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that the debt is nondischargeable and that the settlement agreement satisfies the
requirements of section 523(a)(19). Id. While such careful drafting seemingly assures the
desired non-dischargeability finding, the Court stops short of finding that all or any of these
provisions are required. Indeed, a settlement agreement that settles allegations of securities
violations and is silent as to fault may be sufficient. But in this case, the Settlement
Agreement contains no discussion of the basis for non-dischargeability and, instead,
contains a provision expressly stating that fault and liability are not conceded. The Court
thus finds that the Settlement Agreement does not independently establish that Debtor
committed securities violations and does not independently satisfy section 523(a)(19)(A).

Clearly, Congress provided that settlement agreements can independently satisfy
section 523(a)(19). But it is also clear that Congress required that the settling party be a
wrongdoer. Here, Creditor drafted the Settlement Agreement and obtained an agreement to
pay the Creditor's Claim in full. But Creditor also made a concession to obtain this
agreement — and took a risk in connection therewith — as she did not obtain any agreement
regarding fault or non-dischargeability and allowed the Debtor to maintain his position that
he had not committed a securities violation as required section 523(a)(19). She, thus,
obtained an agreement that cannot form the sole basis for a determination that Debtor
committed securities violations.

4. Section 523(a)(19)(B) Expands The Use of Collateral Estoppel To

Resolution of Securities Violations Through Settlement, But Not Under
The Narrow Circumstances Of This Case.

As discussed above, legislative history contains comments from Senator Leahy
making clear a Congressional intent that section 523(a)(19) give settlement agreements a
collateral estoppel effect similar to judgments. Creditor, thus, argues that Congress intended
to preclude debtors from contesting liability if they settled claims of securities violations
notwithstanding language in any such agreement indicating that fault and/or liability are not

conceded. The Court, however, finds no evidence in the legislative history indicating that

10




© o0 N O O A~ WO N -~

N N D N N NN N N DN &2 aa  md v v wd v e
0 N O O AW N 2O O N ;DD W N Ao

Congress intended such a broad result and such a drastic alteration of the doctrine of
collateral estoppel.

Typically, five threshold requirements must be satisfied before courts apply issue
preclusion. Khaligh v. Hadaegh (In re Khaligh), 338 B.R. 817, 824 (BAP 9" Cir. 2006).
The issue as to which preclusion is sought must have been resolved through a prior
determination that: (1) resolved an identical issue; (2) actually litigated the identical issue;
(3) necessarily decided the identical issue; (4) is final and resolved the issue on its merits;
and (5) occurred between parties in privity to one another, in the former proceeding. 7d.
Additionally, the Court must consider whether preclusion would be fair and consistent with
public policy in light of the circumstances of each case. Id. at 824-825. In
section 523(a)(19), Congress clearly intended to alter the "actually litigated" requirement so
that a settlement agreement has a preclusive effect not otherwise available. There is,
however, ample evidence that Congress did not abrogate the requirement that the issue
necessarily be decided and that violation be established.

A settlement agreement is fully capable of necessarily deciding an issue; as the
article cited above notes, a settlement agreement can include an express agreement as to
both fault and liability. Even if a settlement agreement is silent as to fault and liability, an
argument could be made that the issues were necessarily decided based on the facts
surrounding the settlement process. But here, no such argument is available as the
Settlement Agreement expressly provides that fault and liability are not conceded. There is
absolutely no basis for applying principals of issue preclusion where the issue is expressly
not resolved by the settlement agreement in question.

Further, as noted above, a court considering issue preclusion must also consider the
broad implications of public policy prior to applying the doctrine. Here public policy
weighs against Creditor. First, there is a strong public policy in favor of settlement. See e.g.
Delta Air Lines, Inc. v. August, 450 U.S. 346 (1981); see also Evans v. Jeff D., 475 U.S. 717
(1986). Creditor takes the position that as a result of 523(a)(19) all securities litigation

settlements are non-dischargeable, which this Court believes would result in discouragement
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of settlement agreements. This strident position is irresponsible. If Congress wished to
deviate so completely from the public policy favoring settlements it easily could have done
so. Instead of referencing a "violation" of securities law, Congress could have required non-
dischargeability as to any settlement arising from a complaint alleging such violations.
Given the strong public policy in favor of settlements, it is reasonable to assume that
Congress would be completely clear if it intended to render it impossible to settle without
resultant non-dischargeability. Thus, the Court concludes that Congress provided plaintiffs
with a valuable tool in securities litigation, but also allowed the parties to avoid de facto
non-dischargeability through settlement agreement language that expressly avoids any
concession of fault or liability.

Such a view is also consistent with Supreme Court authority generally allowing a
court to "look behind" a settlement agreement in non-dischargeability proceedings. In
Archer v. Warner, 538 U.S. 314 (2003)*, the Supreme Court held that a settlement
agreement settling a creditor's claims against a debtor does not bar the creditor from raising
those claims for purposes of section 523. Prior to Archer, the Supreme Court had cautioned
that "res judicata shields the fraud and the cheat as well as the honest person. It, therefore,
is to be invoked only after careful inquiry." Brown v. Felsen, 442 U.S. 127, 132 (1979).
Following Brown, the Supreme Court, thus, determined that a settlement agreement should
not be available as a shield if it arises from an otherwise non-dischargeable debt. Archer,
538 U.S. at 323. The Archer analysis similarly suggests that a settlement agreement should
not be used as a cudgel to force a determination of non-dischargeability as to an allegedly

innocent debtor unless Congress expressly so states or the settlement agreement so provides.

4 Congress is presumed to be aware of relevant case law and "if Congress intends for legislation to
change the interpretation of a judicially created concept, it makes that intent specific". Midlantic
Nat. Bank v. New Jersey Dept. of Environmental Protection, 474 U.S. 494, 501 (1986). Although
the original date of enactment for section 523(a)(19) predated Archer, Congress has since amended
the statute and, in light of Archer, did not amend section 523(a)(19)(A) to include language that
would cover unproved and denied claims of violations of securities laws and common law fraud,
deceit, or manipulation in connection with the purchase or sale of any security. Therefore, Archer is
particularly relevant to this Court's interpretation of Congress' intent and the effect of the statutory
language.
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The strong bankruptcy policy in favor of the debtor's fresh start underscores the
appropriateness of this determination. See Grogan v. Garner, 498 U.S. 279, 286 (1991). As
a result of this policy, creditors carry the burden of proving that a section 523 exception to
discharge applies. Id. at 291. Here Creditor urges the Court to ignore the burden she bears,
Debtor's argument that he is an honest but unfortunate debtor entitled to the fresh start that
is a central purpose of the Bankruptcy Code, and a defense to non-dischargeability that
Debtor implicitly reserved in the Settlement Agreement. Creditor could have bargained for
language that satisfied her burden and waived Debtor's right to argue that he did not commit
securities violations. In enacting section 523(a)(19), Congress clearly intended to preclude
re-litigation of stipulated facts establishing a prima facie case for securities violations or re-
litigation of admitted securities violations in settlement agreements. There is no evidence,
however, that Congress intended to preclude litigation over securities violations where the
Debtor bargained for and obtained the right to contest fault in the very settlement agreement
at issue.

5. Section 523 (a)(11) Compels The Court To Read Section 523(a)(19) To

Require Actual Securities Violations.

When interpreting a statute, the Court will not look solely at the provision, but to
other provisions of the same code to maintain internal harmony among related provisions.
See Perlman v. Catapult Entertainment (In re Catapult Entertainment), 165 F.3d 747, 751
(9™ Cir. 1999). Analysis of section 523(a)(11) offers interpretive insight when analyzing
section 523(a)(19) and contrary to the argument of Creditor supports the position advanced
by Debtor in this case.

Section 523(a)(11) provides in pertinent part that "[a debt] provided in any final
judgment, unreviewable order, or consent order . . . or contained in any settlement
agreement entered into by the debtor, arising from any act of fraud or defalcation while
acting in a fiduciary capacity . . . with respect to any depository institution or insured credit
union" is non-dischargeable. Subsections 523(a)(11) and (4) apply to the same debts to the

extent the creditor is a depository institution or insured credit union, except that
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section 523(a)(11) allows non-dischargeability of a debt not previously liquidated through a
judgment. Meyer v. Rigdon, 36 F.3d 1375, 1379 (7™ Cir. 1994).

In Meyer, the Seventh Circuit interpreted section 523(a)(11) to extend the collateral
estoppel doctrine to preclude re-litigation of issues after default judgments, settlement
agreements, and administrative agency decisions. Id. at 1380. It noted further that
section 523(a)(11) alters collateral estoppel doctrine by giving preclusive effect to decisions
and agreements not "actually litigated." Id. at 1379. The court adopted this interpretation to
avoid rendering the added language in section 523(a)(11) meaningless and the section
completely duplicative of section 523(a)(4). Id. at 1381.

Because section 523(a)(11) extends preclusive effect to settlement agreement
determinations, cases involving section 523(a)(11) and settlement agreements offer insight
into the proper analysis of section 523(a)(19). See Commissioner v. Keystone Consol.
Indust., 508 U.S. 152, 159 (1993) ("identical words used in different parts of the same act
are intended to have the same meaning" (quoting Atlantic Cleaners & Dyers, Inc. v.

United States, 286 U.S. 427, 433 (1932)). Creditor insists that the Meyer decision requires
that this Court preclude Debtor from litigating securities violations claims in a non-
dischargeability context. The Court agrees that subsections 523(a)(11) and (19) expand the
Court's ability to utilize issue preclusion, but concludes that this expansion is not as broad as
Plaintiff suggests.

In considering the appropriateness of collateral estoppel this Court applies California
law. Gayden v. Nourbakhsh (In re Nourbakhsh), 67 F.3d 798, 800 (9™ Cir. 1995); Lee v.
TCAST Communications, Inc. (In re Lee), 335 B.R. 130, 136 (9™ Cir. BAP 2005). As
discussed above, California law extends preclusive effect only to issues "necessarily
decided" and "actually litigated" in a former proceeding. Khaligh, 338 B.R. at 824. The
Meyer court held that Congress intended to extend preclusive effect to proceedings that did
not "actually litigate" issues. In fact, in a hypothetical provided by the Meyer court, it
stated, "[b]efore Congress enacted section 523(a)(11), a bank officer could enter into a

private settlement agreement . . ., admit that he had committed acts of fraud, and still have
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the debt arising from his fraud discharged in bankruptcy." Meyer, 36 F.3d at 1380. Thus,
the Meyer court contemplated a scenario where either a Debtor admitted to fault or a
settlement agreement conceded fault. /d. Notwithstanding, the Meyer court, in the default
judgment context, looked behind the default judgment to the text of the complaint to
determine whether the findings required for non-dischargeability were sufficiently pled to
have been necessarily decided for application of cash estoppel. Id. at 1385.

If one analogizes section 523(a)(19) to 523(a)(11) as interpreted by the Meyer court,
one must conclude that while Congress intended to extend issue preclusion to cover
settlement agreements for purposes of section 523(a)(19), it does not follow that Congress
intended settlement agreements to have preclusive effect on issues not "necessarily
decided." And, again, the Settlement Agreement here did not necessarily decide securities
violations issues — it expressly provides that these issues were not conceded and therefore
not determined. Thus, to the extent case law under section 523(a)(11) and cited by Creditor
1s relevant, it supports a denial of issue preclusion in this case.

6. A Review Of Case Law Identifies No Case Supportive Of Creditor's

Position.

The Creditor supplies no case law finding a debt non-dischargeable under
section 523(a)(19) where the underlying settlement agreement contained an express
statement that fault and liability were not conceded. The case on which Creditor relies most
strongly is the Whitcomb case. Whitcomb, however, is clearly distinguishable from the case
at hand. First, Whitcomb involves a plaintiff's unopposed motion for judgment on the
pleadings in a section 523(a)(19) action. Whitcomb, 303 B.R. at 809-10. The lack of
opposition allowed the Court considerable latitude in regards to the plaintiff's liability
allegations. Having said this, however, the Whitcomb court carefully discussed the two
requirements of section 523(a)(19) liability in reaching its determination. Id. at 810. While
the record is not detailed and it does not appear that the Whitcomb settlement agreement
contained detailed admissions, the Whitcomb court found that: "the agreed judgment order

provided that the Debtor agreed that he damaged the Petermans." Id. at 808. In this case the
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Debtor has admitted neither fault nor liability. And unlike the Whitcomb defendant, the
Debtor expressly reserved his right to assert innocence through Settlement Agreement
language providing that entry into the settlement was not to be read as conceding fault or
liability.

Similarly, in Hodges v. Buzzeo (In re Buzzeo), 365 B.R. 578 (Bankr. W.D. Pa. 2007),
the court found a claim non-dischargeable under section 523(a)(19) where it was based on a
settlement agreement arising from allegations of securities violations and where the plaintiff
did not admit the allegations of Count I (fraud in connection with the sale of securities) but
did agree that the debt would be non-dischargeable under section 523(a)(2) and that: " . . .
in any subsequent proceeding to which the [plaintiffs] and Buzzeo are parties, all of their
allegations set forth in Count I may be taken as true and correct . . . [and that] the stipulated
Judgment will collaterally estop [Buzzeo] ..." 365 B.R. at 580-581. Here, Debtor has not
agreed to non-dischargeability.

In short, the Creditor seeks to extend the reach of section 523(a)(19) in a manner not
endorsed by any previous judicial decision. The absence of supporting case law is not

dispositive, but it is strongly supportive of this Court's determinations herein.

CONCLUSION

Congress intended section 523(a)(19) to limit the opportunities for those violating
securities laws to escape the consequences of their malfeasance. Where such a violation
occurs, the debt is non-dischargeable notwithstanding its liquidation through litigation,
arbitration, or settlement. Having said this, however, non-dischargeability is still reserved
for those who, in fact, have violated securities laws. A material issue of fact exists in this
case as to that first critical element of section 523(a)(19). The Settlement Agreement
expressly states that the Debtor settled without acknowledging any fault or liability. The
Settlement Agreement contains not a single concession or factual recitation whereby the

Debtor concedes any fault or damages. The Debtor, while not providing an alternative
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theory for entry into the Settlement Agreement except through argument, provided the
Declaration of Mr. Calderone and ardently argued his innocence. The Court finds that the
ambiguity in the Settlement Agreement on this point coupled with the Calderone declaration
are sufficient to create a triable issue of material fact as to whether securities violations exist

in this case. Thus, Creditor's motion for summary judgment is DENIED.

DATED: November 5, 2009 f% — /ST/ /

LAXURA S. TAYLOR, J{D
United States Bankruptcy Court
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