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SUMMARY

The Second Circuit affirmed that contractual "Priority Provisions" subordinating Lehman Brothers

Special Financing Inc.'s payment priority in synthetic CDO transactions upon its default were

enforceable under the safe harbor of Bankruptcy Code § 560. The court held that the Priority

Provisions were part of a "swap agreement" and that the distribution of collateral proceeds constituted

"liquidation" of the swap agreement under § 560, which protects swap participants from the

prohibition on *ipso facto* clauses. This decision broadly interprets the § 560 safe harbor to protect

the contractual right to unwind swap transactions and distribute proceeds according to agreed priorities

triggered by a counterparty's bankruptcy.
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statutory interpretation commercial litigation

1. Whether the priority provisions are unenforceable ipso facto clauses under the Bankruptcy Code.

2. Whether the priority provisions are nevertheless enforceable under the section 560 safe harbor for swap

agreements.

HOLDINGS

1. The priority provisions are enforceable under section 560 safe harbor even if they are ipso facto clauses.

KEY QUOTATIONS

“The Bankruptcy Code generally prohibits enforcement of ipso facto clauses— contract clauses that modify

or terminate an executory contract due to a debtor’s filing of a bankruptcy petition.” (at 15)

“We hold that, even if the Priority Provisions were ipso facto clauses, their enforcement was nevertheless

permissible under the section 560 safe harbor.” (at 16)



FACTUAL BACKGROUND

The case involves synthetic collateralized debt obligations (CDOs) structured by Lehman affiliates. A special
purpose vehicle (Issuer) issued notes to noteholders and used proceeds to acquire collateral. The Issuer entered
into a swap agreement with LBSF. The indenture included priority provisions that subordinated LBSF's payment
priority if LBSF defaulted. Upon LBHI's bankruptcy, LBSF defaulted, triggering early termination of swaps and
liquidation of collateral. The proceeds were distributed to noteholders according to the priority provisions,

leaving LBSF with nothing. LBSF sought to recover the distributions.

PROCEDURAL HISTORY

LBSF commenced an adversary proceeding in the Bankruptcy Court against defendants. The Bankruptcy Court
granted defendants' motion to dismiss, holding that the priority provisions were enforceable under section 560

safe harbor. LBSF appealed to the District Court, which affirmed. LBSF then appealed to the Second Circuit.

DISPOSITION

affirmed
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