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 successful reorganization of Kaiser aluminum 
corporation
on July 6, 2006, with Jones Day’s assistance as reorganization counsel, kaiser 

aluminum and 20 of its subsidiaries successfully emerged from chapter 11 protec‑

tion, having resolved more than $4 billion in liabilities, many of which were unusually 

complex.  kaiser emerged virtually debt‑free, with substantial liquidity and stream‑

lined business operations that are considered first in class in the aluminum industry.  

the reorganization plan, which was confirmed by the u.s. bankruptcy court for the 

District of Delaware on February 6, 2006, and affirmed by the u.s. District court for 

the District of Delaware on may 11, 2006, received over 90 percent acceptance by 

every class of creditors entitled to vote.

kaiser, which was founded by well‑known industrialist Henry J. kaiser in 1946, com‑

menced its reorganization case on February 12, 2002.  at that time, it faced, among 

other issues, massive numbers of asbestos and other tort claims, significantly under‑

funded pension plans, crushing retiree medical obligations, and scores of environ‑

mental liabilities associated with numerous sites.  in addition, kaiser faced significant 

near‑term debt maturities, including two issuances of senior notes with an aggregate 

outstanding principal balance of approximately $398 million (collectively, the “senior 

notes”) and an issuance of senior subordinated notes with an outstanding princi‑

pal balance of $400 million (the “senior subordinated notes” and, together with the 

senior notes, the “notes”).  at the time of the filing, kaiser had worldwide operations 

in all principal aspects of the aluminum industry—the mining of bauxite, the refin‑

ing of bauxite into alumina, the production of primary aluminum from alumina, and 

the manufacture of both fabricated and semi‑fabricated aluminum products.  much 

of the bauxite mining, alumina refining, and aluminum production was conducted 
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at overseas facilities owned through five nondebtor, joint 

venture affiliates in which kaiser had less than a 100 percent 

ownership interest (collectively, the “Joint ventures”).

as part of the agreements in connection with the Joint 

ventures, kaiser was obligated to fund a percentage of the 

cash costs for each facility’s operations and purchase a per‑

centage of each facility’s output.  Failure to either fund the 

costs of, or purchase output from, the Joint ventures could 

have resulted in forfeiture of kaiser’s ownership interests in 

the Joint ventures.  to ensure the preservation of these sig‑

nificant Joint venture interests and the related flow of prod‑

uct from the Joint ventures, which was critical to kaiser’s 

integrated operations, at the outset of the chapter 11 filing 

kaiser obtained, with Jones Day’s assistance, authority from 

the bankruptcy court to continue funding the Joint ventures.  

in addition to that relief and other critical “first day” relief that 

was successfully obtained from the bankruptcy court, Jones 

Day assisted kaiser in securing access to a $200 million 

postpetition revolving credit facility.

once kaiser’s postbankruptcy operations were stabilized, the 

company began formulating a strategic plan.  after extensive 

deliberations and consultations with its financial advisors, 

kaiser proposed a strategic plan to its principal creditor con‑

stituents that involved the divestiture of most of its bauxite, 

alumina, and aluminum assets and a reorganization around 

its fabricated‑products business.  the creditors, with the 

assistance of their financial advisors, thoroughly reviewed 

and ultimately approved the strategic plan.

after formulating its strategic plan, the company focused its 

efforts on the multifold task of restructuring its substantial 

bond, retiree medical, pension, tort, intercompany, and environ‑

mental liabilities.  kaiser and Jones Day first sought to resolve 

the company’s legacy liabilities—more than $600 million in 

underfunded pension liabilities and $790 million in retiree med‑

ical liabilities.  kaiser had eight separate defined benefit pen‑

sion plans as well as retiree medical programs, most of which 

were provided pursuant to collective bargaining agreements 

with various unions.  annual benefit payments in respect of 

kaiser’s retiree medical liabilities were running $60 million, with 

cash requirements projected to increase substantially in future 

years due to a variety of factors, including double‑digit per‑

centage increases in medical and prescription drug costs and 

increased life expectancies of covered individuals.  Required 

contributions to kaiser’s pension plans for hourly employees 

were projected to aggregate more than $274 million for calen‑

dar years 2004 through 2009.

a team of Jones Day attorneys including gregory 

m. gordon (Dallas), Henry l. gompf (Dallas), troy 

b. lewis (Dallas), Daniel p. Winikka (Dallas), John 

R. cornell (new york), carl m. Jenks (new york), 

candace a. Ridgway (Washington), Richard F. shaw 

(pittsburgh), Richard a. chesley (chicago), and 

Robert J. graves (chicago) represented kaiser 

aluminum corporation and 20 of its affiliates in 

connection with their emergence from chapter 11 

protection on July 6, 2006, in accordance with the 

terms of a joint plan of reorganization under which 

the companies eliminated approximately $4 billion 

in debt.

to achieve a resolution of these liabilities, the company, with 

the assistance of Jones Day, entered into negotiations with 

the united steelworkers and four other labor unions, the 

pension benefit guaranty corporation (the “pbgc”), and a 

committee of salaried retirees.  although progress was being 

made in the negotiations, to bring closure to the issues, 

kaiser, with Jones Day’s assistance, filed motions request‑

ing that the bankruptcy court (i) authorize the termination or 

substantial modification of the retiree medical obligations, 

(ii) determine that the financial requirements for a distress 

termination of certain of the pension plans were satisfied 

and authorize implementation of replacement defined con‑

tribution plans for active employees, and (iii) authorize the 

rejection of certain collective bargaining agreements as 

necessary to terminate certain of the pension plans.  shortly 

after filing these motions, kaiser reached negotiated agree‑

ments with the unions and the retirees’ committee that were 

eventually approved by the bankruptcy court.  With respect 

to retiree medical liabilities, the agreements provided for 

the termination of all retiree medical plans and the estab‑

lishment of voluntary employees’ beneficiary associations to 

provide medical benefits to retirees and to be funded by a 

certain percentage of the equity of the reorganized kaiser 
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With Jones Day’s assistance, after protracted negotiations with 

the creditors’ committee, the company successfully reached 

a complex global settlement of the intercompany claims 

that involved cash payments, offsets of claims, releases, and 

permission to substantively consolidate certain kaiser enti‑

ties.  the intercompany claims settlement, once approved by 

the bankruptcy court, would enable the kaiser subsidiaries 

that held most of the Joint venture interests, which were at 

that time in the process of being sold as the strategic plan 

contemplated, to proceed with separate plans of liquidation 

without awaiting the formulation and confirmation of a plan of 

reorganization for the remaining kaiser entities.  because of 

this proposed separation of the kaiser entities, the asbestos 

claimants’ committee and the bankruptcy court–appointed 

legal representatives for future asbestos and other tort claim‑

ants each filed an objection to the intercompany claims 

settlement.  those objections were ultimately resolved by an 

agreement among all principal constituencies on a plan of 

reorganization term sheet setting forth, among other things, 

the parameters for the treatment of the various tort claims 

and future demands under any plan of reorganization for the 

reorganizing kaiser entities.

the tort claims that had to be addressed included not only 

asbestos claims and future demands—there were more than 

100,000 pending asbestos‑related lawsuits against kaiser 

when the chapter 11 cases were filed—but also a significant 

number of non‑asbestos tort claims and future demands, 

including claims relating to alleged injuries caused by expo‑

sure to silica, coal‑tar‑pitch volatiles, and excess occupa‑

tional noise.  the plan resolves each of these categories of 

tort claims through (a) the creation of trusts funded by a cash 

payment of $13 million, 6.4 percent of the equity in the reorga‑

nized company (plus 100 percent of the stock of a subsidiary 

with limited assets), and rights to insurance proceeds and (b) 

the implementation of channeling injunctions permanently 

directing these tort claims and future demands from kaiser 

to the trusts.  the primary source of funding for the trusts will 

consist of the proceeds of insurance coverage settlements 

that kaiser entered into with its insurers prior to the plan’s 

effective date, which proceeds total more than $1.2 billion.

because of the nature of its operations, which had been 

conducted at many sites, kaiser also faced significant envi‑

ronmental liabilities.  Jones Day assisted kaiser in resolving 

and certain cash payments, including payments based on 

percentages of the reorganized kaiser’s after‑tax profit.  the 

agreements also provided for the termination of certain pen‑

sion plans for hourly employees and the implementation of 

replacement pension plans.

the company, however, had to engage in litigation against the 

pbgc regarding the distress termination of kaiser’s pension 

plans.  the litigation with the pbgc was ultimately resolved 

pursuant to a comprehensive settlement, resulting in the ter‑

mination of kaiser’s three largest pension plans (representing 

over 90 percent of the liability) and the resolution of all the 

pbgc’s administrative and unsecured claims against kaiser.  

the settlement permitted the pbgc to continue its appeal to 

the third circuit court of appeals regarding the distress ter‑

mination of certain smaller pension plans.  kaiser prevailed 

on the distress‑termination issues in the bankruptcy court 

and the district court, and the third circuit recently affirmed 

the lower court decisions.  the decisions of the bankruptcy 

court and district court have set a significant precedent 

regarding the standards for distress termination of multiple 

pension plans.

the official committee of unsecured creditors opposed these 

agreed resolutions of the retiree medical and pension issues 

absent resolution of kaiser’s intercompany claims.  kaiser’s 

operations, which included transactions with the Joint 

ventures and the use of a centralized cash management 

system, gave rise to a significant number of intercompany 

claims, in some cases aggregating more than $1 billion.  in 

addition to the complex nature of the transactions and the 

significant amounts involved, there were numerous legal 

theories and arguments that could have been advanced to 

support varying treatments of all or a portion of the intercom‑

pany claims or to apply principles of setoff or recoupment 

to eliminate all or substantially reduce certain of the claims.  

because some of the kaiser entities did not commence their 

chapter 11 cases until January 2003—almost a year after 

the other kaiser entities—novel issues were also presented 

regarding, among other things, the treatment of certain 

intercompany claims among the debtors that constituted a 

prepetition obligation of one kaiser debtor but a postpetition 

obligation of the other kaiser debtor.  threatened litigation 

over these issues jeopardized the retiree medical and pen‑

sion settlements, as well as the reorganization as a whole.
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these liabilities through the chapter 11 process.  During the 

course of the bankruptcy cases, kaiser entered into numer‑

ous consent decrees that collectively resolved the envi‑

ronmental liabilities related to numerous sites, including a 

multisite consent decree with certain federal agencies and 

states that resolved more than $727 million of environmental 

claims relating to 66 sites.

While dealing with all these issues, Jones Day also assisted 

kaiser in implementing its strategic business plan, which 

resulted in the sales of most of kaiser’s commodities busi‑

nesses worldwide, comprising all but one of kaiser’s Joint 

venture interests.  those sales included sales of kaiser’s min‑

ing and refinery interests in Jamaica, an interest in an alumina 

refinery in australia, and interests in a smelter in ghana and 

a refinery in louisiana.  the Joint venture structures, includ‑

ing rights of first refusal and rights of first opportunity held by 

certain of the Joint venture partners, raised difficult issues in 

many of the transactions, requiring the establishment of cre‑

ative structures to preserve those rights and also comply with 

appropriate bankruptcy auction procedures.

the proceeds of these sales, which aggregated approxi‑

mately $700 million, are being distributed to creditors pursu‑

ant to separate liquidating plans that were confirmed by the 

bankruptcy court in December 2005.  the liquidating plans 

were subject to extensive litigation among the kaiser debt‑

ors; the respective indenture trustees for the notes, which 

were guaranteed by the kaiser entities that held the Joint 

venture interests as well as certain other kaiser entities; and 

certain material holders of notes regarding the subordination 

provisions in the indenture for the senior subordinated notes.  

kaiser and the indenture trustees for the senior notes pre‑

vailed in the litigation in the bankruptcy court, and the subor‑

dination issues are currently on appeal to the district court.

as a result of the commodities business sales discussed 

above and the sales of other nonstrategic assets, kaiser 

has now divested itself of most of its bauxite mining, alu‑

mina refining, and aluminum‑production operations, retaining 

only a 49 percent interest in an aluminum smelter in Wales.  

kaiser currently owns 11 aluminum‑fabricating plants in north 

america.  before filing for protection, kaiser was burdened by 

approximately $4 billion in debt, on a consolidated basis, but 

has emerged from bankruptcy with virtually no debt.

the cautionary tale continues: Debt 
acquireD from recipient of voiDable 
transfer subject to Disallowance 
unDer section 502(D)
mark g. Douglas

in  the January /February 2006 edi t ion of  bus iness 

Restructuring Review (vol. 5, no. 1), we reported on a highly 

controversial ruling handed down by the new york bank‑

ruptcy court overseeing the chapter 11 cases of embattled 

energy broker enron corporation and its affiliates.  the court 

held that a claim is subject to equitable subordination under 

section 510(c) of the bankruptcy code even if it is assigned 

to a third‑party transferee who was not involved in any mis‑

conduct committed by the original holder of the debt.

the ruling had players in the distressed securities market 

scrambling to devise better ways to limit their exposure by 

building stronger indemnification clauses into claims trans‑

fer agreements.  the “buyer beware” approach articulated by 

bankruptcy judge arthur J. gonzalez has been greeted by a 

storm of criticism from lenders and traders alike, including 

the loan syndications and trading association (“lsta”); the 

securities industry association; the international swaps and 

Derivatives association, inc.; and the bond market association.  

according to these groups, if caveat emptor is the prevail‑

ing rule of law, claims held by a bona fide purchaser can be 

equitably subordinated even though it may be impossible for 

the acquirer to know, even after conducting rigorous due dili‑

gence, that it was buying loans from a “bad actor.”

Judge gonzalez recently expanded the scope of his caution‑

ary tale to encompass not only subordination of a transferred 

claim, but disallowance of the claim altogether.  in in re enron 

corp., he ruled that a transferred claim should be disal‑

lowed under section 502(d) of the bankruptcy code unless 

and until the transferor returns payments to the estate that 

are allegedly preferential.  Judge gonzalez also held that the 

safe harbor for good‑faith recipients of avoidable transfers 

does not apply to the assignee of a claim and that even if 

it did, an assignee cannot qualify for the defense because 

it is presumed to have knowledge at the time it acquires a 

claim of both the debtor’s precarious financial circumstances 
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Corinne Ball (New York), Jeffrey B. ellman (Atlanta), Paul e. harner (Chicago), David G. heiman (Cleveland), Paul D. Leake 

(New York), heather Lennox (Cleveland), and Charles M. Oellermann (Columbus) were recognized by chambers usa as 

being among the finest attorneys in the bankruptcy/restructuring practice area for 2006.

Corinne Ball (New York) was recognized by the k&a Restructuring Register as one of the outstanding attorneys practicing 

in the restructuring, reorganization, insolvency, and bankruptcy arenas in the united states in 2006.  Qualification for listing 

in the Register is by invitation only and requires selection by an 18‑member advisory panel.

on June 9, 2006, Paul e. harner (Chicago) participated in a panel discussion of recent supreme court and third circuit 

decisions of interest to business bankruptcy practitioners, at the “views from the Delaware bench and bar” seminar in 

Wilmington, Delaware, jointly sponsored by the american bankruptcy institute and the Delaware state bar association.

Gregory M. Gordon (Dallas) recorded podcasts on June 2 and July 10, 2006, for texas lawyer concerning, respectively, 

“creative solutions to addressing the Recent bankruptcy amendment limits on key employee Retention plans” and 

“the availability of sovereign immunity in bankruptcy.”

an article written by Mark G. Douglas (New York) entitled “in search of a ‘good Faith’ Filing Requirement for non‑consumer 

Debt chapter 7 cases” appeared in the June 2006 edition of pratt’s Journal of bankruptcy law.  His article entitled 

“bankruptcy battleground: even ‘core’ Disputes may be subject to arbitration” was published in the June 2006 edition of 

the bankruptcy strategist.

newsworthy

or bankruptcy filing and the likelihood that an investigation 

will be conducted into possible grounds for disallowance of 

the claim.

ALLOwANCe AND DISALLOwANCe OF CLAIMS IN 

BANKRUPTCY

Whether a creditor’s claim is allowed or disallowed in a bank‑

ruptcy case is governed by the procedures contained in sec‑

tion 502 of the bankruptcy code.  section 502(a) provides 

that a filed proof of claim is deemed allowed unless a party‑

in‑interest files a written objection with the court.  if an objec‑

tion is filed, section 502(b) directs the bankruptcy court to 

determine the allowed amount of the claim after notice and a 

hearing in accordance with certain restrictions and limitations 

specified in the statute (e.g., disallowing claims for unmatured 

interest and capping landlord claims for future rent).

section 502(c) of the bankruptcy code mandates the esti‑

mation of almost any contingent or unliquidated claim if the 

failure to do so “would unduly delay the administration of the 

case.”  thus, for example, if litigation is pending against the 

debtor when it files for bankruptcy, but has not yet gone to 

trial, the bankruptcy court can estimate the debtor’s liabil‑

ity to the plaintiffs in lieu of modifying the automatic stay to 

allow the action to proceed until judgment.

the bankruptcy code also provides for the temporary esti‑

mation of a claim.  under Rule 3018(a) of the Federal Rules 

of bankruptcy procedure, a bankruptcy court “may temporar‑

ily allow [a] claim or interest in an amount which the court 

deems proper for the purpose of accepting or rejecting a 

plan.”  temporary allowance of a claim for the limited pur‑

pose of voting on a plan is appropriate because creditors 

whose claims are disputed would otherwise be completely 



6

disenfranchised in chapter 11 cases where the claims resolu‑

tion process cannot be completed prior to voting.

the statute also creates a mechanism to penalize certain 

creditors who have possession of estate property on the bank‑

ruptcy petition date or are the recipients of pre‑ or postbank‑

ruptcy asset transfers that can be recovered because they are 

fraudulent, preferential, unauthorized, or otherwise subject to 

forfeiture by operation of a bankruptcy trustee’s avoidance 

powers.  section 502(d) of the bankruptcy code provides that 

the court shall disallow any claim asserted by a creditor who 

falls into one of these categories, “unless such entity or trans‑

feree has paid the amount, or turned over any such property, 

for which such entity or transferee is liable.”  the purpose of 

the provision is to facilitate pro rata distribution of the bank‑

ruptcy estate among all creditors and to coerce payment 

of judgments obtained by the trustee.  most courts take the 

approach that the underlying avoidance claims must be adju‑

dicated fully before a claim can be disallowed under section 

502(d).  some courts, noting that the statute refers to property 

that is “recoverable” or a transfer that is “avoidable,” find that 

colorable allegations to that effect are sufficient to trigger tem‑

porary disallowance for certain purposes (e.g., voting on a plan 

of reorganization or to receive distributions of estate property) 

subject to later reconsideration.

CLAIMS TRADING

the market for “distressed” debt is thriving and largely unreg‑

ulated.  sophisticated players in the market are aware of 

most of the risks associated with acquiring discounted debt 

but generally focus on the enforceability of the obligation in 

question and its probable payout or value in terms of bar‑

gaining leverage.  these risks can be often assessed with 

reasonable accuracy by examining the underlying documen‑

tation, applicable nonbankruptcy law, the obligor’s financial 

condition, and its prospects for satisfying its obligations in 

whole or in part.  other types of risk may be harder to quan‑

tify.  For this reason, most claim transfer agreements include 

a blanket indemnification clause designed to compensate 

the transferee if a traded claim proves to be unenforceable 

in whole or in part.

an assigned claim is generally enforceable by the assignee 

in a bankruptcy case to the same extent that it would be 

enforceable in the hands of the assignor.  in most cases, how‑

ever, an assigned claim is also subject to the same defenses 

that the obligor could have asserted against the original 

holder of the claim, including limitations on the enforceability 

or priority of the claim based upon the pretransfer conduct of 

the transferor.

only a handful of courts have considered the application of 

section 502(d) to a claim that has been assigned by a credi‑

tor who allegedly falls within the scope of the statute.  the 

new york bankruptcy court was the latest to address the 

question in enron.

eNRON

enron corporation and approximately 90 affiliated compa‑

nies began filing for chapter 11 protection in December of 

2001.  shortly before filing for bankruptcy, enron borrowed 

$3 billion under short‑ and long‑term credit agreements 

from a consortium of banks, including Fleet national bank, 

and citibank n.a. and chase manhattan bank, as co‑admin‑

istrative agents.  citibank later filed a proof for claim for 

amounts due under the agreements on behalf of all partici‑

pating banks, including Fleet.

During the course of enron’s bankruptcy, Fleet sold its claims 

against enron to various entities, some of which later trans‑

ferred the claims to other acquirers.  the claims ultimately 

came to be held by five separate distressed investment 

funds (collectively referred to as the “defendants”), none of 

which had loaned money to enron or had any existing rela‑

tionship with the company.

enron sued the banks in 2003, claiming, among other things, 

that Fleet and certain of its affiliates were the recipients of 

prebankruptcy preferential or fraudulent transfers and that 

Fleet aided and abetted enron’s accounting fraud, resulting in 

injury to enron’s creditors and conferring an unfair advantage 

on Fleet.  none of the allegations dealt with purported mis‑

conduct related to the credit agreements or transfers made 

or obligations incurred in connection with the agreements.  

instead, enron’s allegations concerned an unrelated prepaid 

forward transaction involving the same lenders that took place 

in 2000.  in a separate proceeding filed in 2005, enron sought 

to subordinate and disallow Fleet’s claims under the credit 
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agreements.  enron sought to equitably subordinate the claims 

under section 510(c) and to disallow them under section 502(d) 

even though Fleet had transferred the claims to the defen‑

dants.  the defendants moved to dismiss the proceeding.

The BANKRUPTCY COURT’S RULING

as previously reported, the bankruptcy court denied the 

motion to dismiss enron’s equitable subordination claims, 

ruling that a debt can be subordinated even if assigned to 

a blameless transferee.  in a separate opinion, the court 

addressed dismissal of enron’s causes of action against the 

defendants under section 502(d).  consistent with its previous 

determination, the bankruptcy court reaffirmed the principle 

that a transferred claim is subject to the same shortcomings, 

including any defenses, to which it was subject in the hands 

of the original holder of the obligation.

at the outset, the court examined whether entry of a judg‑

ment in the underlying avoidance action is a prerequisite to 

disallowance of a claim under section 502(d).  it ruled that 

prior adjudication on the merits is unnecessary under the 

circumstances because, in connection with a motion to dis‑

miss, it need only decide whether enron’s causes of action 

under section 502(d) are viable pending adjudication of the 

avoidance litigation.  even so, based upon its conclusion 

(discussed below) that enron’s section 502(d) claim is via‑

ble, the court held that “no distribution can be made to the 

Defendants with respect to the claims pending a resolution 

of their disputed claims.”

next, the bankruptcy court addressed the application of sec‑

tion 502(d) to assigned claims.  it rejected the defendants’ 

argument that the plain language of the statute supports the 

position that a claim can be disallowed only if the holder of 

the claim can be a defendant in an avoidance or recovery 

proceeding.  according to the court, section 502(d) clearly 

applies to “any claim” of an entity from whom property or its 

value can be recovered—it does not require that the claim 

be related to an avoidable transfer or that such a transfer or 

other basis for liability occur after a creditor acquires a claim.  

observing that “[t]he court has not found any case law man‑

dating that the creditor who received an avoidable transfer 

be the same entity that actually asserts such claim against 

the debtor in the bankruptcy proceeding in order for a debtor 

to assert a section 502(d) disallowance against the claim,” 

the bankruptcy court ruled that the defendants’ claims were 

subject to the same defenses that applied to them when the 

claims were held by Fleet.

Responding to policy concerns implicated by a ruling that 

might encourage “claim washing,” on the one hand, or under‑

mine confidence in the claims‑trading market, on the other, 

the bankruptcy court emphasized that the proper inquiry 

should focus on ensuring that the purpose of section 502(d) 

is not contradicted or undermined.  it rejected the defendants’ 

argument that their claims should not be subject to disallow‑

ance because enron has a remedy against Fleet, a solvent 

entity that would be bound by any judgment issued by the 

court.  according to the bankruptcy court, “[t]he solvency of 

an entity or creditor is not a factor or element required to be 

considered under section 502(d) of the bankruptcy code.”

the allowance of a claim assigned by the recipient of a void‑

able transfer, the court observed, “would eviscerate the pur‑

pose of section 502(d)” because it would force a bankruptcy 

trustee or chapter 11 debtor‑in‑possession to act affirmatively 

to seek recovery from the original creditor rather than rely‑

ing on section 502(d) as a defense that, when invoked, bars 

any distribution of estate funds to the holder of the claim.  the 

bankruptcy court was unmoved by the defendants’ conten‑

tions regarding an adverse impact on the claims‑trading mar‑

ket, remarking that “participants in the claims‑transfer market 

are aware of, or should be aware of, the risks and uncertain‑

ties inherent in the purchase of claims against the debtors, 

including the possibility of claims being temporarily disallowed 

under section 502(d) unless and until their predecessors turn 

over the avoidance transfers.”  participants in the market, the 

court emphasized, assume the liabilities arising from acquired 

claims.  according to the court, the risks associated with buy‑

ing claims in a bankruptcy proceeding have been identified in 

the distressed debt industry for at least a decade and partici‑

pants have dealt with such risks by including broad indemni‑

fication language in claims transfer agreements, such as the 

standard terms and conditions on the purchase and sale 

agreement for Distressed trades published by the lsta.

Finally, the bankruptcy court turned to the defendants’ claim 

that, as “innocent” transferees, they are entitled to assert a 

“good faith” defense.  the court explained that section 550 
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of the bankruptcy code, which is incorporated into section 

502(d), provides that, even if a transfer is avoidable as a pref‑

erence, fraudulent conveyance, or otherwise, the bankruptcy 

trustee may not recover the property or its value from any 

transferee “who takes for value, . . . in good faith, and with‑

out knowledge of the voidability of the transfer avoided.”  

according to the defendants, the “good faith” defense should 

be extended to purchasers of claims, and because they had 

no knowledge of any of the allegations asserted in enron’s 

suit against Fleet when they purchased their claims, the 

claims should not be disallowed under section 502(d).

the bankruptcy court ruled that section 550(b) does not 

apply to claims transferees, and that, even if it did apply, 

the defendants could not establish that they were entitled 

to rely on the good‑faith defense.  section 550(b), the court 

explained, on its face and by intention, protects only good‑

faith purchasers of estate property—there is no authority to 

support the proposition that its scope extends to purchas‑

ers of claims against the estate.  moreover, the court empha‑

sized, even if the scope of the statute were broad enough 

to protect transferees of claims, the defendants could not 

successfully invoke the good‑faith defense because “a pur‑

chaser of a claim, by definition, knows that it is purchasing a 

claim against a debtor and is on notice that any defense or 

right of the debtor may be asserted against that claim.”

according to the court, the criteria for determining whether 

a transferee acted in good faith in purchasing a claim “does 

not solely rely upon such transferee’s actual knowledge of 

whether the claims would be challenged.” instead, the bank‑

ruptcy court explained, a claims transferee cannot rely on 

section 550(b) if it has either (i) knowledge of the debtor’s 

possible insolvency or unfavorable financial condition at the 

time of the transfer or (ii) notice that the transfer may be 

recovered by the trustee.  applying these criteria, the court 

concluded that the defendants clearly were not “without 

knowledge of the voidability of the transfer” as required by 

section 550(b).  it accordingly denied the defendants’ motion 

to dismiss enron’s causes of action under section 502(d).

OUTLOOK

enron is not the first decision to address the disallowance of 

assigned claims under section 502(d) or its predecessor.  the 

eighth circuit court of appeals confronted the issue over a 

century ago in swarts v. siegel, disallowing an assigned claim 

under section 57g of the bankruptcy act of 1898 because 

the original holder had received a preference and remarking 

that “[t]he disqualification of a claim for allowance created by 

a preference inheres in and follows every part of the claim, 

whether retained by the original creditor or transferred to 

another, until the preference is surrendered.”  more recently, 

Judge Robert D. Drain of the united states bankruptcy court 

for the southern District of new york reached the same con‑

clusion under the current statute in in re metiom, inc., charac‑

terizing the attempted destruction of a section 502(d) claim 

defense by means of assignment of the claim as “a perni‑

cious result” and observing that “[t]he assignment should not, 

and does not, affect the debtor’s rights vis‑à‑vis the claim; it 

is incumbent, instead, on prospective assignees to take into 

account possible claim defenses when they negotiate the 

terms of their assignments.”

the defendants in enron relied on an unpublished opinion 

issued by a texas district court in section 1102(a)(1) comm. 

of unsecured creditors v. Williams patterson, inc. (in re Wood 

& locker, inc.), as support for the proposition that a claim in 

the hands of a transferee can be disallowed only if the trans‑

feree is subject to avoidance liability.  in that case, the credi‑

tors’ committee commenced preference litigation against 

a creditor that had assigned its claim to a bank.  the bank 

was permitted to intervene in the avoidance action and later 

commenced a separate adversary proceeding seeking a 

declaratory judgment that it was not subject to preference 

liability under sections 547 and 550, and that its assigned 

claim could not be disallowed under section 502(d), so that it 

was entitled to receive distributions under the debtor’s chap‑

ter 11 plan.  the bankruptcy court granted summary judgment 

in the bank’s favor on these issues.

on appeal, the district court explained that, under the for‑

mer bankruptcy act, a creditor had the option of retaining a 

preference and forgoing any distribution from the estate or 

seeking recovery from the estate by filing a proof of claim.  

the trustee could invoke section 57g as a defense only in the 

latter case.  “such is not the case under the modern code,” 

the district court observed, emphasizing that “[t]he analytical 

tool to unlock the mysteries of sec. 502(d) is to examine the 
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enumerated sections to determine whether the transferee 

has liability. Where there is no liability under those sections, 

sec. 502(d) is not triggered.”

the practical ramifications of caveat emptor as the 

prevailing rule of law on this issue will likely cause 

traders to build greater protections into loan/claim 

transfer agreements and focus far more attention on 

the indemnities commonly given in distressed trades.

in enron, Judge gonzalez found Wood to be unpersuasive.  

He explained that the district court cited no authority for its 

interpretation of section 502(d) from either relevant case law 

or the provision’s legislative history, which indicates that the 

focus of sections 57g and 502(d) is the same and that both 

provisions concern not the holder of a claim, but the claim 

itself.  Judge gonzalez also faulted the court in Wood for 

dismissing swarts and other decisions interpreting section 

57g as inapposite because they “involved sureties who had 

received provable and traceable direct benefits by the pay‑

ment of the preferences,” whereas no funds were traceable to 

the bank/transferee in Wood.  according to Judge gonzalez, 

“although there were factual differences between swarts and 

Wood, those factual differences do not undermine the legal 

principle that ‘the disqualification of a claim for allowance 

created by a preference inheres in and follows every part of 

the claim, whether retained by the original creditor or trans‑

ferred by another, until the preference is surrendered.’ ”

the  de fendants  i n  en ron  a l so  re l i ed  on  max we l l 

communication corp. plc v. société générale plc (in re 

maxwell communication corp.) as authority for the principle 

that section 502(d) disallows only claims asserted by entities 

that have received voidable transfers.  in maxwell, the debtor, 

a u.k. corporation, sold certain u.s. assets and used the pro‑

ceeds to pay obligations owed to three different u.k. banks 

shortly before filing for chapter 11 protection in the u.s. and 

filing a petition in the High court of Justice in london for an 

administration order under the u.k. insolvency act of 1986.

after the banks filed their claims with the english court, the 

debtor commenced litigation in the u.s. bankruptcy court 

to avoid the payments to the banks as preferential and to 

disallow their claims under section 502(d).  the u.k. banks 

moved to dismiss, arguing that an english court should adju‑

dicate the preference claims applying english law because 

the debtor was a u.k. corporation, the recipients were u.k. 

banks, and the transfers were made overseas.  the bank‑

ruptcy court agreed.

on appeal to the district court, the debtor contended, among 

other things, that even if the transfers could not be avoided 

under section 547, the claims filed by the banks in the u.k. 

should be disallowed under section 502(d).  the district court 

rejected this argument:

in order for a transferee’s claim to be disallowed under 

§ 502(d), however, it must have received a “transfer 

avoidable” under § 547.  obviously, the banks have not 

received a “transfer avoidable” under § 547 because that 

section does not apply to the payments to the banks.  in 

addition, § 502 only applies to the allowance and disal‑

lowance of claims filed under 11 u.s.c. § 501.  see Durham 

v. smi indus corp., 882 F.2d 881, 883 (4th cir. 1989) (“since 

a court can only disallow a claim after one has been filed 

under [section 501(a)], ‘claim’ in § 502(d) includes only 

one for which a proof has been filed.”).  as discussed 

above, the banks have lodged a notice of claim in the 

english court but have not filed a proof of claim under 

§ 501 and thereby submitted to the equitable jurisdiction 

of the u.s. court.  accordingly, there are no “claims” to 

disallow under § 502(d), and the appellants are therefore 

not entitled to the relief they seek.

the enron court distinguished maxwell because the entities 

asserting the claims in the case were the recipients of void‑

able transfers rather than purchasers of claims against the 

debtor.  it also faulted the court’s reasoning concerning the 

submission of a proof of claim as a condition to disallowance 

under section 502(d), observing that “[i]t is well established 

that ‘section 502(d) does not deal with proofs of claim.’ ”  the 

bankruptcy estate, the court emphasized, “can demand a 

creditor to surrender any avoidable transfers even in a cir‑

cumstance where such creditor does not file a proof of claim 

against the debtor and thereby waives any distribution from 

the estate.”
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even if enron is not the first ruling on this issue, it may have a 

greater influence in terms of its impact on the claims‑trading 

market.  the practical ramifications of caveat emptor as the 

prevailing rule of law on this issue will likely cause traders to 

build greater protections into loan/claim transfer agreements 

and focus far more attention on the indemnities commonly 

given in distressed trades.  adoption of the rule announced 

in enron could potentially increase the due diligence obli‑

gations for these trades.  a transferor’s creditworthiness, for 

example, may figure more prominently in an acquirer’s calcu‑

lus of the risks.  also, significant expense could be involved in 

litigation seeking indemnification.

the viability of enron in cases involving securities or claims 

other than bank debt is not clear.  in dicta, Judge gonzalez 

suggested that the same rule should apply to traded claims 

based upon bonds or notes because the “post‑petition pur‑

chaser of such debt instruments either knows or should 

know that the issuer of these securities is a debtor, so the 

prices of these transfers would reflect the attendant risks 

that the claims would be subordinated [sic].”  He presumably 

intended to say “disallowed” rather than “subordinated,” given 

the circumstances.  even so, the judge did not hazard an 

opinion on whether a different rule would apply if a note or 

bond is traded before the debtor files for bankruptcy, when 

the purchaser has no reason to be aware of anything other 

than the possibility that the obligor may file a bankruptcy 

case.  Finally, in other contexts, nonbankruptcy law may insu‑

late from attack certain kinds of claims held by a holder in 

due course or a good‑faith purchaser.

________________________________
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airline focus: using section 1113 to 
navigate stormy sKies
mark g. Douglas

the continuing financial malaise of u.s. air carriers has fea‑

tured prominently in recent headlines, as airlines such as 

northwest, Delta, mesaba aviation, independence air, and era 

aviation all sought chapter 11 protection in 2005 in an effort to 

manage a staggering confluence of nearly five years of lag‑

ging demand, high fuel prices, and escalating labor costs.  a 

fair amount of scrutiny in connection with these developments 

has been devoted to the carriers’ reliance on a chapter 11 fil‑

ing (or the threat of one) as a way to reduce unionized labor 

costs by taking advantage of a provision in the bankruptcy 

code that allows a chapter 11 debtor‑in‑possession (“Dip”) or 

bankruptcy trustee to reject a collective bargaining agree‑

ment.  the bankruptcy court overseeing the chapter 11 case 

of Delta subsidiary comair recently had an opportunity to 

examine the circumstances under which a labor agreement 

can be rejected in a chapter 11 case.  the court denied the 

rejection motion, ruling that comair failed to negotiate with 

the representative of its unionized flight attendants in good 

faith concerning proposed wage reductions.

COLLeCTIVe BARGAINING AGReeMeNTS IN BANKRUPTCY

section 365 of the bankruptcy code allows a bankruptcy 

trustee or Dip to assume (reinstate) or reject (breach and ter‑

minate) most kinds of contracts or agreements that, as of the 

bankruptcy filing date, are “executory” in the sense that both 

parties to the contract have a continuing obligation to per‑

form.  For most kinds of contracts, the bankruptcy court will 

authorize assumption or rejection provided it is demonstrated 

that either course of action represents an exercise of sound 

business judgment.

until 1984, courts struggled to determine whether the same 

standard or a more stringent one should govern a Dip’s deci‑

sion to reject a collective bargaining agreement.  the u.s. 

supreme court answered that question in 1984, ruling in 

nlRb v. bildisco & bildisco that a labor agreement can be 

rejected under section 365 if it burdens the estate, the equi‑

ties favor rejection, and the debtor made reasonable efforts 
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to negotiate a voluntary modification without any likelihood of 

producing a prompt satisfactory solution.

congress changed that later the same year, when it enacted 

section 1113 of the bankruptcy code in response to a ground‑

swell of protest from labor interests.  section 1113 provides 

that the court “shall” approve an application to reject a bar‑

gaining agreement if:

the debtor makes a proposal to the authorized represen‑

tative of the employees covered by the agreement;

the authorized representative has refused to accept the 

debtor’s proposal without good cause; and

the balance of the equities clearly favors rejection of the 

agreement.

the provision ensures that a chapter 11 debtor‑employer can‑

not unilaterally rid itself of its labor obligations and instead 

mandates good‑faith negotiations with the union before 

rejection may be approved.  to that end, section 1113 care‑

fully spells out guidelines for any proposal presented by the 

debtor to the authorized labor representative.  underlying 

these guidelines is the premise that all parties must exercise 

their best efforts to negotiate in good faith to reach mutually 

satisfactory modifications to the bargaining agreement, and 

that any modification proposal treats all creditors, the debtor, 

and other stakeholders parties fairly.  each proposal must be 

based on the most complete and reliable information avail‑

able and must “provide for those necessary modifications, in 

the employees benefits and protections that are necessary 

to permit the reorganization of the debtor.”

SPLIT IN AUThORITY

courts are split on which modifications to a bargaining 

agreement qualify as “necessary” within the meaning of 

section 1113.  in Wheeling‑pittsburgh steel corp. v. united 

steelworkers of america, the third circuit ruled that the term 

“necessary” includes only those minimum modifications 

that the debtor “is constrained to accept because they are 

directly related to the company’s financial condition and its 

reorganization,” in effect holding that the terms “necessary” 

and “essential” are synonymous.  moreover, the third circuit 

ruled, in keeping with section 1113’s purpose, the objective of 

the modifications should be the short‑term “goal of prevent‑

ing the debtor’s liquidation.”

the second circuit rejected this approach in truck Drivers 

local 807 v. carey transportation, inc.  there, the court of 

appeals held that, in determining the degree and purpose of 

“necessary” modifications, “the necessity requirement places 

on the debtor the burden of proving that its proposal is made 

in good faith, and that it contains necessary, but not abso‑

lutely minimum, changes that will enable the debtor to com‑

plete the reorganization process successfully.”  in adopting 

this approach, the court focused on the long‑term goal of 

reorganization, rather than the short‑term goal of preventing 

liquidation.  a majority of courts have adopted the more flex‑

ible approach articulated in carey transportation.

section 1113’s requirements regarding the provision of ade‑

quate information and the obligation to negotiate in good 

faith were recently examined by the new york bankruptcy 

court overseeing comair’s chapter 11 case.

COMAIR

comair, its parent company Delta air lines, and various affili‑

ates filed for chapter 11 protection in september of 2005.  

comair is a regional air carrier operating on average 800 

flights each day between cincinnati, new york, boston, and 

Washington as part of the “Delta connection” program, which 

also includes five other regional carriers.  comair has approx‑

imately 6,400 employees, of whom roughly half are unionized 

pilots, maintenance workers, and flight attendants.  the work 

rules, wages, and benefits of these employee groups are gov‑

erned by three separate collective bargaining agreements.  

the authorized bargaining representative of the flight atten‑

dants is the international brotherhood of teamsters (“ibt”).

Flight attendants are at or near the low end of the compen‑

sation level for all comair employees, with wages ranging 

from an average of $16.50 per hour and $21.70 per hour for 

“b scale” and “a scale” first‑year flight attendants to just over 

$42 per hour for attendants with 18 years or more of seniority.  

Flight attendants are also paid an hourly expense allowance 

of $1.75 (referred to as a “per diem”) for every hour that an 

attendant is away from base on assigned trips.
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from the top
the u.s. supreme court issued three rulings on the subject of bankruptcy during the first half of 
2006.  those rulings dealt with the states’ sovereign immunity under the 11th amendment (central 
virginia community college v. katz), the effect of the probate exception on a bankruptcy court’s 
jurisdiction (marshall v. marshall) and, most recently, the priority of unsecured claims based upon 
unpaid workers’ compensation premiums a debtor employer owes its insurance carrier.  We reported 
on katz and marshall in past editions of business Restructuring Review.

the court’s most recent pronouncement in the realm of bankruptcy in 2006 is contained in Howard 
Delivery service, inc. v. Zurich american insurance co.  the debtor is a freight company employing 
more than 480 workers in 12 states.  each state requires it to maintain workers’ compensation insur‑
ance, which the debtor obtained from the same insurer in 10 states. 

When the debtor filed for chapter 11 protection in 2002, it owed the insurer $400,000 for workers’ com‑
pensation premiums.  the insurer asserted that its claim should be afforded priority status under sec‑
tion 507(a)(5) of the bankruptcy code, which grants priority (currently up to $10,000 per employee) to 
“unsecured claims for contributions to an employee benefit plan . . . arising from services rendered within 
180 days before the date of the filing of the petition date or the date of cessation of the debtor’s busi‑
ness, whichever occurs first.”  the bankruptcy and district courts denied priority to the insurer’s claim, 
but the Fourth circuit court of appeals reversed, holding that the phrase “employee benefit plan” in sec‑
tion 507(a)(5) is ambiguous and that lawmakers likely intended to give past‑due workers’ compensation 
premiums priority status.  the supreme court granted certiorari  to settle a circuit split on the issue.

the supreme court reversed.  Writing for the 6‑3 majority, Justice ginsburg explained that another 
provision in the statute—section 507(a)(4)—which grants priority status to “wages, salaries, or commis‑
sions,” is linked to section 507(a)(5) by a combined cap on the two priorities per employee.  observing 
that “[n]o other subsections of § 507 are joined together by a common cap in this way,” she noted that 
subsection (a)(5) allows the provider of an employee benefit plan to recover unpaid premiums “only 
after the employees’ claims for ‘wages, salaries, or commissions’ have been paid” under subsection 
(a)(4).  according to Justice ginsburg, the function of subsection (a)(5) is to capture employee com‑
pensation that is not covered by subsection (a)(4).  the “juxtaposition of the wages and employee 
benefit plan priorities,” she reasoned, “manifests congress’ comprehension that fringe benefits gener‑
ally complement, or ‘substitute’ for, hourly pay.”

the insurer contended that because the terms encompassed by the phrase “contributions to an 
employee benefit plan . . . arising from services rendered” are not defined in the bankruptcy code, 
courts searching for a definition should be guided by the employee Retirement income security act 
(“eRisa”).  acknowledging that eRisa’s definition of these terms is “susceptible” to encompassing work‑
ers’ compensation plans, Justice ginsburg rejected this approach and instead examined “the essen‑
tial character of workers’ compensation regimes.”
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Justice ginsburg emphasized that, unlike pensions or group life, health, and disability plans, 
which are negotiated or granted as pay supplements or substitutes, workers’ compensation has a 
“dominant employer‑oriented thrust”—it modifies, or substitutes for, the common law tort liability to 
which employers are exposed for work‑related accidents.  moreover, she explained, workers’ com‑
pensation benefits provide a quid pro quo—employees receive limited benefits regardless of fault 
and employers avoid exposure to substantial judgments and heavy tort costs. “no such tradeoff,” 
Justice ginsburg observed, “is involved in fringe benefit plans that augment each covered worker’s 
hourly pay.”  she also drew a distinction between pension plans and group health or life insurance 
plans, which ordinarily insure only employees, and workers’ compensation insurance, which, like 
other liability insurance, shields the entire insured enterprise.  Finally, Justice ginsburg emphasized, 
states “overwhelmingly prescribe and regulate insurance coverage for on‑the‑job accidents, while 
commonly leaving pension, health, and life insurance plans to private ordering.”

Justice ginsburg rejected the insurer’s argument that affording priority status to its claim under 
section 507(a)(5) would give workers’ compensation carriers an incentive to continue insuring a 
distressed enterprise and promote its prospects for rehabilitation of the business.  “Rather than 
speculating on how workers’ compensation insurers might react were they to be granted an (a)(5) 
priority,” she wrote, “we are guided in reaching our decision by the equal distribution objective 
underlying the bankruptcy code, and the corollary principle that provisions allowing preferences 
must be tightly construed.”

chief Justice Roberts and Justices stevens, scalia, thomas, and breyer joined the majority opinion.  
Justice kennedy, joined by Justices souter and alito, dissented, arguing that “ ‘employee benefit 
plan,’ whether viewed as a term of art or in accordance with its plain meaning, includes workers’ 
compensation.”

___________________________

central virginia community college v. katz, 126 s. ct. 990 (2006).

marshall v. marshall, 126 s. ct. 1735 (2006).

Howard Delivery service, inc. v. Zurich american insurance co., 2006 Wl 1639224 (June 15, 2006).
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as part of Delta’s restructuring plan, Delta reduced by approx‑

imately 3.8 percent the amount it pays to comair under the 

Delta connection program.  because Delta is comair’s only 

source of revenue, this meant that comair had to make a 

corresponding reduction as part of its own restructuring 

plan.  comair’s plan called for reductions totaling $27.2 mil‑

lion in annual collective bargaining agreement costs, of which 

$17.3 million was allocated to pilots, $8.9 million was allocated 

to flight attendants, and $1 million was allocated to mechanics.  

the flight attendants’ portion of the cuts included reductions 

of $6.8 million in wages and $2.1 million in per diem payments 

as well as the elimination of funding for a retirement program.

the pilots and mechanics agreed to the cuts, subject to 

contingency clauses invalidating their approval unless all 

unionized groups agreed to the package of reductions.  

the flight attendants, however, did not ratify the reduc‑

tions despite a series of bargaining sessions and proposals 

between comair and ibt.  During the course of these nego‑

tiations, comair refused to negotiate its original demand 

for $8.9 million in aggregate cost reductions from the flight 

attendants, although it was willing to vary the mix of cost 

savings among pay rates, per diems, work rules, and other 

costs.  by contrast, ibt’s counterproposal would achieve 

approximately $1.89 million in cost savings, or approximately 

25 percent of the amount originally allocated by comair to 

the flight attendants.

comair moved to reject the flight attendants’ bargaining 

agreement under section 1113.  the bankruptcy court seg‑

mented its examination of the standards governing rejection 

into five parts:  (i) whether the modifications proposed by 

comair are necessary to permit reorganization; (ii) whether 

comair conferred with ibt in good faith; (i i i) whether 

comair’s proposal ensures that all parties are treated fairly 

and equitably; (iv) whether ibt refused to accept the pro‑

posal without good cause; and (v) whether the balance of 

the equities clearly favors rejection of the bargaining agree‑

ment.  in four out of five of these categories, the court con‑

cluded, comair’s request to reject the flight attendants’ 

agreement was deficient.

the court rejected ibt’s contention that the proposed cuts 

were not “necessary” for comair to reorganize because 

comair “is a healthy, viable, regional operation” and cost cuts 

already agreed to by other unions made it unnecessary for 

the flight attendants to make additional concessions to the 

extent requested by comair.  applying the second circuit’s 

definition in carey transportation of “necessary,” the bank‑

ruptcy court characterized ibt’s assertions regarding comair’s 

financial health as “contrary to the unrebutted evidence.”  it 

then proceeded to discredit ibt’s “last man standing” argu‑

ment, explaining that the proposal called for by section 1113 

must not only be necessary, but also ensure that all affected 

parties “are treated fairly and equitably.”  according to the 

bankruptcy court, section 1113 “does not contemplate that 

any single group of employees such as the flight attendants 

will be subsidized by the sacrifices of others.”

the bankruptcy court also concluded that comair had not 

fulfilled its obligation to confer with ibt in good faith by 

steadfastly maintaining that its initial proposal was nonne‑

gotiable.  true negotiation, the court observed, “necessarily 

requires compromise in each side’s bargaining positions.”  it 

rejected comair’s argument that the contingency clauses in 

agreements reached with the other unions render comair’s 

proposal nonnegotiable because at stake is not merely the 

$8.9 million demanded from the flight attendants, but the 

entire $27.2 million required from all three unions.  explaining 

that section 1113 demands that each proposal be judged 

according to the statutory criteria on its own merits, the bank‑

ruptcy court emphasized that “the tacit consequences” of 

comair’s arguments predicated on the contingency clauses 

would be to usurp the court’s function in judging the suffi‑

ciency of comair’s proposal to ibt.

next, the bankruptcy court ruled that comair’s proposal to 

ibt failed to pass muster under section 1113’s “fair and equi‑

table” requirement because comair’s nonnegotiable demand 

called for flight attendants, who were already near the bottom 

level of compensation among comair employees, to contrib‑

ute twice their pro rata share of the cost cuts, while pilots 

and mechanics were asked for less than their proportion‑

ate shares.  given all of the foregoing, the bankruptcy court 

explained, ibt’s refusal to accept comair’s proposal was not 

without good cause.
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Finally, the court inquired whether “the balance of the equi‑

ties clearly favors rejection” of the flight attendants’ col‑

lective bargaining agreement.  the court acknowledged 

that comair’s flight attendants’ salary and per diem rates 

are substantially higher than the rates of flight attendants 

employed by other u.s. regional carriers and that comair 

had made a “persuasive showing” that narrowing the gap 

between its own labor costs and the labor costs of its 

competitors would play an important role in comair’s ulti‑

mate success or failure as a reorganized entity.  even so, 

the bankruptcy court emphasized, based upon the other 

deficiencies in comair’s proposal, the balance of the equi‑

ties does not clearly favor rejection.  the court accordingly 

denied comair’s motion to reject its collective bargaining 

agreement with the flight attendants, without prejudice to its 

renewal after further negotiations.

OUTLOOK

the quandary faced by comair and its employees is emblem‑

atic of the grim reality that all carriers have been forced to 

confront in their ongoing efforts to regain profitability.  there 

have been 162 airline bankruptcy filings since the govern‑

ment deregulated commercial aviation in 1978.  collectively, 

the industry has lost nearly $28 billion since 2001 and is 

projected to lose another $3 billion in 2006.  the bleeding 

continues despite $7.4 billion in financial assistance from 

the federal government and $1.6 billion in loan guarantees 

to help commercial airlines recover from the effects of the 

terrorist attacks of september 11, 2001.  only low‑cost carrier 

southwest airlines has been consistently profitable over the 

past few years, thanks in part to its ability to hedge fuel con‑

tracts successfully.

airlines intent upon cost cutting cannot help taking a hard 

look at labor costs—wages and related benefits are one of 

the few line items over which they have any direct control.  in 

most cases, this means that the carriers will need to rene‑

gotiate the terms of their collective bargaining agreements 

with unionized employees, either outside of bankruptcy or in 

chapter 11.  as indicated by comair, carriers faced with an 

impasse in effectuating “necessary” reductions will seek relief 

under chapter 11 and section 1113.

Delta air lines sought to reject the collective bargaining 

agreement with its pilots in 2005.  ual corporation also tried 

to reject labor agreements with its unionized pilots and flight 

attendants but withdrew both motions after reaching a settle‑

ment with pilots concerning modification of the agreement 

to allow ual to terminate the pilots’ pension plan, and after 

reaching a settlement with the pension benefit guaranty 

corporation (“pbgc”) regarding the latter’s consideration 

of a possible distressed termination of the flight attendants’ 

defined benefit pension plan (which ultimately occurred).  

the bankruptcy court overseeing northwest airlines’ chap‑

ter 11 case granted the carrier’s request to reject a collective 

bargaining agreement with its flight attendants on June 29, 

2006, but stayed implementation of the order for two weeks 

to allow the parties to continue negotiating a voluntary com‑

promise, failing which cuts proposed by northwest to the 

professional Flight attendants association at the beginning of 

march 2006 will take effect.

comair is not the only airline debtor whose efforts to reject 

a labor agreement have failed to pass muster under section 

1113, at least on the first attempt.  a minnesota bankruptcy 

court recently denied regional carrier mesaba aviation’s 

motion to reject collective bargaining agreements with its 

unionized pilots, mechanics, and flight attendants, based 

upon the court’s findings that the debtor refused to pro‑

vide adequate information to the unions’ bargaining repre‑

sentatives, even though the court concluded that the cost 

reductions proposed by the debtor were necessary to its 

reorganization.

the bad news for employees in these developments is that 

some degree of wage and cost cuts is unavoidable if the 

airlines are to keep flying.  in fact, stonewalled once again 

by the unions after revising their cost‑reduction proposals, 

both comair and mesaba aviation went back to the bank‑

ruptcy court seeking authority to reject their bargaining 

agreements under section 1113.  both were successful on 

the second attempt.

much more is at stake for the carriers, their employees, and 

u.s. taxpayers than the airline wage scale.  the driving moti‑

vation in many cases for rejecting a collective bargaining 



16

agreement concerns not only wages, but pension benefits 

that are incorporated into the contracts.  by rejecting a bar‑

gaining agreement under section 1113, an airline can proceed 

to disavow its underfunded pension liability by effectuating a 

distressed termination of its pension plans.

airlines intent upon cost cutting cannot help tak‑

ing a hard look at labor costs—wages and related 

benefits are one of the few line items over which 

they have any direct control.  in most cases, this 

means that the carriers will need to renegotiate the 

terms of their collective bargaining agreements with 

unionized employees, either outside of bankruptcy 

or in chapter 11.

When an airline or any other company terminates its pen‑

sion plans, the pbgc gets stuck with the pension obliga‑

tions.  since 1991, the government insurer has assumed nearly 

$12 billion in airline pension obligations.  With an aggregate 

deficit of nearly $23 billion as of the end of 2005, the pbgc 

needs help, and congress is scrambling to put together yet 

another aid package that will leave corporations that are 

forced to pay even higher premiums fuming and taxpay‑

ers wondering when they will be compelled to burden the 

shortfall and to what extent.  led by lobbyists for Delta and 

northwest, airlines have been pressuring lawmakers to pass 

legislation that would allow carriers 17 years to fund their 

pension obligations fully, rather than the seven‑year funding 

period that would apply to other employers with underfunded 

pension liabilities under existing proposals.  given the course 

of negotiations, it is uncertain whether congress will reach a 

compromise before its august recess on any pension relief, 

let alone special protections for u.s. air carriers.

comair also illustrates the challenges faced by bankruptcy 

courts called upon to apply the standards set forth in section 

1113.  section 1113 provides the court with a high level of dis‑

cretion in making several subjective determinations.  these 

include deciding what changes are “necessary” to a reorga‑

nization, assessing whether the debtor has conferred with 

union representatives in “good faith,” deciding whether a pro‑

posal has been rejected “without good cause,” and ensuring 

that the “balance of the equities clearly favors rejection” of 

a labor agreement.  making these determinations demands 

an exhaustive factual inquiry into not only the course of deal‑

ings between the debtor and union representatives, but also 

the debtor’s financial condition and proposed restructuring 

plan—an inquiry that bankruptcy courts are ordinarily called 

upon to perform in connection with plan confirmation pro‑

ceedings at the final stages of a chapter 11 case.

bankruptcy reforms enacted in 2005 did nothing to ease the 

substantial burden borne by bankruptcy courts in applying 

section 1113.  moreover, a bill introduced in april of 2006—the 

Fairness and accountability in Reorganization act of 2006—

would add an additional layer of inquiry to section 1113 by 

requiring that, in considering a proposal made to an autho‑

rized representative of employees covered by a collective 

bargaining agreement, the court must take into account the 

ongoing impact on the debtor of its relationships with debtor 

and nondebtor affiliates, domestic or otherwise.

________________________________
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creDitor DisenfranchiseD after failing to 
seeK temporary allowance of its claim
kelly m. neff and mark g. Douglas

the ability of a creditor whose claim is “impaired” under a 

chapter 11 plan to vote in favor of or against the plan is one 

of the most important rights conferred on creditors under 

the bankruptcy code.  the voting process is an indispens‑

able aspect of safeguards built into the statute, designed to 

ensure that any plan ultimately confirmed by the bankruptcy 

court over the objection of a class of creditors meets certain 

minimum standards of fairness and does not discriminate 

unfairly between or among similarly situated creditors.  even 

so, a creditor’s right to vote its claim is not absolute and it can 

be forfeited.  as demonstrated by a ruling recently handed 

down by the Fourth circuit court of appeals, if an objection is 

filed to a creditor’s claim, the creditor will not be permitted to 

vote unless it takes the affirmative step of obtaining an order 

of the bankruptcy court either resolving the objection or tem‑

porarily allowing its claim for voting purposes.  in Jacksonville 

airport, inc. v. michkeldel, inc., the Fourth circuit held that nei‑

ther the Rooker‑Feldman doctrine nor local bankruptcy court 

rules excuse a creditor’s failure to obtain an order at least 

temporarily allowing its claim so that it can vote on a plan.

CLAIMS OBJeCTION, eSTIMATION, AND TeMPORARY 

ALLOwANCe PROCeDUReS

the allowance of claims in a bankruptcy case is governed by 

section 502 of the bankruptcy code.  section 502(a) provides 

that a filed proof of claim is deemed allowed unless a party‑

in‑interest objects.  if an objection to a claim is filed, section 

502(b) directs the bankruptcy court to determine the allowed 

amount of the claim after notice and a hearing in accordance 

with certain restrictions and limitations specified in the stat‑

ute (e.g., disallowing claims for unmatured interest and cap‑

ping landlord claims for future rent).

section 502(c) of the bankruptcy code mandates the esti‑

mation of almost any contingent or unliquidated claim where 

failure to do so “would unduly delay the administration of the 

case.”  thus, for example, if litigation is pending against the 

debtor when it files for bankruptcy, but has not yet gone to 

trial, the bankruptcy court can estimate the debtor’s liability 

to the plaintiffs in lieu of modifying the automatic stay to 

allow the action to proceed until judgment, if doing so would 

unduly delay the bankruptcy case.

the bankruptcy code does not specify the method or pro‑

cedure for estimating a claim.  Rather, bankruptcy courts 

employ whatever method is best suited to the circumstances, 

so long as it comports with the legal rules that govern a 

claim’s ultimate value (e.g., contract law).  estimation of a 

claim can be accomplished by means of arbitration, media‑

tion, a full‑blown trial, or any other procedure that the court 

deems appropriate under the circumstances.  once a claim 

has been estimated, the claim becomes an allowed claim in 

the amount estimated on a par with all other claims of equal 

priority.  much is at stake in an estimation hearing.  upon con‑

firmation of a chapter 11 plan, the estimated amount will, as a 

practical matter, act as a cap on the maximum amount of the 

debtor’s obligation.

procedural rules accompanying the bankruptcy code provide 

for the temporary estimation of a claim.  under Rule 3018(a) 

of the Federal Rules of bankruptcy procedure, a bankruptcy 

court “may temporarily allow [a] claim or interest in an amount 

which the court deems proper for the purpose of accepting 

or rejecting a plan.”  temporary allowance of a claim for the 

limited purpose of voting on a plan is appropriate because 

creditors whose claims are disputed would otherwise be 

completely disenfranchised in chapter 11 cases where the 

claims resolution process cannot be completed prior to vot‑

ing.  only holders of allowed claims are permitted to vote on 

a chapter 11 plan.  a creditor’s claim must also be part of an 

“impaired” class (i.e., the claim is not being paid in full or the 

plan otherwise alters the creditor’s legal rights).  creditors 

whose claims are unimpaired are deemed to vote in favor of 

a plan.  temporary allowance ensures that creditors assert‑

ing disputed claims will have an impact on the plan confirma‑

tion process that is commensurate with the court’s estimate 

of the value of their claims, if any.  as with estimation under 

section 502(c), there is no established procedure governing 

the temporary allowance of a claim under Rule 3018(a).  a 

creditor’s failure to comply with the bankruptcy code’s tem‑

porary allowance requirements was the subject of the Fourth 

circuit’s ruling in Jacksonville airport.
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JACKSONVILLe AIRPORT

before filing for chapter 11 protection in 2002 in maryland, 

michkeldel, inc., was involved in litigation against Jacksonville 

airport, inc. (“Jai”), in Florida state court.  the bankruptcy 

court granted Jai’s motion for relief from the automatic stay 

to allow the Florida litigation to proceed to a final judgment 

and to permit appeal of that judgment.  Jai prevailed in the 

trial court and filed an unsecured claim in michkeldel’s bank‑

ruptcy case based upon the judgment.  michkeldel objected 

to the claim, contending that it should not be allowed 

because michkeldel intended to appeal the underlying judg‑

ment.  Jai did not file a response to the claim objection.

Jacksonville airport is emblematic of what can 

happen when a creditor fails to exercise due vigi‑

lance in protecting its rights by complying with the 

bankruptcy code’s procedural requirements gov‑

erning the claims resolution process.

as the holder of the largest unsecured claim against 

michkeldel, Jai voted to reject michkeldel’s plan of reorga‑

nization.  at the confirmation hearing (two days after expira‑

tion of the voting deadline), Jai learned that its vote had not 

been counted.  according to michkeldel, Jai was not entitled 

to vote because michkeldel objected to Jai’s claim.

Jai petitioned the bankruptcy court to allow its vote, but the 

court ruled that Jai’s request was untimely because the vot‑

ing deadline had passed.  the court confirmed michkeldel’s 

chapter 11 plan, ruling in the confirmation order that it could 

not consider Jai’s claim as an allowed claim because 

Jai failed to respond to michkeldel’s claim objection.  Jai 

appealed the decision to the district court, which affirmed.

Jai fared no better before the Fourth circuit.  the court of 

appeals began its analysis by observing that section 1126(a) 

of the bankruptcy code permits only the holder of a “claim or 

interest allowed under section 502” to vote to accept or reject 

a plan.  explaining that section 502(a) of the bankruptcy code 

provides that a claim or interest is deemed allowed, unless a 

party‑in‑interest objects, the Fourth circuit emphasized that 

“[t]hese provisions allow only holders of claims to which no 

party has objected to vote on chapter 11 plans.”

the court stated that Jai’s claim was not allowed under sec‑

tion 502 of the bankruptcy code because it was undisputed 

that michkeldel filed an objection to the claim.  therefore, it 

was proper for the bankruptcy court and district court to con‑

clude that Jai was precluded from voting on the plan.

Jai offered several reasons as to why its vote should have 

been counted.  First, Jai contended that michkeldel’s objec‑

tion to its claim was without merit because it was premised 

upon a potential appeal of the Florida state court judgment.  

according to Jai, the bankruptcy court would have to exam‑

ine the merits of the state court judgment to rule upon the 

objection—an examination barred by the Rooker‑Feldman 

doctrine.  the Rooker‑Feldman doctrine provides that a fed‑

eral court (other than the supreme court) lacks jurisdiction 

to adjudicate a dispute that would require it to review a state 

court judgment.  application of the doctrine, Jai insisted, 

should invalidate michkeldel’s objection, such that Jai should 

be deemed to have an allowed claim for voting purposes.

the Fourth circuit rejected this argument.  acknowledging 

that Jai might ultimately prevail on the merits of the claim 

dispute by operation of a Rooker‑Feldman defense, the court 

of appeals ruled that Jai could not circumvent the plain 

meaning of section 502(a).  section 502(a), the Fourth circuit 

observed, is not limited to valid claims objections.  Rather, 

so long as a party‑in‑interest objects to a claim, “regard‑

less of the objection’s validity or merit,” the claim cannot be 

deemed an allowed claim.  Jai, the court emphasized, could 

and should have filed a motion to temporarily allow its claim 

for voting purposes under bankruptcy Rule 3018.  moreover, 

it explained, the facts indicated that the bankruptcy court 

could have fully adjudicated any opposition filed by Jai on 

the merits prior to the voting deadline, thereby making tem‑

porary allowance unnecessary.  because Jai failed to do 
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anything before expiration of the plan’s voting deadline, the 

Fourth circuit ruled that Jai’s vote could not be counted.

Jai also argued that its reliance on a local procedural rule 

excused it from opposing michkeldel’s objection.  the rule 

in question dispensed with any requirement to file a written 

response to a claim objection if the claimant wished to rely 

solely upon the proof of claim.  the court of appeals rejected 

this argument, stating that although the local rule may have 

excused Jai from offering papers in opposition, the rule 

could not grant a claimant the right to vote on a plan where 

the bankruptcy code expressly provides to the contrary.  the 

Fourth circuit affirmed the decisions below.

ANALYSIS

Jacksonville airport is emblematic of what can happen when 

a creditor fails to exercise due vigilance in protecting its 

rights by complying with the bankruptcy code’s procedural 

requirements governing the claims resolution process.  the 

penalty in this case was severe—the creditor having not 

only the largest unsecured claim against the debtor but also 

potentially the means to block confirmation of its chapter 11 

plan was stripped of its vote and, because the bankruptcy 

court found that the plan otherwise met the requirements 

for confirmation, the creditor was forced to accept whatever 

treatment of its claims (and the claims of other similarly situ‑

ated unsecured creditors) was provided under the debtor’s 

confirmed plan of reorganization.

Largest Public Company Bankruptcy Filings in 2006

Company Filing Date Assets

Dana corporation 3/3/2006 $9,047,000,000
pliant corporation 1/3/2006 $777,092,000
oca inc. 3/14/2006 $660,303,000
silicon graphics, inc. 5/8/2006 $452,145,000
integrated electrical services, inc. 2/14/2006 $416,372,000
J.l. French automotive castings, inc. 2/10/2006 $366,681,000
oneida ltd. 3/19/2006 $328,812,000
curative Health services, inc. 3/27/2006 $283,784,000
g+g Retail, inc. 1/25/2006 $202,868,000
Werner Holding co. (De), inc. 6/12/2006 $201,042,000
easy gardener products, ltd. 4/19/2006 $119,485,000
World Health alternatives, inc. 2/20/2006 $100,595,422
Riverstone networks, inc. 2/7/2006 $98,341,134
seracare life sciences, inc. 3/22/2006 $89,128,046
onetravel Holdings, inc. 7/7/2006 $84,294,008
america capital corporation 6/19/2006 $52,005,000
verilink corporation 4/9/2006 $42,328,000
airnet communications corporation 5/22/2006 $23,733,053
trans‑industries, inc. 4/3/2006 $15,729,000
large scale biology corporation 1/9/2006 $12,795,000
Weida communications, inc. 3/29/2006 $10,299,708
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We can only speculate concerning the ramifications of Jai’s 

disenfranchisement as it pertains to the ultimate recovery on 

its claims—the Fourth circuit’s ruling does not describe the 

terms of the debtor’s plan of reorganization.  if nothing more, 

its inability to vote very likely deprived Jai of crucial bargain‑

ing power, and the debtor effectively denied Jai any mean‑

ingful say concerning the outcome of the chapter 11 case 

simply by interposing a possibly meritless objection to Jai’s 

claim.  this is precisely what temporary allowance under Rule 

3018(a) was designed to prevent.  Having failed to protect its 

rights by seeking temporary allowance for voting purposes, 

the strong likelihood that Jai would have prevailed on the 

underlying merits was of no consequence whatsoever.

Jai never obtained a stay of the confirmation order pending 

its appeal of the bankruptcy court’s rulings in the confirma‑

tion order itself and in Jai’s subsequent motion to reconsider 

that order.  given the time that elapsed between confirmation 

and issuance of the Fourth circuit’s ruling, substantial con‑

summation of michkeldel’s chapter 11 plan almost certainly 

should have mooted any appeal.

________________________________

Jacksonville airport, inc. v. michkeldel, inc., 434 F.3d 729 (4th 

cir. 2006).


