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Mandatory withdrawal of the Bankruptcy 
reference in Brokerage liquidations:  

Madoff and MF Global

EMIL A. KLEInHAuS

In decisions arising out of the Madoff and MF Global brokerage  
liquidations, district judges have concluded that Article III courts, rather 
than bankruptcy courts, should resolve significant issues under the Securi-

ties Investor Protection Act and the CFTC regulations governing com-
modity broker liquidations.  

under the federal statute that permits delegation of authority to bank-
ruptcy courts, each district court “may provide that any or all cases 
under title 11 [the Bankruptcy code] and any or all proceedings 

arising under title 11 or arising in or related to a case under title 11 shall be re-
ferred to the bankruptcy judges for the district.”1  the same statute, however, 
permits a district court to withdraw cases or proceedings from the bankruptcy 
court “for cause shown,” and it mandates withdrawal of the reference when 
“resolution of the proceeding requires consideration of both [the Bankruptcy 
code] and other laws of the united states regulating organizations or activi-
ties affecting interstate commerce.”2  
 as demonstrated by the historic bankruptcies of Bernard l. Madoff In-
vestment securities and Mf Global Inc., broker-dealer liquidations present 
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reference in the Madoff proceeding, as well as ConocoPhillips in a mo-
tion to withdraw the reference in the MF Global proceeding.  The author 
may be reached at eakleinhaus@wlrk.com.

Published by A.S. Pratt in the April/May 2013 issue of Pratt’s Journal of Bankruptcy Law.

Copyright © 2013 THOMPSOn MEDIA GROuP LLC. 1-800-572-2797.



PRATT’S JOuRnAL OF BAnKRuPTCy LAW

196

a special problem in defining the role of bankruptcy courts, because they are 
governed in large measure by “laws of the united states” other than the Bank-
ruptcy code.  as registered broker-dealers, Madoff ’s firm and Mf Global did 
not file voluntary cases under the Bankruptcy code; rather, their liquidation 
proceedings resulted from lawsuits filed in district court by the securities 
Investor Protection corporation.3  under the securities Investor Protection 
act (“sIPa”), the proceedings were then referred to the bankruptcy court,4 
where they are governed both by sIPa and, “to the extent consistent with” 
sIPa, by the Bankruptcy code.5  In MF Global, moreover, the liquidation 
of the firm’s commodity broker is governed by 17 c.f.r. Part 190, a set of 
regulations promulgated by the commodity futures trading commission to 
complement the subchapter of the Bankruptcy code (sections 761-767) that 
address commodity broker liquidations.6  
 In both Madoff and MF Global, customers and other parties moved to 
withdraw the reference in connection with disputes over the meaning and 
effect of sIPa or cftc rules.  court-appointed trustees for the brokerage 
firms strongly resisted withdrawal, contending that sIPa and the cftc Part 
190 regulations — as laws that govern liquidation proceedings and interre-
late with the Bankruptcy code — fall within the domain of the bankruptcy 
court.  as discussed below, the district courts have squarely rejected the trust-
ees’ position and have instead treated sIPa and the cftc regulations as 
“other laws of the united states” for purposes of the mandatory withdrawal 
statute.  the result in Madoff has been a large-scale shift in litigation of key is-
sues to the district court; in MF Global, the result was a more limited removal 
of two notable disputes to the district court.  
 the withdrawal decisions in Madoff and MF Global are significant not 
only for brokerage liquidations.  they suggest more broadly that, despite 
judicial reluctance to create an “escape hatch” from bankruptcy court, dis-
trict courts will enforce the mandatory language of the withdrawal statute 
when the moving party identifies specific and serious issues of non-Bank-
ruptcy code federal law that require resolution, even if those issues may be 
familiar to bankruptcy courts or related to issues arising under the Bank-
ruptcy code.  
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MAndAtory WitHdrAWAl of tHe reference:  overvieW 

 section 157 of title 28, including subsection (d) governing withdrawal 
of the reference, was enacted into law as part of the Bankruptcy amendments 
and federal Judgeship act of 1984.7  that amendment was largely a response 
to the decision of the united states supreme court in Northern Pipeline 
Construction Co. v. Marathon Pipe Line Co., in which the court held that 
under article III of the constitution, bankruptcy judges lacked the power to 
determine state-law damages actions brought by a bankruptcy estate against 
a party that had not filed a proof of claim.8  In the 1984 amendment, con-
gress distinguished between “core” bankruptcy proceedings and “non-core” 
proceedings, and deprived bankruptcy courts of the power to enter final judg-
ments in “non-core” proceedings.9  In the first sentence of section 157(d), 
congress also provided district courts with the power to withdraw the refer-
ence from the bankruptcy court “for cause.”10 
 the mandatory withdrawal language in the second sentence of section 
157(d), although enacted as part of the response to Marathon, is not focused 
on the article III constraints at issue in that case.  on its face, the statute 
requires withdrawal of the reference when resolution of a proceeding — 
whether “core” or “non-core” — requires “consideration” of both the Bank-
ruptcy code and “other laws of the united states” that regulate interstate 
commerce.  one court has suggested, without pointing to specific legislative 
history,11 that the mandatory language in section 157(d) was a “reaction” 
not only to Marathon but also to the supreme court’s decision in National 
Labor Relations Board v. Bildisco and Bildisco,12 in which the supreme court 
considered both the Bankruptcy code and the national labor relations act 
in holding, among other things, that a debtor may reject a burdensome col-
lective bargaining agreement if the “equities” support such rejection.13  More 
broadly, courts have suggested that the statute reflects a congressional “per-
ception that specialized [bankruptcy] courts should be limited in their con-
trol over matters outside their areas of expertise.”14 
 the literal terms of the mandatory withdrawal statute are not easily ap-
plied.  the statutory language is arguably over-inclusive insofar as it does not 
explicitly limit mandatory withdrawal to cases that raise substantial or even 
material issues involving “other laws of the united states.”15  at the same 
time, the statute is arguably under-inclusive insofar as it requires “consider-
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ation of both title 11 and other laws of the united states”:  this would appear 
to suggest that withdrawal is not required if a lawsuit raises non-bankruptcy 
issues but does not require “consideration” of the Bankruptcy code.  
 the second circuit has addressed the difficulties presented by the statu-
tory language by imposing a test:  withdrawal of the reference is mandatory 
when a proceeding requires “significant interpretation, as opposed to simple 
application, of federal laws apart from the bankruptcy statutes.”16  another 
second circuit decision states, similarly, that withdrawal is mandatory when 
“substantial and material consideration of non-Bankruptcy code federal stat-
utes is necessary for resolution of the proceeding.”17  under this test, “the 
district court is not required to find that novel or unsettled questions of non-
bankruptcy law are presented in order to withdraw the reference.”18  However, 
“where matters of first impression are concerned, the burden of establishing a 
right to mandatory withdrawal is more easily met.”19  likewise, the standard 
for mandatory withdrawal is met when a federal statute or regulation, includ-
ing federal securities law, “‘arguably conflicts’ with the Bankruptcy code.”20  
 In sum, notwithstanding the statute’s literal language, the second circuit 
and other courts:  (1) do not require withdrawal of the reference for any “con-
sideration” of non-Bankruptcy code federal law — rather, such consider-
ation has to be “significant” or “substantial”; and (2) do not limit withdrawal 
to cases requiring consideration of both the Bankruptcy code and non-Bank-
ruptcy code federal law — rather, the need to address non-Bankruptcy code 
federal law is sufficient.  as discussed below, however, the courts have ap-
plied the withdrawal statute by its terms in distinguishing between “title 11” 
and “other laws of the united states,” despite arguments that this distinction 
should be relaxed in situations where the “others laws” were enacted to govern 
liquidation proceedings.  

WitHdrAWAl of tHe reference in Madoff

 application of the mandatory withdrawal statute has been the subject 
of intense litigation in the Madoff case.  Beginning in 2009, the trustee for 
Bernard l. Madoff Investment securities, Irving Picard, brought an array of 
lawsuits seeking to recoup losses suffered by customers.  the lawsuits includ-
ed both:  (a) common law claims against financial institutions alleging that 
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they aided and abetted Madoff ’s fraud; and (b) bankruptcy avoidance claims 
against “net winners” in the Ponzi scheme, “net losers” that the trustee alleges 
did not act in “good faith,” and customers that withdrew funds within the 
90-day preference period.21  Defendants in both of these categories brought 
motions to withdraw the reference.  

the hsbC and JPMorgan Actions

 the first wave of motions to withdraw the reference in the Madoff case 
came in 2011, in suits brought by the trustee against various banks.  al-
though each complaint is different, the core theory asserted by the trustee was 
that the bank defendants — including HsBc, unicredit and JPMorgan — 
facilitated Madoff ’s scheme, and should be held liable for damages suffered 
by customers based on various common-law theories.  
 the defendants in the HSBC and JPMorgan actions brought motions 
to withdraw the reference on multiple grounds.  for purposes of this article, 
their key argument was that sIPa does not confer standing on a trustee to 
bring damages claims on behalf of customers, and that significant interpre-
tation of sIPa would be required to determine that issue of standing.  In 
opposing withdrawal, the trustee contended that sIPa is effectively part of 
the “bankruptcy laws,” and thus cannot provide a predicate for withdrawal, 
because sIPa explicitly incorporates aspects of the Bankruptcy code and sets 
forth rules to govern liquidation proceedings.22  
 In two separate decisions, Judge rakoff (in HSBC) and Judge McMa-
hon (in JPMorgan) granted the motions to withdraw the reference.23  the 
courts noted that federal bankruptcy law, independent of sIPa, does not 
confer standing on a trustee to bring damages claims on behalf of the estate’s 
creditors.  the trustee, accordingly, was necessarily relying on his status under 
sIPa in bringing suit — meaning that the court would have to engage in sub-
stantial analysis of sIPa to determine the trustee’s standing or lack thereof.  
as explained by both judges, “while it is certainly true that sIPa liquidation 
proceedings may be brought in the bankruptcy court and that sIPa incorpo-
rates provisions of title 11 to the extent that they are consistent with sIPa, 
sIPa expressly provides that it shall be considered an amendment to, and 
section of, the securities Exchange act of 1934, and for this reason is codified 
in title 15 (where securities laws are placed).”24  
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 following withdrawal of the reference, the district courts in both HSBC 
and JPMorgan dismissed the trustee’s common-law damages claims for lack 
of standing, and returned the remainder of the proceedings to the bankruptcy 
court.25  as of this writing, the dismissal decisions are on appeal in the second 
circuit.  

the katz Action

 following on the heels of the motions to withdraw the reference in the 
HSBC and JPMorgan cases, the defendants in Picard v. Katz — best known 
as the owners of the new york Mets — brought a motion to withdraw the 
reference with respect to a lawsuit by the trustee seeking to recover approxi-
mately $1 billion in redemptions from Madoff ’s firm, including up to $300 
million in excess of the defendants’ initial investments.  notably, unlike the 
common-law claims at issue in HSBC and JPMorgan, the claims in Katz were 
exclusively avoidance claims brought under the Bankruptcy code.26  
 the defendants argued that withdrawal of the reference was required 
to decide:  (1) whether payments by Madoff ’s firm, including profits, were 
taken for “value” for purposes of section 548(c) of the Bankruptcy code 
because they satisfied antecedent debt under federal securities and state law; 
(2) whether payments by Madoff ’s firm, a broker-dealer subject to sIPa, are 
covered by the “safe harbor” in section 546(e) of the Bankruptcy code, which 
prohibits avoidance of “settlement payments” or transfers in connection with 
a “securities contract” (other than as intentional fraudulent transfers within 
a two-year period); and (3) whether customers of a securities broker have to 
defend their due diligence in order to sustain a “good faith” defense under 
section 548(c) of the Bankruptcy code.27  In response, the trustee argued 
that all of those issues arose under the Bankruptcy code and, moreover, had 
already been decided by the bankruptcy court adversely to the defendants.
 the district court granted the motion to withdraw the reference.  al-
though Judge rakoff (who had accepted the Katz case as related to prior 
Madoff cases assigned to him) did not publish an opinion on the withdrawal 
motion, his ultimate ruling on the merits28 provides insight into the basis 
for withdrawal of the reference.29  In his decision on the merits, Judge ra-
koff concluded, consistent with prior bankruptcy court decisions,30 that the 
defendants did not take the transfers at issue for “value” to the extent they 
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exceeded principal investments.  However, contrary to decisions of the bank-
ruptcy court,31 Judge rakoff also held that the “safe harbor” applicable to 
securities transactions applied as a matter of law to shield the transfers at 
issue from avoidance.  finally, Judge rakoff held that the one claim that 
survived the “safe harbor” — the intentional fraudulent transfer claim under 
section 548 of the Bankruptcy code — would be subject to a broad “good 
faith” defense.  In particular, Judge rakoff concluded that, in the context 
of a sIPa proceeding, “where bankruptcy law is informed by federal securi-
ties law” and a “securities investor has no inherent duty to inquire about his 
stockbroker,” defendants could show good faith by showing lack of scienter, 
i.e. actual knowledge or “willful blindness.” this standard differs from the 
standard that has been applied in some bankruptcy cases, where lack of good 
faith has been equated with “inquiry notice” of fraud and inadequate due 
diligence.32  By withdrawing the reference, therefore, Judge rakoff was able 
to define the Bankruptcy code’s “good faith” defense in the context of a sIPa 
proceeding — an inquiry that, in the court’s view, involved consideration of 
securities law in addition to bankruptcy law.  
 the withdrawal of the reference in Katz, along with the district court’s 
decision on the merits, was a milestone in the Madoff liquidation.  after 
Katz was decided, hundreds of additional motions to withdraw the reference 
were filed by defendants in avoidance proceedings.  Judge rakoff has largely 
granted such motions33 and has, among other things:  (a) reaffirmed that 
Madoff customers did not provide “value” for withdrawals above the amount 
of their principal investments;34 and (b) concluded that section 502(d) of the 
Bankruptcy code, under which a creditor’s claims against the estate are disal-
lowed pending resolution of avoidance claims against the creditor, applies in 
sIPa proceedings.35  a common theme in Judge rakoff ’s decisions has been 
the need to consider the securities-law backdrop of a sIPa proceeding in 
adjudicating claims that arise under the Bankruptcy code.  

stern v. Marshall issues

 although not predicated on sIPa, the district court’s withdrawal of the 
reference in Madoff to address issues arising from the supreme court’s deci-
sion in Stern v. Marshall36 is also noteworthy.  In Stern, the supreme court 
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held that article III of the constitution prevents a bankruptcy court from 
adjudicating claims involving “private rights,” including affirmative claims 
brought by a debtor against a creditor that will not be completely resolved 
in the process of allowing or disallowing the creditor’s proof of claim against 
the estate.  Judge rakoff, at the same time as he withdrew the reference to de-
cide issues under sIPa, concluded that the application of Stern to fraudulent 
transfer claims required significant interpretation of “both article III and the 
supreme court precedent analyzing it,” and thus should be decided by an 
article III court.37  Implicit in Judge rakoff ’s ruling was the notion that, for 
purposes of the mandatory withdrawal statute, the united states constitu-
tion should be treated as a “law of the united states regulating organizations 
or activities affecting interstate commerce.”38

 following withdrawal of the reference on the Stern issue, Judge rakoff 
concluded that fraudulent transfer claims, at least against non-creditors of the 
estate, are based on “private rather than public right” and thus have to be de-
termined by a district court, despite congress’s denomination of such claims 
are “core” proceedings.  the court also concluded, however, that bankruptcy 
courts could issue proposed findings and conclusions for review by the dis-
trict court, and thus declined to withdraw the reference of the avoidance ac-
tions for “cause shown.”39  In sum, Judge rakoff resolved the threshold non-
bankruptcy question relating to the scope of the bankruptcy court’s authority 
under article III, but then referred the lawsuits to the bankruptcy court for 
further proceedings short of a final judgment.  

WitHdrAWAl of tHe reference in Mf Global

 the MF Global case has generated far less litigation than the Madoff case.  
nonetheless, in two significant matters arising out of MF Global — namely, 
disputes between the trustee for Mf Global and two former customers, cono-
coPhillips and koch —  Judges forrest and Buchwald of the southern District 
of new york reaffirmed and expanded upon the reasoning of Judges rakoff and 
McMahon in the Madoff case.  In particular, the district courts in MF Global 
held that withdrawal of the reference was mandatory to resolve substantial is-
sues raised by the cftc regulations that govern commodity broker liquida-
tions.40  Both matters were subsequently settled before a decision on the merits.  
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 conocoPhillips and koch were customers of Mf Global that posted let-
ters of credit, rather than cash or securities, as margin to secure commodity 
futures trading.  conocoPhillips procured $205 million in letters of credit for 
Mf Global’s benefit; koch procured $10 million in letters of credit.  under 
the governing customer agreements, Mf Global was entitled to draw upon 
the letters of credit only in the event of a default by the customer, but there 
was no allegation that conocoPhillips or koch had defaulted.  In addition, 
the koch letter of credit and some of the conocoPhillips letters expired by 
their terms following the bankruptcy without being drawn.
 In both ConocoPhillips and Koch, the trustee for Mf Global — supported 
by the cftc — took the position that despite the absence of a customer 
default followed by a draw on the letters of credit, the estate was entitled to 
retain the face value of the letters based on a cftc regulation stating that 
“[t]he full proceeds of a letter of credit” are “customer property” in a bro-
kerage liquidation.41  according to the trustee, the cftc regulation means 
that undrawn letters of credit posted as margin should be treated the same 
way as cash margin, i.e. as “customer property” subject to the claims process.  
consistent with this position, the trustee concluded that conocoPhillips and 
koch had to file claims to recover the amounts of the undrawn letters of 
credit, including letters that had expired.  
 conocoPhillips and koch each brought motions to withdraw the refer-
ence.42  among other things, they argued that withdrawal was required to 
determine whether the trustee was correct in construing the term “full pro-
ceeds” in the cftc regulation to include the face amount of undrawn letters 
of credit, including expired letters.43  Echoing the Madoff trustee’s argument 
about sIPa, the trustee in MF Global resisted withdrawal of the reference, 
arguing that the cftc Part 190 regulations are “effectively part of title 11.”  
the trustee emphasized that the cftc regulations “implement” sections 
761 through 767 of Bankruptcy code, which govern in commodity bro-
ker liquidations, and were expressly contemplated in the legislative history 
of the Bankruptcy code.  unlike in Madoff, the trustee also claimed that the 
mandatory withdrawal may not apply at all to proceedings referred to the 
bankruptcy court under sIPa, because 11 u.s.c. § 157(d) on its face only 
authorizes withdrawal of proceedings “referred under this section,” i.e. 11 
u.s.c. § 157(a).  



PRATT’S JOuRnAL OF BAnKRuPTCy LAW

204

 Both district courts withdrew the reference.  Despite the “close connec-
tion” between the cftc Part 190 regulations and the Bankruptcy code, 
Judge forrest observed that the regulations are not part of the Bankruptcy 
code and, moreover, “were promulgated pursuant to powers granted to the 
cftc under the [commodity Exchange act], which indisputably is not part 
of title 11.”44  Judge Buchwald noted that the relevant provision of the com-
modity Exchange act, 7 u.s.c. § 24(a)(1), expressly permits the cftc to 
vary the Bankruptcy code’s definition of “customer property,” further evi-
dencing that the regulations are distinct from the Bankruptcy code.45  
 Judge forrest also took pains to address the trustee’s argument that with-
drawal of the reference would require “vast numbers of questions” in com-
modity liquidations to “go to the district courts.”  while acknowledging the 
second circuit’s direction that the withdrawal statute should be “construed 
narrowly,” Judge forrest concluded that withdrawal as to the particular issue 
presented was appropriate, because that issue required “substantial and mate-
rial consideration” of non-title 11 law and raised a “larger question” relating 
to the treatment of letters of credit both “in and out of liquidation.”46

 neither judge explicitly addressed the trustee’s argument that 11 u.s.c. 
§ 157(d) only applies to proceedings referred to bankruptcy court under 11 
u.s.c. § 157(a), and not to proceedings referred under sIPa.  the argu-
ment has several weaknesses.  first, although the first sentence of section 
157(d) states that a “case or proceeding referred under this section” may be 
withdrawn “for cause,” the second sentence, which governs mandatory with-
drawal, does not repeat or incorporate the “this section” requirement of the 
first sentence.  second, and more decisively, sIPa on its face requires that a 
sIPa proceeding “be conducted in accordance with, and as though it were 
being conducted under…title 11,” strongly indicating that withdrawal of the 
reference is available in sIPa proceedings as in ordinary bankruptcies.47  

coMMent

 the withdrawal decisions in Madoff and MF Global, although arising out 
of extraordinary situations, offer several lessons for future cases.  
 on a narrow level, the decisions show that district courts, at least in new 
york, will not carve out sIPa, cftc regulations or other non-title 11 laws 
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from the mandatory withdrawal statute simply because they apply in liquida-
tion proceedings and complement the Bankruptcy code.  rather, consistent 
with the language of section 157(d), the courts have drawn a simple distinc-
tion between “title 11” and “other laws of the united states,” even when the 
“other laws” are focused on liquidations that occur in bankruptcy court.  as 
a result, it is quite possible, if not probable, that district courts will continue 
to play a relatively active role in brokerage liquidations, including in deciding 
“hybrid” issues that involve both the Bankruptcy code and others laws such 
as sIPa and cftc rules.  
 More broadly, the Madoff and MF Global decisions reaffirm that, in any 
context, the mandatory withdrawal statute can be a powerful tool when used 
properly.  In Madoff and MF Global, the moving parties identified dispositive 
legal issues arising under federal laws other than the Bankruptcy code.  In 
doing so, the movants persuaded the district courts not only that non-bank-
ruptcy issues were presented, but also that withdrawal of the reference could 
not be deferred.  a clear lesson from the cases is that mandatory withdrawal 
motions are most likely to be successful when district courts are given the 
opportunity to decide discrete legal issues or claims without interfering more 
broadly with the ongoing bankruptcy process.
 finally, the Madoff case in particular highlights the importance, espe-
cially for trustees, of pursuing related actions in a coordinated way.  although 
Judge rakoff has sought to maximize efficiency in Madoff by accepting new 
withdrawal motions as “related” and deciding issues in tandem across many 
actions, not all defendants have sought to withdraw the reference — and, as 
discussed above, the bankruptcy court and the district court have reached in-
consistent results on at least one major issue (the safe harbor).  thus, pending 
a decision by the second circuit, different adversary proceedings within the 
same liquidation are currently subject to different rules, creating an obstacle 
to settlement and a recipe for delay.  It is unclear whether the trustee could 
have taken steps to avoid this result, such as consolidating major avoidance 
actions for pre-trial motions.  In any event, in future cases, it can be expected 
that trustees and other parties will take into account the possibility of suc-
cessful withdrawal motions in crafting litigation strategies and coordinating 
among actions that raise related issues.
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noteS  
1 28 u.s.c. § 157(a).  “title 11” refers to title 11 of the united states code.  
2 28 u.s.c. § 157(d).  
3 Securities Investor Protection Corp. v. MF Global Inc., case no. 11-cV-7750 
(s.D.n.y. oct. 31, 2011); Securities Investor Protection Corp. v. Bernard L. Madoff 
Investment Securities LLC, 08-cv-10791 (s.D.n.y. Dec. 15, 2008).  
4 15 u.s.c. § 78eee(b)(4).  
5 15 u.s.c. § 78fff(b) (“to the extent consistent with the provisions of this 
chapter, a liquidation proceeding shall be conducted in accordance with, and as 
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