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 First OpiniOns:  bankruptcy cOurts’ recent rulings 
On twenty Day claims 
Ryan t. Routh

as part of the 2005 revisions of the bankruptcy code, congress greatly enhanced 

the priority of claims asserted by suppliers of goods to debtors in the 20-day period 

immediately prior to a debtor’s bankruptcy filing by enacting new section 503(b)(9).  

this new provision raises several interesting issues, some of which were addressed 

by two recent cases examining the question of when such claims are to be paid.

The Language of SecTion 503(b)(9)

section 503(b)(9) of the bankruptcy code provides an administrative priority for 

claims — so-called twenty Day claims — for goods received by a debtor in the 20-

day period immediately proceeding the debtor’s bankruptcy filing.  specifically, this 

new provision provides:

after notice and a hearing, there shall be allowed administrative expenses 

. . . including . . . the value of any goods received by the debtor within 20 

days before the date of commencement of a case under this title in which 

the goods have been sold to the debtor in the ordinary course of such 

debtor’s business.

a simple reading of this section presents several questions:

 1 first opinions:  Bankruptcy courts’ Recent 
Rulings on Twenty Day claims

 the first two published decisions construing 
new bankruptcy code section 503(b)(9) indi-
cate that many questions remain unanswered 
concerning the payment of claims entitled to 
the new administrative priority.

 4 Disenfranchising creditors in chapter 11: 
in Search of the Meaning of “Bad faith” under 
Section 1126(e)

 the bankruptcy court overseeing the chapter 11 
cases of adelphia communications corp. and 
its affiliates refused to designate the votes of 
creditors whose conduct in seeking to benefit 
their economic interests was overly aggressive, 
but did not justify the “draconian” remedy of 
disenfranchisement.
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 9 choice of Bankruptcy Venue:  Sound Strategy 
or forum Shopping?

 Recent developments suggest that bankruptcy 
courts may be casting a more critical eye on a 
chapter 11 debtor’s chosen venue, particularly if 
the nexus between the venue and the debtor’s 
business, assets, and creditors is no more than 
tenuous.

12 Ponzi Scheme Transfers by hedge fund to 
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 a new york bankruptcy court ordered bear 
stearns to pay nearly $160 million that it 
received from a fraudulent hedge fund in the 
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Voting Requirements: is Bankruptcy a Potential 
Solution?

 the Delaware chancery court ruled that the 
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of the company’s principal asset without a 
shareholder vote was both inequitable and in 
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What are “goods”?  the term is not defined in the statute.  

one likely source of a definition is the uniform commercial 

code, which includes a very broad definition of “goods” that 

has been utilized by bankruptcy courts in other contexts. 

How is the “value of goods” determined?  the agreed-upon 

purchase price might be considered strong or even conclu-

sive evidence of the value of the goods, but arguably should 

simply create an evidentiary presumption that a debtor might 

seek to rebut.

How is it determined when goods are “received”?  arguably, 

when delivery occurs should be determined under state law, 

but the statute offers no guidance, and creditors or debtors 

might argue that actual possession is necessary under the 

statute.

How is the “ordinary course” of the debtor’s business deter-

mined?  it likely will be determined by reference to exist-

ing bankruptcy case law interpreting the phrase “ordinary 

course” in other contexts, but there are reasonable argu-

ments that such interpretations are not well suited for use in 

the context of section 503(b)(9) due to the different purpose 

of this provision.

While one can argue that these questions should be 

answered in the manner suggested above, even the most 

basic questions that arise from a simple reading of the pro-

vision have not been definitively answered, making it clear 

that congress left open a number of issues in enacting this 

provision.

how iS a TwenTy Day cLaiM aSSeRTeD?

in addition to the above issues that are apparent after 

reviewing the face of section 503(b)(9), other issues lurk 

below its surface.  in fact, one important practical issue 

is how a claimant is to procedurally assert its twenty Day 

claim.  in this regard, neither the statute nor case law pro-

vides a clear answer.

on the one hand, administrative claims (if not paid in the ordi-

nary course) are asserted through the filing with the bank-

ruptcy court of a request for allowance and payment on the 

main docket of the bankruptcy case and request the court’s 

attention to grant affirmative relief.  on the other hand, pre-

petition claims are normally asserted through the proof-of-

claim process and not on the main docket.  proofs of claim 

do not demand the immediate attention of the court but are 

deemed valid unless a party-in-interest objects.  twenty Day 

claims, however, are both administrative claims and pre-

petition claims.  accordingly, the process under which they 

are to be asserted is simply not clear.

From a legal perspective, twenty Day claims arguably should 

be filed as part of the proof-of-claim process because such 

claims — like other types of priority pre-petition claims 

— are subject to Federal Rules of bankruptcy procedure 

that govern the assertion of pre-petition claims and objec-

tions thereto.  practical considerations strongly support the 

same result.  From a simple administrative standpoint, no 

debtor in a medium-sized or large chapter 11 case — and no 

bankruptcy court — will want hundreds of requests for pay-

ment flooding the main bankruptcy docket and demanding 

the court’s and the debtor’s time in the midst of other key 

restructuring activities.  the proof-of-claim process is more 

easily administered by the debtor and more efficient for the 

court.  moreover, proofs of claim can be filed by the claim-

ant itself and need not be filed by an outside attorney, which 

typically would be required in filing a request for payment of 

administrative expense on the docket.

Whatever the rule, creditors should keep a sharp eye on any 

procedural requirements adopted in their particular case 

and, where unclear, seek clarification to ensure that they do 

not inadvertently waive their rights to this new and valuable 

priority.

when iS a TwenTy Day cLaiM To Be PaiD?

another important issue that is left open by the provision is 

when a twenty Day claim is to be paid.  the only applicable 

statutory requirement is that twenty Day claims, like other 

administrative claims, must be paid by the effective date of 

the debtor’s chapter 11 plan.  prior to the enactment of new 

section 503(b)(9), administrative claim jurisprudence left 

questions of timing of payment of administrative claims to 

the discretion of the bankruptcy court.  this statutory flexibil-

ity resulted in a variety of decisions, with some courts order-

ing that payment of certain kinds of administrative claims 
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such claims arise from ordinary-course transactions with the 

post-petition debtor-in-possession and thus may be payable 

under section 363(c) of the bankruptcy code.  by contrast, 

the court explained, twenty Day claims do not arise from 

transactions with the debtor-in-possession but instead arise 

from transactions with the pre-petition debtor, making section 

363(c) completely inapplicable.  Finally, the court noted that, 

in other provisions of the bankruptcy code, congress made 

it clear when claims were to be paid as a matter of law, and 

concluded that “had congress intended to provide §503(b)(9) 

claimants with some type of enhanced right to payment after 

allowance of the expense, i am convinced that it would have 

made its intent express in the statute.”

While the reasoning of the court suggested that it would 

not be inclined to order immediate payment of twenty Day 

claims, the court ultimately held that it was within its discre-

tion to order such claims paid, and the court scheduled an 

evidentiary hearing on that question.  the creditor, however, 

realizing that it was unlikely to prevail, withdrew the motion 

prior to hearing.

Global Home Products

in Global Home Products, shortly after the debtor’s bank-

ruptcy filing, a supplier to the debtor filed a motion seeking 

immediate allowance and payment of its twenty Day claim.  

unlike in Bookbinders, however, the debtor did not argue 

that all twenty Day claims should be paid at the end of the 

case as a matter of law, and the creditor did not argue that 

all such claims should be paid immediately as a matter of 

law.  instead, both the debtor and the creditor agreed that 

the normal standards applicable to payment of post-petition 

administrative claims would apply.

the court then applied the extant standard tests for deter-

mining the timing of payment of administrative claims in the 

District of Delaware, including consideration of prejudice 

to the debtor and hardship to the claimant.  in this regard, 

the debtor produced evidence that it did not have sufficient 

cash to pay all of its twenty Day claims and that a court 

order requiring it to pay such claims could violate its post-

petition financing facility’s terms and would cause its reor-

ganization efforts to collapse.  because the creditor could 

be delayed until the end of a chapter 11 case, while others 

ordered payment of other kinds of administrative claims at 

earlier points in time.  Whether this case law continues to 

apply to twenty Day claims is an open issue.

While a seemingly minor revision to the bankruptcy 

code, the enactment of section 503(b)(9) has 

greatly shifted the dynamic between debtors and 

their suppliers in a number of interesting, untested, 

and unexpected ways.

instead of simply applying traditional tests to the question of 

when section 503(b)(9) claims should be paid, a bankruptcy 

court could rule in a number of ways, including by authorizing:  

(a) payment in the ordinary course at the start of the bank-

ruptcy case; (b) payment as soon as the claim is allowed; (c) 

payment at the end of the case, upon plan confirmation; or 

(d) payment at the discretion of the debtors.

this timing-of-payment issue is the subject of two recent 

decisions of bankruptcy courts located within the third 

circuit:  In re Bookbinders’ Restaurant, Inc. out of the eastern 

District of pennsylvania and In re Global Home Products, LLC 

out of the District of Delaware.

bookbinders

in Bookbinders, the debtor and various holders of twenty 

Day claims resolved such claims, which were liquidated and 

allowed in agreed-upon amounts.  one of the creditors there-

after asserted that it was entitled to immediate payment of 

its allowed twenty Day claim.  the court rejected the suppli-

er’s argument that twenty Day claims must be paid immedi-

ately as a matter of law but reserved the question of whether 

it would order the claim paid in an exercise of the court’s 

discretion.

in reaching this holding, the court relied on three primary 

facts.  First, it noted that nothing in the text of section 503(b) 

(including subsection (9)) requires immediate payment 

of such claims.  second, the court noted that the normal 

rationale for paying post-petition administrative claims is that 
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afford to wait for payment and was not itself in financial dis-

tress, the bankruptcy court ultimately concluded that the 

balance of equities favored the debtor.  thus, immediate 

payment was not required.

ultimately, the results in Bookbinders and Global Home 

Products are somewhat unsatisfying, as both courts applied 

(or ruled that they would apply) the traditional test for 

whether administrative claims should be paid and did not 

address the special nature of twenty Day claims or clearly 

articulate a rationale justifying application of the old tests 

in this new context.  that said, the fact that the court ruled 

in favor of the debtor in both cases suggests that, whatever 

the logic applied, creditors may have a difficult time obtain-

ing rulings from bankruptcy courts ordering immediate pay-

ment of such claims.

concLuSion

While a seemingly minor revision to the bankruptcy code, 

the enactment of section 503(b)(9) has greatly shifted the 

dynamic between debtors and their suppliers in a number of 

interesting, untested, and unexpected ways.  the decisions of 

the courts in Bookbinders and Global Home Products repre-

sent bankruptcy courts’ initial efforts at interpreting some of 

the many interesting facets of this new code section, which 

will likely be the subject of substantial litigation and dispute 

for years to come.

________________________________

In re Bookbinders’ Restaurant, Inc., 2006 Wl 3858020 (bankr. 

e.D. pa. Dec. 28, 2006).

In re Global Home Products, LLC, 2006 Wl 3791955 (bankr. D. 

Del. Dec. 21, 2006).

DisenFranchising creDitOrs in chapter 11: 
in search OF the meaning OF “baD Faith” 
unDer sectiOn 1126(e)
mark g. Douglas

the ability of a creditor whose claim is “impaired” to vote on 

a chapter 11 plan is one of the most important rights con-

ferred on creditors under the bankruptcy code.  the voting 

process is an indispensable aspect of safeguards built into 

the statute designed to ensure that any plan ultimately con-

firmed by the bankruptcy court meets with the approval of 

requisite majorities of a debtor’s creditors and shareholders 

and satisfies certain minimum standards of fairness.  under 

certain circumstances, however, a creditor can be stripped 

of its right to vote on a plan as a consequence of its con-

duct during the course of a chapter 11 case.  a ruling recently 

handed down by the bankruptcy court presiding over the 

bankruptcy cases of adelphia communications corporation 

and its affiliates carefully examines the concept of creditor 

disenfranchisement in chapter 11.  in In re Adelphia Comm. 

Corp., the court refused to disqualify under section 1126(e) of 

the bankruptcy code the votes of three separate groups of 

creditors that voted to support the debtors’ chapter 11 plan.  

“Designation,” or disqualification, of their votes was unwar-

ranted, the court held, because (i) the creditors’ alleged con-

duct in seeking to benefit their economic interests, though it 

may have been overly aggressive, did not justify the “draco-

nian” remedy of disenfranchisement; and (ii) the inherent con-

flict of interest arising from a creditor holding claims against 

multiple debtors, or claims against a single debtor in different 

classes, does not in and of itself represent an ulterior motive 

or “bad faith” warranting designation of a vote.

chaPTeR 11 PLan VoTing PRoceDuReS

the preferred culmination of the chapter 11 process is con-

firmation of a chapter 1 1 plan specifying how the claims 

and interests of all stakeholders in the bankruptcy case 

are to be treated going forward.  creditors, shareholders, 

and other stakeholders have a voice in the confirmation 

process through the bankruptcy code’s plan voting pro-

cedures.  holders of allowed claims and interests have the 

right to vote to accept or reject a chapter 11 plan.  claimants 
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on march 23, 2007, david G. Heiman (cleveland) was named president of the american college of bankruptcy, the premier 
u.s. organization for bankruptcy and restructuring professionals.

corinne ball (new York) sat on an “international Restructuring panel” discussing the “challenges of Restructuring in 
international environments” on February 16, 2007, at the third annual Wharton Restructuring conference in philadelphia.  
on march 2, 2007, she gave a presentation on “buying a Distressed or bankruptcy company” at the 22nd annual corporate 
mergers & acquisitions seminar jointly sponsored by the american law institute and the american bar association in san 
Francisco.  she sat on a panel discussing “Who should investigate? Who should sue?” on march 2�, 2007, at the 2007 
annual meeting of the american college of bankruptcy in Washington.

Gregory m. Gordon (dallas) and debra k. simpson (dallas) cowrote an article entitled “code limits incentives for top 
talent” that was published in the January/February 2007 edition of Executive Legal Adviser.

an article written by brad b. erens (chicago) and mark G. douglas (new York) entitled “stock trading injunctions in 
chapter 11: the poison pill alternative” appeared in the February 2007 edition of The Bankruptcy Strategist.

Volker kammel (Frankfurt) spoke on January 22, 2007, at the 2nd annual Forum on Distressed Debt & Restructurings 
sponsored by c5 in Frankfurt.  the subject of his presentation was “how to conduct a successful Due Diligence on 
Distressed assets.”

corinne ball (new York) chaired a panel discussion on march 15, 2007, entitled “hot issues affecting second lien Debt” 
at the annual spring meeting of the american bar association, business law section, in Washington.  her “Distressed 
mergers & acquisitions” column entitled “Delphi and pre-emptive takeovers in chapter 11” appeared in the February 22, 
2007, edition of the New York Law Journal.  the article was prepared with the assistance of sarah m. Friedman (new York) 
and Joshua P. Weisser (new York).

Gregory m. Gordon (dallas) recorded a podcast for Texas Lawyer on February 8, 2007, entitled “a loan or an investment?  
Recharacterizing Debt as equity.”  the podcast is available at no charge at www.texaslawyer.com.

an article written by david a. beck (columbus) and mark G. douglas (new York) entitled “transforming Debt to equity:  
Fourth circuit Rules that bankruptcy courts have the power to Recharacterize” appeared in the February 2007 edition of 
the ABF Journal.

an article written by mark G. douglas (new York) entitled “in search of the meaning of ‘utility’ ” was published in the 
February 23, 2007, edition of Bankruptcy Law 360.

newswOrthy

or equity interest holders whose claims or interests are not 

“impaired,”  however, are deemed conclusively to accept the 

plan, and stakeholders who receive nothing under a plan 

are deemed to reject it.  any holder of a claim or interest to 

which an objection has been filed does not have the right to 

vote the portion of the claim or interest objected to, unless 

it obtains an order temporarily allowing the claim for voting 

purposes pending resolution of the merits of the objection.   

most unliquidated or contingent claims may be estimated for 

purposes of voting on a plan.

voting rights can have a significant impact on the ultimate 

fate of a chapter 11 plan.  if a creditor holds a significant bloc 

of claims in a single class under a plan, it may be able to 

prevent confirmation of the plan, or force the plan proponent 

to comply with the bankruptcy code’s “cramdown” require-

ments to achieve confirmation.  creditors holding a blocking 

position or having sufficient influence to create one through 

deal making with other creditors commonly use the resulting 

leverage to maximize their recoveries under the plan, some-

times at the expense of creditors who lack the same negoti-

ating power.  in some cases, the accumulation of claims and 
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voting power can even be an effective means to gain control 

of a company in chapter 11.

DiSquaLificaTion of VoTeS

the drafters of the bankruptcy code recognized that the 

chapter 1 1 voting process can sometimes be abused by 

the unscrupulous.  section 1126(e) of the bankruptcy code 

provides:

on request of a party in interest, and after notice and 

a hearing, the court may designate any entity whose 

acceptance or rejection of such plan was not in good 

faith, or was not solicited or procured in good faith or 

in accordance with the provisions of this title.

“Designation” of a vote means that the vote is disqualified 

or disallowed.  section 1126(e) expands the disqualifica-

tion procedures that existed under chapter X of the former 

bankruptcy act.  previously, a bankruptcy court was autho-

rized to disqualify claims or stock for the purpose of deter-

mining the requisite majorities for acceptance of a plan if the 

holders of those claims or interests did not accept or reject 

the plan in good faith.  the provision’s purpose was to prevent 

speculators who had acquired claims or stock at depressed 

prices from exercising unfair veto power over the debtor’s 

reorganization, and to keep creditors and stockholders from 

securing advantages by refusing to vote in favor of a plan 

unless they received preferential treatment.

section 1126(e) is broader than its predecessor under the 

bankruptcy act — it authorizes the court to disallow votes 

that are not cast, procured, or solicited in good faith, or in 

accordance with the provisions of the bankruptcy code.  

the bankruptcy court has broad discretion in determining 

whether to “designate” a vote.  the statute does not explain 

what kind of conduct amounts to bad faith, which is neces-

sarily a flexible concept that has been left to the courts to 

define, based upon the facts and circumstances of each indi-

vidual case.  instances of bad faith identified by the courts 

can be grouped into three general categories:

(i) use of obstructive tactics or hold-up techniques by 

a creditor to extract better treatment for its claim 

than that given to the claims of similarly situated 

creditors in the same class;

(ii) casting a vote for the ulterior purpose of securing 

some advantage to which the creditor would not 

otherwise be entitled; and

(iii) casting a vote motivated by something other than 

protection of a creditor’s own self-interest. 

votes, for example, have been deemed to be tainted if 

designed to assume control of the debtor, put the debtor 

out of business or otherwise gain a competitive advantage, 

destroy the debtor out of pure malice, or obtain benefits 

available under a private side agreement with a third party 

that depends on the debtor’s inability to reorganize.  these 

factors have been identified by some courts as “badges of 

bad faith.”  standing alone, a creditor’s “selfish motive” for 

casting its vote is not a basis for disqualification under sec-

tion 1126(e).  given the practical ramifications of barring an 

impaired creditor from exercising such a fundamental enti-

tlement, most courts consider designation to be the “excep-

tion rather than the rule” or even a “drastic remedy.”  as 

such, the party seeking designation of a vote bears a heavy 

burden of proof.

the analysis becomes more complicated in large chap-

ter 11 cases involving affiliated debtors.  the existence of 

intercompany debts, an extensive body of creditors assert-

ing multiple claims of varying priorities against one debtor or 

claims against more than one debtor based upon intercom-

pany guarantees, and intercreditor or subordination agree-

ments makes determining a creditor’s motives in voting no 

simple matter.

lawmakers attempted to address the potential problems 

arising from one of these eventualities — a creditor hold-

ing claims against the same debtor classified in compet-

ing classes — when enacting the bankruptcy code in 

1978.  the house version of the bill that later became the 

bankruptcy code originally contained a provision that would 

have expressly authorized the court to designate the vote of 

an “entity that has, with respect to such class, a conflict of 

interest that is of such a nature as would justify exclusion of 

such entity’s claim or interest” from the computation involved 

in determining whether a class has accepted or rejected a 

chapter 11 plan.  the provision, however, did not appear in 
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or groups, was accentuated by rancorous disputes between 

certain groups of major creditors.  the antagonists involved 

were predominantly investors in distressed debt, many of 

whom held claims in more than one of the numerous classes 

of unsecured claims treated under adelphia’s chapter 11 plan.

among them was a group consisting of certain holders of 

adelphia’s senior notes (the “acc bondholders group”).  the 

acc bondholders group objected to confirmation of the 

plan and appealed the confirmation order.  it also sought a 

court order designating the votes cast in favor of the plan 

by three separate groups of creditors who held both senior 

notes and notes issued by an indirect subsidiary of adelphia, 

arahova communications corp. (collectively referred to as 

the “targeted creditors”).

a central feature of adelphia’s chapter 11 plan is a settle-

ment of intercompany disputes.  the settling parties include 

adelphia’s creditors’ committee, several unofficial committees 

comprised of adelphia and arahova creditors, the targeted 

creditors, and various individual creditors.  as part of the 

settlement, the plan contains releases, exculpation, and fee 

reimbursements for committee members and individual cred-

itors, including senior noteholders, who signed on to the set-

tlement and agreed to support the plan.  these benefits are 

denied to creditors who chose not to support the settlement 

and the plan.  the targeted creditors voted all of their claims 

in support of the plan.  the acc bondholders group vehe-

mently opposed both the plan and the underlying settlement.

according to the acc bondholders group, the targeted 

creditors filed numerous motions during the chapter 11 case 

seeking to thwart judicial determination of interdebtor issues 

as part of a “scorched earth litigation strategy” that, if success-

ful, would have been devastating to creditor recoveries, in an 

effort to extract a greater distribution under adelphia’s plan.  

the targeted creditors, the acc bondholders group alleged, 

also engaged in tactics, such as thinly veiled threats of litiga-

tion and onerous discovery requests, designed to strong-arm 

dissenting creditors into accepting the settlement and voting 

in favor of the plan.  taken as a whole, the acc bondholders 

group maintained, this conduct warranted designation of the 

targeted creditors’ votes under section 1126(e).

the senate version of the draft legislation and never made 

its way into the statute.  at the time, a leading sponsor of the 

legislation, senator Dennis Deconcini, expressed the view 

that congress deemed the provision unnecessary because 

a bankruptcy court’s broad equitable powers under section 

105(a) of the bankruptcy code give the court the power to 

disqualify a creditor from voting its claims on the basis of 

conflict of interest.

the message borne by Adelphia is that most kinds 

of overreaching or overly aggressive creditor con-

duct designed to extract greater value, concessions, 

or benefits under a plan may be objectionable but 

are not sanctionable under section 1126(e).

a challenge to the bona fides of creditor votes in favor of a 

plan based upon conduct amounting to overreaching and con-

flicts of interest confronted the bankruptcy court in Adelphia.

adelPHia communications

adelphia communications corporation, once the nation’s 

fifth-largest cable services company, with 5.7 million sub-

scribers in more than 31 states, filed for chapter 11 protec-

tion in June of 2002.  on July 31, 2006, the bankruptcy court 

approved the sale of the bulk of adelphia’s assets to time 

Warner ny cable and comcast corporation for $17.6 billion.  

the court confirmed a joint chapter 11 plan for adelphia and 

its affiliated debtors on January 5, 2007, that distributes the 

companies’ remaining $15 billion in assets.  the confirmation 

order, however, was stayed on January 2�, 2007, pending the 

resolution of an appeal to the district court, which initially 

required the appellants to post a $1.3 billion bond as a pre-

requisite to the issuance of a stay.  by order dated February 

12, 2007, the district court vacated its stay of the order con-

firming adelphia’s plan.  the plan became effective on the 

following day.

the fitful progress of adelphia’s chapter 1 1 cases, which 

involved more than 230 subsidiaries, multiple tranches of 

secured and unsecured debt, a host of complicated intercom-

pany relationships, and multiple ad hoc creditors’ committees 
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The BankRuPTcy couRT’S RuLing

the bankruptcy court denied the motion.  in prefacing its 

discussion, the court explained that “[t]he ability to vote on 

a reorganization plan is one of the most sacred entitlements 

that a creditor has in a chapter 11 case.”  this right should 

not be denied, the court emphasized, “except for highly egre-

gious conduct.”

addressing allegations by the acc bondholders group that 

the targeted creditors had obtained special consideration 

under the plan in the form of releases, exculpation, and 

fee reimbursement, the court held that although such mat-

ters might support an objection to confirmation, they “are 

not matters of the type that warrant disqualification of the 

targeted creditors’ votes.”  even accepting as true the allega-

tions that the targeted creditors were overly aggressive and 

overreaching in acting to benefit their economic interests in 

securing confirmation, the court explained, complaints con-

cerning their conduct are properly addressed as part of the 

plan confirmation process.  according to the court, whether 

or not the provisions in the plan favorable to the targeted 

creditors would pass muster under the bankruptcy code’s 

confirmation requirements, they are “all variants of measures 

to advance one’s interests in maximizing recoveries under a 

reorganization plan, which have consistently been held to be 

acceptable exercises of creditor power.”

next, the court turned to the allegations that the targeted 

creditors’ votes in favor of the plan were driven by an ulte-

rior motive — namely, the desire to maximize their recovery in 

another class, of another debtor (arahova), under adelphia’s 

joint chapter 11 plan.  none of the conduct alleged to have 

been engaged in by the targeted creditors, the bankruptcy 

court reasoned, falls within the broad categories of action-

able abuse that has led courts in the past to designate 

votes.  objectionable motives under section 1 126(e), the 

court emphasized, have not historically included the motive 

“to maximize an economic recovery, or to hedge, by owning 

bonds of multiple debtors in a single multi-debtor chapter 11 

case, or . . .  to hold bonds in different, antagonistic, classes 

of a particular debtor in a single chapter 11 case.”

inherent conflicts of interest between creditor classes, the 

court explained, exist in most chapter 1 1 cases, whether 

within a single debtor or across multiple debtors, compet-

ing for maximized shares of a limited pot of assets.  even so, 

the court concluded, holding or acquiring claims of different 

debtors in the same chapter 11 case is not the sort of ulte-

rior motive or “bad faith” that has previously been held to jus-

tify vote designation.  it accordingly ruled that “a creditor’s 

ownership of claims in several debtor entities does not, by 

itself, amount to bad faith under section 1126(e), and does not 

afford a sufficient basis on which to qualify votes of creditors 

who have voted to accept the plan.”

two additional considerations, the court emphasized, sug-

gest that this approach is the correct one.  First, the court 

explained, “the law has long upheld creditors’ efforts to maxi-

mize their individual recoveries in their self interest as creditors 

under a plan.”  although subject to the “ulterior interest excep-

tion,” ordinary recovery-maximization strategies cannot be said 

to exclude holding long positions in bonds of various debtors.

Finally, the bankruptcy court examined the “conflict of inter-

est” subsection that was ultimately excluded from section 

1126 as originally enacted in 1978.  congress’s decision to omit 

the clause and the “marked reluctance” of courts to interpret 

section 105(a) expansively to give courts powers that are not 

expressly delineated elsewhere in the bankruptcy code led 

the bankruptcy court to resolve that disqualifying votes under 

the circumstances before it “would be too much of a jump.”

ouTLook

under the Adelphia court’s formulation of the “bad faith” 

standard in section 1126(e), a wide range of creditor con-

duct would appear to be permissible, as long as it serves 

the goal of maximizing recovery and/or can be remedied 

through less “draconian” means than disenfranchising the 

offending creditor.  Whether or not this approach is the right 

one, the message it conveys is likely to make the chapter 11 

process more contentious in some cases.  a chapter 11 plan 

is almost always a product of negotiation and cooperation 

among stakeholders who work together to achieve a mutu-

ally satisfactory solution regarding the future of the debtor 

and the treatment of its obligations and ownership interests.  

the message borne by Adelphia is that most kinds of over-

reaching or overly aggressive creditor conduct designed to 

extract greater value, concessions, or benefits under a plan 
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may be objectionable but are not sanctionable under section 

1126(e).  given the reality that “distressed” investors involved 

in chapter 11 cases are more likely than most creditors to play 

hardball at the plan-negotiating table, Adelphia may actu-

ally encourage the sort of intractable conduct that the court 

found to be objectionable and unproductive, yet outside the 

scope of section 1126(e).

nonetheless, the bankruptcy court’s analysis of the conflict-

of-interest issue is consistent with the commercial realities of 

large chapter 11 cases and the relevant language and legisla-

tive history of the bankruptcy code.  large chapter 11 cases 

commonly involve several debtors, multiple layers of debt and 

stock, complicated intercompany relationships, and creditors 

asserting claims of varying priorities against a single debtor 

or claims against more than one debtor.  equating inherent 

conflicts of interest arising from this practical reality with “bad 

faith” for purposes of vote designation could result in the 

wholesale disenfranchisement of the very creditors who have 

the greatest stake in ensuring that a chapter 11 case culmi-

nates successfully with a confirmed plan.

________________________________

In re Adelphia Comm. Corp., 2006 Wl 3609959 (bankr. s.D.n.y. 

Dec. 11, 2006).

A version of this article was published in the April 2007 edition of Pratt’s 

Journal of Bankruptcy Law.  It has been reprinted here with permission.

chOice OF bankruptcy venue: sOunD 
strategy Or FOrum shOpping?
mark g. Douglas

one of the most significant considerations in a prospective 

chapter 11 debtor’s strategic pre-bankruptcy planning is the 

most favorable venue for the bankruptcy filing.  given varying 

interpretations of certain important legal issues in the bank-

ruptcy courts (e.g., the ability to pay the claims of “critical” 

vendors at the inception of a chapter 11 case, to include non-

debtor releases in a chapter 11 plan, or to reject collective 

bargaining agreements) and the reputation, deserved or oth-

erwise, that certain courts or judges may be more “debtor-

friendly” than others, choice of venue (if a choice exists) can 

have a marked impact on the progress and outcome of a 

chapter 11 case.

the southern District of new york and Delaware have long 

been the preferred forums for large chapter 11 cases.  given 

new york’s recognized status as the financial capital of the 

u.s. (and arguably the world), the fact that its bankruptcy 

courts regularly preside over a significantly greater propor-

tion of complex chapter 11 restructurings than courts located 

elsewhere is not surprising.  Delaware’s courts have similarly 

developed considerable experience and expertise in com-

plex chapter 11 cases, but the district’s prominence as a fre-

quent venue for chapter 11 “mega” cases may be based in 

part on the statutory venue requirements that apply to bank-

ruptcy filings.

the rules that determine which particular venue is appropri-

ate for a bankruptcy filing permit a debtor to file for chapter 

11 protection in the bankruptcy court located in the debtor’s 

state of incorporation, which for a significant percentage of 

corporations is Delaware.  even so, because a large number 

of companies do not do business or own assets in the state 

in which they are incorporated, state of incorporation as a 

basis for venue has been criticized as providing a pretext for 

“forum shopping” that permits a chapter 11 debtor to sort out 

its financial problems far removed from creditors and other 

parties with a stake in the outcome of the case.

the perception that chapter 11 forum shopping has been 

abused led to the introduction of legislation in 2005 to eliminate 
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state of incorporation as a stand-alone basis for venue and to 

prevent “piggyback” chapter 11 filings by a subsidiary for the 

sole purpose of manufacturing venue for its corporate parent.  

the legislation was motivated in part by recent estimates that 

creditors achieve smaller recoveries in bankruptcies filed in 

Delaware or new york than in other states.  these restrictions, 

however, were not incorporated into the sweeping bankruptcy 

reforms enacted as part of the bankruptcy abuse prevention 

and consumer protection act of 2005.  still, recent develop-

ments suggest that bankruptcy courts may be casting a more 

critical eye on a chapter 11 debtor’s chosen venue, particularly 

if the nexus between the venue and the debtor’s business, 

assets, and creditors is no more than tenuous.

Venue of a BankRuPTcy caSe

a bankruptcy case (except a case under chapter 15) may 

be filed in any federal district court containing the debtor’s 

“domicile, residence, principal place of business . . . or prin-

cipal assets in the united states . . . for the one hundred 

and eighty days immediately preceding” the filing of the 

case.  the debtor may also file for bankruptcy in the district 

in which a case is pending concerning any affiliate, general 

partner, or partnership of the debtor.  consistent with gen-

eral rules governing the proper venue for litigation in federal 

courts, a corporation’s “domicile” is generally held to be its 

state of incorporation.  although technically filed in the dis-

trict court, bankruptcy cases are automatically referred to the 

bankruptcy court in that district pursuant to standing orders 

of reference.  bankruptcy courts are actually units or divisions 

of the federal district courts.

in some cases, more than one venue may satisfy the statu-

tory requirements.  if so, any party-in-interest (or the court on 

its own initiative) claiming that an alternative venue is more 

appropriate may seek to have venue transferred to any other 

bankruptcy court that satisfies the venue requirements.  the 

bankruptcy court is authorized to transfer venue of a case to 

another district “in the interests of justice or for the conve-

nience of the parties.”  neither the bankruptcy code nor the 

rules effectuating its provisions specify how this standard is to 

be applied.  courts typically consider a number of factors in 

making this determination, including the proximity to the court 

of creditors and witnesses necessary to administer the bank-

ruptcy estate, the location of the debtor’s assets, the economic 

administration of the estate, and the necessity for ancillary 

administration if the debtor ends up liquidating its assets.

considering alternative venues for a chapter 11 case 

is an important and perfectly legitimate aspect of 

any prospective debtor’s pre-bankruptcy planning.  

if more than one venue is available for a bankruptcy 

filing, it is incumbent upon the debtor-company and 

its professionals to consider carefully which venue 

is most likely to achieve the goals of the chapter 

11 filing consistent with important policy consider-

ations designed to promote the debtor’s prospects 

for a successful chapter 11 case while protecting the 

interests of other stakeholders involved.

if bankruptcy cases involving the same debtor, or a debtor 

and an affiliate, are pending in more than one court, the 

bankruptcy court in which the first case was filed first 

may determine, “in the interests of justice or for the con-

venience of the parties,” the court or courts in which the 

cases should proceed.  proceedings before any other court 

are stayed pending the initial court’s decision on a motion 

to transfer venue.

malden mills

the united states bankruptcy court for the District of 

massachusetts recently had an opportunity to examine the 

venue rules in connection with chapter 1 1 cases filed on 

January 10, 2007, in Delaware by malden mills industries, inc. 

and its affiliates (collectively, “malden”).

malden, the massachusetts-based manufacturer of polartec® 

fleece blankets and apparel for such customers as lands’ 

end, the north Face, and the pentagon, filed for bankruptcy 

protection in the 1980s and, more recently, november 2001 in 

massachusetts, where the company has been based for 101 

years.  the company confirmed a plan of reorganization in 

october 2003 in which its existing owner, aaron Feuerstein, 

ceded control of malden to a creditor group led by its larg-

est senior lender, ge capital corp., but retained an option to 

buy back the company over the next two years for $96 million 
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to $120 million.  a creditors’ trust created under the plan (the 

“creditor trust”) received 26 percent of malden’s common 

stock.  all or nearly all of malden’s assets, employees, and 

operations are located in massachusetts.  malden is incorpo-

rated in Delaware but has never had any meaningful opera-

tions in the state.

its plan of reorganization having been substantially consum-

mated, malden sought a final decree closing its chapter 11 

cases.  in connection with its request, malden and its agent 

bank, ge capital commerce Finance, solicited the creditor 

trust’s assent to entry of a final decree, representing that 

the “aggressive push to close the cases” was not motivated 

by anything other than a desire to tie up loose ends.  the 

massachusetts bankruptcy court, with the creditor trust’s 

consent, entered a final decree in the cases on December 

28, 2006, and closed the cases on January 9, 2007.

the following day, malden filed for chapter 11 protection in 

Delaware with the professed intention of effectuating a sale 

of substantially all of its assets under section 363(b) of the 

bankruptcy code.  initially, the stalking-horse bidder in the 

proposed $�� million sale was boston-based gordon brothers 

group llc.  another bidder, philadelphia-based chrysalis 

capital partners llc, emerged shortly after the filing to match 

gordon’s offer, but with less costly overbid protections.

contending that it had been misled into agreeing to entry 

of a final decree in the 2001 chapter 11 cases without know-

ing that malden planned to refile for bankruptcy in Delaware, 

the creditor trust applied to the massachusetts bankruptcy 

court for an order vacating the final decree and transferring 

venue of the newly filed chapter 11 cases from Delaware to 

massachusetts.

The BankRuPTcy couRT’S RuLing

the massachusetts bankruptcy court granted both requests.  

addressing the motion to vacate its December 28, 2006, final 

decree, the court explained that the entry of a final decree 

closing a bankruptcy case after the estate has been fully 

administered does not prevent the court from reopening 

the case for “cause” under section 350(b) of the bankruptcy 

code.  “cause” existed in this case, the court emphasized, 

due to the “unnecessary lack of candor” exhibited by malden 

and its agent in soliciting the assent of the creditor trust 

under “false pretenses.”  according to the court, this lack of 

candor was clearly designed to expedite the case closure 

process and “to facilitate the Delaware filing in an attempt to 

gain some tactical advantage on the inevitable venue trans-

fer motion.”  malden and its agent’s actions in seeking the 

creditor trust’s assent with the knowledge that malden would 

immediately file for chapter 11 in Delaware and their mislead-

ing explanation for expedited closure of the existing cases, 

the bankruptcy court remarked, “demonstrated a serious 

breach of the duty of candor, which the court cannot con-

done.”  it accordingly vacated the final decree.

turning to the venue transfer motion, the bankruptcy court 

explained that, because it had vacated the final decree, 

malden’s chapter 1 1 cases were still pending before it.  

this meant that the venue transfer request was prop-

erly addressed to it, rather than the Delaware bankruptcy 

court.  examining the factors considered in connection with 

a venue transfer motion, the court ruled that the District of 

massachusetts was the more appropriate forum.  malden’s 

contacts with Delaware, the court explained, are minimal, 

its operations, assets, employees, and managers, plus most 

of its creditors, being situated in massachusetts.  malden’s 

venue selection, the court observed, “was not based on the 

convenience of these constituencies given their geographi-

cal connection to massachusetts, and one might even sur-

mise that it was designed to make the venue inconvenient 

and expensive for some.”

moreover, the bankruptcy court emphasized, having presided 

over malden’s previous reorganization, it is very familiar with 

malden, many of the other stakeholders in the cases, the 

terms of the company’s most recently confirmed chapter 11 

plan, and the legal issues involved.  acknowledging malden’s 

“extreme plight,” the bankruptcy court concluded that it, like 

the Delaware bankruptcy court, is capable of facilitating the 

“quick” section 363 sale driving malden’s decision to resort to 

chapter 11 once again.

wheRe Do we go fRoM heRe?

considering alternative venues for a chapter 11 case is an 

important and perfectly legitimate aspect of any prospective 

debtor’s pre-bankruptcy planning.  if more than one venue 
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is available for a bankruptcy filing, it is incumbent upon the 

debtor-company and its professionals to consider carefully 

which venue is most likely to achieve the goals of the chap-

ter 11 filing consistent with important policy considerations 

designed to promote the debtor’s prospects for a successful 

chapter 11 case while protecting the interests of other stake-

holders involved.

Malden Mills demonstrates where strategic planning can 

cross the line into abuse.  interestingly, the bankruptcy court 

acknowledged that its ruling on vacatur of the final decree 

“would have been different” had the debtor and its agent not 

intentionally misled the creditor trust in obtaining its assent 

to closure.  the implied subtext is that the court itself felt 

deceived by conduct it clearly considered duplicitous and 

bordering on sanctionable.  For this reason, Malden Mills is 

an unusual case.

that is not to say that the ultimate outcome of the venue 

transfer motion would have been different, but it might have 

been a closer call.  moreover, absent vacatur of the final 

decree, any venue transfer request would have been properly 

addressed to the Delaware, rather than the massachusetts, 

bankruptcy court.  the massachusetts court expressed con-

fidence that the Delaware court would have ruled the same 

way, given malden’s lack of any meaningful contact with 

Delaware, other than a Delaware certificate of incorporation, 

and the existence of a proactive creditor group voicing vigor-

ous opposition to malden’s choice of venue.

malden’s underlying strategy in filing for bankruptcy again 

as a way of facilitating a sale of the company was ultimately 

successful.  the bankruptcy court approved the sale of sub-

stantially all of malden’s assets to chrysalis capital partners 

on February 26, 2007, for approximately $�� million.  on 

march 7, 2007, malden filed a motion seeking to convert its 

chapter 11 cases to a chapter 7 liquidation.  the new textile-

manufacturing entity is called polartec llc.

________________________________

In re Malden Mills Industries, Inc., 2007 Wl 1�0818 (bankr. D. 

mass. Jan. 22, 2007).

pOnzi scheme transFers by heDge FunD 
tO brOker avOiDeD in bankruptcy
bronson J. bigelow and mark g. Douglas

in a decision with potential far-reaching effects on Wall street 

firms servicing hedge funds as prime brokers, on February 

15, 2007, a new york bankruptcy court ordered bear stearns 

to disgorge nearly $160 million that it received in the form 

of margin payments, position closeouts, and fees from a 

hedge fund that had engaged in a ponzi scheme because, 

among other things, the broker failed to adequately monitor 

the activities of the fund before it collapsed in 2000.  if the 

court’s decision is upheld on appeal, broker-dealers might 

be obligated to oversee more diligently the activities of their 

lucrative clients.

facTuaL BackgRounD

manhattan investment Fund, ltd. (the “Fund”), a hedge fund 

created and used by michael berger (“berger”) through his 

wholly owned company manhattan capital management, 

inc. (“mcm”), maintained an account at bear stearns.  the 

monies in the account were used by the Fund to engage in 

securities trading.  the account was subject to an industry-

standard account agreement, which contained boilerplate 

provisions granting bear stearns: (1) discretion to set the level 

of maintenance margin; (2) a security interest in all monies 

held in the account; (3) sole discretion to prevent the Fund 

from withdrawing any monies credited to the account as long 

as any short positions remained open; and (�) sole discretion 

to use any and all monies credited to the Fund’s account to 

liquidate the Fund’s open short positions with or without the 

Fund’s consent.  

according to the bankruptcy court, in December 1998, bear 

stearns was put on notice of possible fraud being perpetu-

ated by berger.  a senior managing director and sales-

person at bear stearns was informed that the Fund was 

reporting 20 percent profit a year.  yet the same individual 

understood that the Fund was losing money based upon 

his participation in risk-related conference calls in which 

the Fund was mentioned.  after going through some internal 

channels and confirming that the Fund was losing money 

in its bear stearns account, bear stearns contacted berger 
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regarding the discrepancy.  berger explained that the dis-

crepancy was due to the fact that bear stearns was one of 

eight or nine prime brokers utilized by the Fund.  Despite 

continued suspicion and rising margin requirements, bear 

stearns did not verify berger’s representation until many 

months later, when bear stearns discovered that it was the 

only prime broker for the Fund.

on January 1�, 2000, following an investigation into the Fund’s 

trading activities, the sec discovered that the Fund was in 

fact a ponzi scheme, and it filed a securities-fraud complaint 

against the Fund, mcm, and berger.  the Fund, through its 

receiver, filed a bankruptcy petition on march 7, 2000. the 

receiver was later appointed chapter 11 trustee of the Fund 

and on april 2�, 2000, commenced an adversary proceeding 

against bear stearns seeking, among other things, the avoid-

ance of 18 transfers totaling $1�1.1 million in margin payments, 

which berger caused to be transferred to the Fund’s bear 

stearns account from the Fund’s account with the bank of 

bermuda, and which were then used by the Fund to engage 

in securities trading.

the bankruptcy court ’s ruling in Manhattan 

Investment Fund suggests that blind reliance on the 

“stockbroker exception” in section 5�6(e), the “mere 

conduit” exception to “transferee” status in sec-

tion 550, and the “good faith” safe harbor in section 

5�8(c) is misplaced and that brokers bear a heavier 

burden of inquiry concerning the activities of their 

clients incident to establishing “good faith.”

The BankRuPTcy couRT’S oPinion

the bankruptcy court granted summary judgment to the 

trustee and ordered bear stearns to pay nearly $160 million 

to investors in the Fund.  the bankruptcy court held that:

• the margin payments transferred into the Fund’s bear 

stearns account were made by the Fund with actual 

intent to hinder, delay, or defraud its creditors and there-

fore subject to avoidance under section 5�8(a)(1)(a) of the 

bankruptcy code;

• because the transfers were made to open new short 

positions or to comply with margin requirements, they “fit 

squarely” within the definition of margin payments, which 

are protected from avoidance by a bankruptcy trustee 

under section 5�6(e) of the bankruptcy code, known as 

the “stockbroker defense,” unless made with actual intent 

to hinder, delay, or defraud creditors; 

• transfers made to bear stearns in furtherance of a fraudu-

lent ponzi scheme were effectuated with actual intent to 

defraud creditors, so that the “stockbroker defense” does 

not preclude avoidance of the payments;

• bear stearns qualified as an “initial transferee” under sec-

tion 550(a)(1) of the bankruptcy code, rather than a “mere 

conduit” that did not exercise dominion and control over 

the funds, and therefore was liable to return the payments;

• public policy did not prevent recovery of the margin pay-

ments; and

• bear stearns could not rely upon the good-faith defense 

under section 5�8(c) of the bankruptcy code.

bear stearns argued that it was a “mere conduit” as opposed 

to an “initial transferee” and thus was not required to return 

the margin payments.  the bankruptcy court rejected this 

argument, holding that bear stearns exercised “domin-

ion and control” over the transfers, noting that bear stearns 

used the funds in the account to cover all open positions the 

Fund had with bear stearns, positions for which bear stearns 

would have been liable if the transfers had not been made.  

moreover, under the account agreement, bear stearns had a 

security interest in any monies transferred, held transferred 

monies as collateral for short sales, had the right to and did 

in fact prohibit the Fund from withdrawing any monies so 

long as the short positions remained open, and had the right 

to and did in fact use the monies to purchase covering secu-

rities, at its discretion.  in sum, because bear stearns had the 

ability to exercise control and use the transferred monies to 

protect itself, it was not a “mere conduit.” 

the bankruptcy court also rejected bear stearns’ argument 

that finding a securities brokerage as an initial transferee, 

based on boilerplate provisions in the industry-standard 

account agreement, would expose all broker-dealers to 
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massive liability and would cripple the securities indus-

try.  the court noted that the provisions of the bankruptcy 

code permit margin payments to be avoided in only limited 

circumstances (i.e., in cases of actual, rather than construc-

tive, fraud) and that, since the bankruptcy code specifically 

allows for avoidance of margin payments, it cannot be said 

that allowing exactly that is contrary to public policy.

Finally, the bankruptcy court held that bear stearns could not 

rely upon the good-faith defense under section 5�8(c) of the 

bankruptcy code because it found that bear stearns either 

knew or should have known of berger’s fraud beginning in 

December 1998.  the bankruptcy court noted that the stan-

dard for determining whether the transferee lacked knowl-

edge of the fraud (so as to have been acting in good faith) 

was objective and courts look to what the transferee knew 

or should have known.  the bankruptcy court held that “bear 

stearns was required to do more than simply ask the wrong-

doer if he was doing wrong . . . [d]iligence required consult-

ing easily attainable sources of information that would bear 

on the truth of any explanation received from the wrongdoer.”  

concLuSion

lawmakers clearly recognized the importance of minimiz-

ing disruption to the nation’s securities markets when they 

added the “stockbroker’s defense” in section 5�6(e) to the 

bankruptcy code in 1982.  comparable safe harbors were 

enacted in 198�, 1990, and 2005 to protect margin, settlement, 

or other payments under repurchase, swap, and master net-

ting agreements.  in all of these cases, however, the safe har-

bor does not preclude avoidance of transfers made with the 

actual intent to hinder, delay, or defraud creditors.

brokers have long relied on section 5�6(e), the “mere con-

duit” exception to “transferee” status in section 550, and the 

“good faith” safe harbor in section 5�8(c) to insulate them-

selves from potential exposure when a customer winds up 

in bankruptcy and the trustee scrutinizes payments or trans-

fers made within the statutory avoidance periods.  the bank-

ruptcy court’s ruling in Manhattan Investment Fund suggests 

that blind reliance on these provisions is misplaced and that 

brokers bear a heavier burden of inquiry concerning the 

activities of their clients incident to establishing “good faith.”

________________________________

Gredd v. Bear, Stearns Securities Corp. (In re Manhattan 

Investment Fund Ltd.), 2007 Wl 608�3 (bankr. s.D.n.y. Jan. 9, 

2007).

Gredd v. Bear, Stearns Securities Corp. (In re Manhattan 

Investment Fund Ltd.), 2007 Wl 53�5�7 (bankr. s.D.n.y. Feb. 

15, 2007).

ToP 10 PuBLic-coMPany BankRuPTcy fiLingS

company Petition Date     assets

Worldcom, inc. July 21, 2002 $10.� billion

enron corp. December 2, 2001 $6.6 billion

conseco, inc. December 18, 2002 $6.1 billion

pacific gas and electric company march 6, 2001 $3.6 billion

texaco, inc. march 12, 1987 $3.5 billion

Financial corp. of america september 9, 1988 $3.� billion

Refco inc. october 17, 2005 $3.3 billion

global crossing, ltd. January 28, 2002 $3.0 billion

bank of new england corp. January 7, 1991 $2.9 billion

calpine corporation December 20, 2005 $2.7 billion
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the inability tO satisFy cOmmOn 
stOckhOlDer vOting requirements: 
is bankruptcy a pOtential sOlutiOn?
timothy hoffmann

metromedia international group, inc.’s board of directors 

faced a perplexing dilemma.  approached with an attractive 

offer from a potential purchaser, the board wanted to sell the 

corporation’s primary asset and cease operations.  in order 

to consummate the transaction, however, Delaware law and 

the company’s certificate of incorporation required approval 

from the majority of metromedia’s common stockholders.  

metromedia’s advisors informed metromedia’s directors they 

could not hold a shareholder meeting or solicit proxies due 

to the company’s failure to comply with federal reporting 

requirements.  as a result, the directors believed they could 

not obtain the required shareholder approval.

the board decided to pursue an alternate route to complete 

the transaction — bankruptcy.  their strategy contemplated 

finalizing an agreement to sell metromedia’s controlling equity 

interest in magitcom, a profitable mobile telephone provider 

in the Republic of georgia, after which metromedia would file 

a chapter 11 petition and a motion seeking court approval 

of the magitcom sale under section 363 of the bankruptcy 

code.  metromedia would then seek to confirm a liquidating 

chapter 11 plan.

to ensure that metromedia’s “impaired” creditors would vote 

in favor of the chapter 11 plan, the board entered into a voting 

lock-up agreement with the company’s preferred stockhold-

ers.  During the course of negotiations, the board provided 

the preferred stockholders with certain nonpublic information 

regarding the company’s financial status.  based upon this 

information, the preferred shareholders negotiated a favor-

able financial position for themselves with respect to the pro-

posed transaction and bankruptcy.

before metromedia filed for bankruptcy, however, two 

large metromedia common stockholders sued in Delaware 

chancery court to enjoin the magitcom sale as well as the 

effectiveness of the lock-up agreement.  the court ultimately 

ruled in favor of the plaintiff-stockholders, finding that the 

board’s proposed strategy constituted “inequitable conduct.”

The LegaL STanDaRD

under Delaware law, stockholders maintain a fundamen-

tal right to vote on certain corporate matters.  For example, 

Delaware courts consistently reverse board actions that inter-

fere with the stockholders’ franchise in connection with direc-

tor elections.  in this context, any board action “designed 

principally to interfere with the effectiveness of a [stock-

holder] vote” is subject to intense judicial scrutiny, and the 

board “bears the heavy burden of demonstrating a compel-

ling justification for such action.”  under the “compelling jus-

tification” standard, Delaware courts look beyond directors’ 

honesty and subjective good-faith beliefs, the typical anchors 

of the less stringent business-judgment rule.

outside of the director-election context, however, Delaware 

courts seldom employ the “compelling justification” standard.  

they generally do so only when “self-interested or faith-

less fiduciaries act to deprive stockholders of a full and fair 

opportunity to participate in the matter and to thwart what 

appears to be the will of a majority of the stockholders.”

in this case, the Delaware chancery court determined that 

metromedia’s directors did not act in either self-interest or con-

trary to the wishes of the stockholder majority in resolving to 

file for bankruptcy as a means to consummate the proposed 

sale.  according to the court, the common stockholders seek-

ing to enjoin the sale represented the view of only a minority 

of metromedia’s stockholders.  as such, the court declined to 

apply the “compelling justification” standard.

even so, the court determined that metromedia’s directors 

could not utilize bankruptcy as a vehicle for consummat-

ing the magitcom sale.  mindful of the broad discretion that 

directors hold under the business-judgment rule and related 

doctrines, the court ruled that the board’s strategy exceeded 

certain equitable bounds.

First, the court found the directors’ proposed use of the 

bankruptcy process to be inequitable because, among other 

things, metromedia was a solvent company with little debt and 
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substantial cash flow.  explaining that no economic reason 

existed for metromedia to seek bankruptcy relief and that the 

anticipated filing was driven principally by the board’s desire 

to avoid a common stockholder vote on the magitcom sale, 

the court concluded that a chapter 11 filing under the circum-

stances would constitute “bad faith,” despite the absence of 

any insolvency requirement for a bankruptcy filing.  second, 

the court determined that the lock-up agreement provided 

metromedia’s preferred shareholders with voting rights to 

which they were not entitled under the corporation’s charter, 

which gave common stockholders the right to vote on funda-

mental corporate changes.  the proposed bankruptcy strat-

egy, the court emphasized, inequitably reallocated control of 

the company from common stockholders to preferred stock-

holders and creditors, a course of action that was untenable 

in the absence of insolvency.

the court decreed that the magitcom sale could be consum-

mated only if the transaction was approved pursuant to a vote 

of metromedia’s common shareholders.  the court advised the 

board to seek an exemption from sec reporting requirements 

in order to hold a shareholder meeting for that purpose and 

emphasized that it held the authority to appoint a receiver for 

metromedia if the board failed to abide by its ruling.

ouTLook

principles of corporate governance that determine how a 

company functions outside of bankruptcy are transformed, 

and in some cases abrogated, once the company files for 

chapter 11 protection, when the debtor’s board succeeds 

to management of a “debtor-in-possession” that bears fidu-

ciary obligations to the chapter 11 estate and all stakeholders 

involved in the bankruptcy case.  although shareholders may 

still have the right to convene meetings post-bankruptcy for, 

among other things, the election of directors, major corpo-

rate decisions, such as significant asset sales, are no longer 

subject to shareholder approval, except to the extent that 

any proposed sale must be approved by “impaired” creditors 

and shareholders pursuant to the chapter 11 plan confirma-

tion process.  instead, decisions involving nonordinary-course 

business transactions must be approved by the bankruptcy 

court as an exercise of the debtor-in-possession’s sound 

business judgment.

this is precisely why metromedia’s board opted for a 

bankruptcy filing as a means of skirting sec reporting 

requirements that precluded convening a meeting of the 

company’s common stockholders for the purpose of voting 

on the magitcom sale.  the chancery court understandably 

concluded that their plan to abrogate shareholder voting 

rights was objectionable as a matter of Delaware law, given 

the company’s financial health, but the court’s observations 

in dicta concerning the “bad faith” of a bankruptcy filing 

under the circumstances bear closer scrutiny.  many public 

companies, solvent or insolvent, file for chapter 11 with the 

intention of effectuating a sale of substantially all or signif-

icant portions of their assets.  the ability in bankruptcy to, 

among other things, sell assets free and clear of competing 

claims and interests, to avoid certain transfer taxes, and to 

consummate sales expeditiously without the need for share-

holder approval makes chapter 11 the preferred mechanism 

for many asset sale transactions.  Few bankruptcy courts find 

that such filings amount to “bad faith” warranting dismissal.

________________________________

Esopus Creek Value LP v. Hauf, 913 a.2d 593 (Del. ch. 2006).
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FrOm the tOp
mark g. Douglas

the u.s. supreme court has issued two bankruptcy rulings so 

far in 2007.  on February 21, 2007, the court ruled in Marrama 

v. Citizens Bank of Massachusetts that a debtor who acts in 

bad faith in connection with filing a chapter 7 petition may 

forfeit the right to convert his case to a chapter 13 case.  on 

march 20, 2007, the court ruled in Travelers Casualty & Surety 

Co. v. Pacific Gas & Electric Co. that the bankruptcy code 

does not prohibit a creditor’s contractual claim for attorneys’ 

fees incurred in connection with litigating the validity in bank-

ruptcy of claims based upon the underlying contract.  these 

rulings are briefly discussed below.

marrama V. citizens bank oF massacHusetts

in Marrama, the debtor transferred valuable residential real 

estate into a revocable trust in august of 2002, for no consid-

eration, and designated himself as sole beneficiary and his 

girlfriend as sole trustee, all for the purpose of putting the 

property beyond the reach of creditors. he filed for chapter 

7 protection seven months afterward.  in his bankruptcy fil-

ings, the debtor acknowledged being beneficiary of the trust 

but represented that his interest had no value and denied 

making any property transfers within the year preceding his 

bankruptcy filing.  he also asserted that he was not enti-

tled to any tax refunds, when, in fact, he was owed a refund 

exceeding $11,000.  instead of responding to the chapter 7 

trustee’s inquiries regarding the discrepancies, the debtor 

sought to convert his case to one under chapter 13.  after 

the trustee opposed the conversion, the debtor asserted 

that his misstatements and omissions were inadvertent. the 

bankruptcy court refused to permit the conversion because 

the debtor had acted in bad faith.  that determination was 

upheld on appeal by the bankruptcy appellate panel, and the 

First circuit court of appeals affirmed.  the supreme court 

agreed to hear the case on June 12, 2006.

section 706(a) provides that a chapter 7 debtor “may” convert 

to chapter 13 “at any time,” language that many courts have 

interpreted as giving the debtor an unconditional right to con-

vert its case from a liquidation proceeding to a chapter 13 

case.  Writing for the 5-� majority, Justice John paul stevens 

noted that, although courts are virtually unanimous in hold-

ing that a debtor’s pre-petition bad-faith conduct may act as 

a bar to relief under chapter 13, some courts have suggested 

that even a bad-faith debtor has an absolute right to convert a 

chapter 7 case into a chapter 13 case, even though the case 

may thereafter be dismissed or immediately reconverted to 

chapter 7 as a consequence of the misconduct.  “While other 

courts of appeals and bankruptcy appellate panels have 

refused to recognize any ‘bad faith’ exception to the conver-

sion right created by § 706(a),” Justice stevens wrote, “we con-

clude that the courts in this case correctly held that marrama 

forfeited his right to proceed under chapter 13.”

Justice stevens concluded that section 706(d) of the 

bankruptcy code, which provides that “a case may not 

be converted to a case under another chapter unless the 

debtor may be a debtor under such chapter,” expressly 

conditions a chapter 7 debtor’s right to convert on his ability 

to qualify as a debtor under chapter 13.  “in practical effect,” 

the justice observed, “a ruling that an individual’s chapter 

13 case should be dismissed or converted to chapter 7 

because of prepetition bad-faith conduct, including fraudu-

lent acts committed in an earlier chapter 7 proceeding, is 

tantamount to a ruling that the individual does not qualify 

as a debtor under chapter 13.”  those who act in bad faith, 

Justice stevens concluded, are not members of the class of 

“honest but unfortunate debtor[s]” that the bankruptcy laws 

were enacted to protect.

Justices anthony m. kennedy, David h. souter, Ruth bader 

ginsburg, and stephen breyer joined the majority opinion.  

Justice samuel a. alito Jr., joined by chief Justice John g. 

Roberts Jr., Justice antonin scalia, and Justice clarence 

thomas, filed a dissenting opinion, arguing that nothing in 

section 706(a) or any other provision of the bankruptcy code 

“suggests that a bankruptcy judge has the discretion to over-

ride a debtor’s exercise of the § 706(a) conversion right on a 

ground not set out in the code.”
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traVelers

travelers casualty & surety co. (“travelers”) issued a $100 mil-

lion surety bond assuring payment of workers’ compensation 

benefits to injured employees of pacific gas and electric co. 

(“pg&e”).  pg&e executed a series of indemnity agreements 

in favor of travelers in connection with the issuance of the 

bonds.  in the indemnification agreements, pg&e promised 

to pay attorneys’ fees incurred by travelers in enforcing the 

agreements, by litigation or otherwise.

pg&e filed for chapter 1 1 protection on april 6, 2001.  

travelers asserted a proof of claim for contingent liabilities 

arising under the indemnification agreements, none of which 

had matured at the time of the bankruptcy filing (or, as it 

turned out, came to mature during pg&e’s chapter 11 case).  

travelers also claimed a contingent right to subrogation.

pg&e objected to the claims, contending that they were dis-

allowed by operation of sections 502(e)(1)(b) and 509(a) of 

the bankruptcy code, which, under certain circumstances, 

bar contingent reimbursement and contribution claims and 

claims for subrogation asserted by codebtors or parties that 

provide security for an obligation of the debtor.  travelers ulti-

mately acknowledged in a stipulation with pg&e that its con-

tingent claims were invalid.

travelers asserted, however, that it was entitled to recover 

legal fees incurred in prosecuting its claim from pg&e’s 

bankruptcy estate, as provided in the indemnity agree-

ments.  the bankruptcy court disallowed travelers’ claim in 

its entirety, citing Fobian v. Western Farm Credit Bank (In re 

Fobian), 951 F.2d 11�9 (9th cir. 1991), as authority for denying 

that portion of the claim consisting of attorneys’ fees.  that 

ruling was upheld on appeal by the district court and the 

ninth circuit.

the supreme court vacated the decisions below and 

remanded the case for additional consideration consistent 

with its ruling.  Justice samuel a. alito Jr., writing for a unani-

mous court, explained that, under the “american rule,” “the 

prevailing litigant is ordinarily not entitled to collect a rea-

sonable attorneys’ fee from the loser.”  however, he added, 

this default rule can be overcome either by statute or by an 

“enforceable contract” allocating attorneys’ fees.  according 

to Justice alito, a contract allocating attorneys’ fees that is 

enforceable under applicable nonbankruptcy law is enforce-

able in bankruptcy except if the bankruptcy code provides 

otherwise, which it does not.

of the nine grounds for disallowing a filed claim specified in 

section 502(b), Justice alito explained, only subsection (b)(1), 

which disallows any claim that is “unenforceable against the 

debtor and property of the debtor, under any agreement or 

applicable law for a reason other than because such claim is 

contingent or unmatured,” could conceivably create a basis 

for disallowing travelers’ claim for attorneys’ fees.  this pro-

vision, Justice alito wrote, is “most naturally understood” to 

provide that, with limited exceptions, any defense to a claim 

that is available outside of the bankruptcy context is also 

available in bankruptcy.  he also explained that this reading 

of section 502(b) is consistent with the well-settled maxim 

that “[c]reditors’ entitlements in bankruptcy arise in the first 

instance from the underlying substantive law creating the 

debtor’s obligation, subject to any qualifying or contrary pro-

vision of the bankruptcy code.”

Justice alito also examined section 502(b)(�), which 

expressly disallows claims for a particular category of attor-

neys’ fees — those for services rendered to a debtor to the 

extent the claimed fees “excee[d] the reasonable value of 

such services.”  the existence of that provision, Justice alito 

reasoned, suggests that, in its absence, a claim for such 

fees would be allowed in bankruptcy to the extent enforce-

able under state law.

in disallowing travelers’ claim for contractual attorneys’ fees, 

Justice alito noted, the ninth circuit acknowledged that, 

under at least certain circumstances, a “prevailing party in a 

bankruptcy proceeding may be entitled to any award of attor-

ney fees in accordance with applicable state law.”  even so, 

the court of appeals rejected travelers’ claim based solely 

on a rule of its “own creation — the so-called Fobian rule.”  in 

Fobian v. Western Farm Credit Bank (In re Fobian), 951 F.2d 

11�9 (9th cir. 1991), the ninth circuit court of appeals ruled 
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that a secured creditor who prevailed on an objection to con-

firmation of a chapter 12 plan was not entitled to an award of 

attorneys’ fees from the estate, despite a provision in the note 

for payment of fees and costs incurred in collection, because 

the issues litigated involved not basic contract enforcement 

questions, but issues peculiar to federal bankruptcy law.  

on march 20, 2007, the court ruled in Travelers 

Casualty & Surety Co. v. Pacific Gas & Electric Co. 

that the bankruptcy code does not prohibit a credi-

tor’s contractual claim for attorneys’ fees incurred in 

connection with litigating the validity in bankruptcy 

of claims based upon the underlying contract.

because the Fobian rule finds no support in federal bank-

ruptcy law, the supreme court ruled, the ninth circuit erred 

in disallowing travelers’ claim for attorneys’ fees.  the 

absence of any textual support in the bankruptcy code, 

wrote Justice alito, “is fatal for the Fobian rule.” consistent 

with the supreme court’s previous pronouncements regard-

ing creditors’ entitlements in bankruptcy, he observed that 

“claims enforceable under applicable state law will be 

allowed in bankruptcy unless they are expressly disallowed.”  

according to Justice alito, neither the ninth circuit nor pg&e 

has offered any reason why that presumption is overcome, 

because the attorneys’ fees in question were incurred liti-

gating issues of federal bankruptcy law.

Justice alito concluded that the bankruptcy code does not 

“clearly and expressly” compel courts to follow the Fobian 

rule.  in fact, he noted, the statute says nothing about unse-

cured claims for contractual attorneys’ fees incurred in con-

nection with litigating issues of bankruptcy law.  as such, 

Justice alito remarked, “[i]n light of the broad, permissive 

scope of § 502(b)(1), and our prior recognition that ‘the char-

acter of [a contractual] obligation to pay attorney’s fees 

presents no obstacle to enforcing it in bankruptcy,’ it neces-

sarily follows that the Fobian rule cannot stand.”

Finally, Justice alito declined to address pg&e’s contention 

that, because section 506(b) expressly provides for attorneys’ 

fees and costs as part of an oversecured creditor’s allowed 

secured claim, the bankruptcy code disallows the claims of 

unsecured creditors for such fees, explaining that the argu-

ment was not raised in the lower courts and stating that “[w]e 

express no opinion with regard to whether, following the 

demise of the Fobian rule, other principles of bankruptcy law 

might provide an independent basis for disallowing travelers’ 

claim for attorney’s fees.”

________________________________

Marrama v. Citizens Bank of Massachusetts, 127 s. ct. 1105 

(2007).

Travelers Casualty & Surety Co. v. Pacific Gas & Electric Co., 

2007 Wl 816795 (mar. 20, 2007).
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