a broker dealer with public investors. A Financial in-
stitution refers to a banking business or mutual fund.7 Securities clearing
agency is defined in section 101(48) to mean an entity registered as a clear-
ing agency under section 17A of the Securities Exchange Act of 1934 (a
national clearing association, for example, the Depository Trust Corpora-
tion22) or whose business is confined to the performance of functions of a
clearing agency in exempted securities as defined by section 3(a)(12) of the
Securities Exchange Act of 1934-in effect, a place where sold securities
are taken from a seller and given to the purchaser through the offices of the
investor's broker dealers.

19. See A HANDBOOK OF BusINEss LAW TERMS, BLACK'S LAW DICTIONARY SERIES
(West Group 1999).

20. NASD Rule 1031(b), Definition of Representative:
Persons associated with a member, including assistant officers other than princi-
pals, who are engaged in the investment banking or securities business for the
member including the functions of supervision, solicitation or conduct of busi-
ness in securities or who are engaged in the training of persons associated with a
member for any of these functions are designated as representatives.

available at http://nasd.complinet.com/nasd/display/display.html?rbid= 1198
&element id=1159000424.
21. The actual term found at section 101(22) reads:

the term "financial institution"-
(A) means-

(i) a Federal reserve bank or an entity (domestic or foreign) that is a com-
mercial or savings bank, industrial savings bank, savings and loan associa-
tion, trust company, or receiver or conservator for such entity and, when
any such Federal reserve bank, receiver, conservator, or entity is acting as
agent or custodian for a customer in connection with a securities contract,
as defined in section 741 of this title, the customer; or (ii) in connection
with a securities contract, as defined in section 741 of this title, an invest-
ment company registered under the Investment Company Act of 1940; and
(B) includes any person described in subparagraph (A) which operates, or
operates as, a multilateral clearing organization pursuant to section 409 of
the Federal Deposit Insurance Corporation Improvement Act of 199 1.

22. See http://www.dtcc.com/Careers/history.htrrL

[Vol. 27
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3. Definition and Description of the Terms Commodity Broker, Clear-
ing Organization, Commodity Options Dealer, Leverage Transac-
tion Merchant, and Forward Contract Merchant as Used in Section
506(e).

Section 101 (6) of the Bankruptcy Code defines "commodity broker" to
mean, futures commission merchant, foreign futures commission merchant,
clearing organization, leverage transaction merchant, or commodity options
dealer, as those terms are defined in section 761 of the Bankruptcy Code.
Section 761, however, does not define "futures commission merchant." The
CEA, does in section la.(20) as an entity that:

(A) is engaged in soliciting or in accepting orders for the purchase or
sale of any commodity for future delivery on or subject to the rules of
any contract marketr23 or derivatives transaction execution facility;24 and
(B) in or in connection with such solicitation or acceptance of orders,
accepts any money, securities, or property (or extends credit in lieu
thereof) to margin, guarantee, or secure any trades or contracts that re-
sult or may result therefrom.

Thus, a sort of broker dealer in derivatives.
The term clearing organization is defined in section 761(2) to mean a

derivative clearing organization registered under the CEA. Like the term
securities clearing agency, it is a place where sold derivatives are booked as
being due from a seller and likewise where buyers are listed as obligated to
pay for a to be delivered good at a future date. Section 761(6) defines a
"commodity options dealer" as "a person that extends credit to, or that ac-
cepts cash, a security, or other property from, a customer of such person for
the purchase or sale of an interest in a commodity option. ' 5 A leverage
transaction merchant is a concept defined in section 19 of the CEA as the
sale of standardized contracts on any commodity by way of a margin ac-

23. The CEA does not define a contract market (although it is a term used extensively in
that CEA). PHILIP MCBRIDE JOHNSON & THOMAS LEE HAZEN, COMMODITIES REGULATION

§ 1.20 (2d ed. 1989) defines a contract market as, "a board of trade or other exchange that has
achieved designation as such by the CFTC, and because it pertains only to such licensed
institutions, is not synonymous with board of trade."

24. Derivative transaction execution facility is not a word of art defined by the CEA, the
Securities and Exchange Act of 1934 or the Bankruptcy Code. The definitional section of the
Securities and Exchange Act of 1934 does use the term in defining what a stock index future
is not. See section 3a(55) of that act. The regulations under the Commodity Exchange Act, 17
C.F.R. pt. 37, again by way of definitional inference sets parameters for operation of a De-
rivative Transaction Execution Facility or boards of trade or trading facility operating as a
registered derivatives transaction facility.

25. See CEA regulations at 17 C.F.R. pt. 32 and 33 where the CFTC exercises its power
to regulate trading in commodity options.
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count. Sales of leverage contracts are prohibited except as authorized by the
CFTC. Subpart (b) of section 19, permits only contracts in silver, gold, and
other precious metals to be registered with the CFTC as a leverage transac-
tion merchant. A forward contract merchant, as defined by section 101 (26),
means a person whose business consists, in whole or in part, of entering into
forward contracts as or with merchants in a commodity, as defined in sec-
tion 761(8) (listing financial vehicles subject to regulation under the CEA)
or any similar good, article, service, right, or interest which is presently, or
in the future, becomes the subject of dealing in the forward contract trade.

Payments made to any of these organizations, a commodity broker,
forward contract merchant, stockbroker, financial institution, or securities
clearing agency are protected from the trustee's rights under Code sections
544, 545, 547, 548(a)(1)(B), and 548(b) unless the transaction was fraudu-
lently engineered.

III. CONCLUSION

Investors should always be concerned with the capital structure of
firms they choose to use for market access because if their chosen firm en-
ters bankruptcy during or soon after their tenure with the firm as a customer,
their funds may be subject to being tied up for the term of the administration
of the bankrupt trading firm's estate. The trustee's preference powers allow
her to bring market investor funds back into the bankrupt broker dealer or
futures commission merchant's estate-even if the customer had no rela-
tionship to the cause for the bankruptcy. Although the customer funds will
be returned without draw down for the creditor debts of the debtor in bank-
ruptcy, the customer may stand to lose a pro ratable share of his invested
funds with all other like customers if the broker dealer or the futures com-
mission merchant violated the customer account funds. Finally, woven into
the fabric of these rules is the market concept that the trustee cannot use her
preference powers to recapture (for the benefit of the bankrupt's estate)
transactions that have been "processed" by the clearing or settlement proc-
ess. Although this latter rule protects the integrity of the trading marketplace
it very likely will do nothing to protect customer funds-and in fact may act
to harm the customer's position in eventual return of all his capital.

[Vol. 27


	Preference Determinations Concerning Bankruptcy Reform Act of 1978 and Securities Act of 1933, Securities and Exchange Act of 1934, and Commodity Exchange Act
	Recommended Citation

	Preference Determinations concerning Bankruptcy Reform Act of 1978 and Securities Act of 1933, Securities and Exchange Act of 1934, and Commodity Exchange Act

