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FLYi, Inc. — Important Application of Owens Corning 
Standard for Substantive Consolidation by Delaware 
Bankruptcy Court
Paul D. Leake and Brad B. Erens led Jones Day’s representation of FLYi and Independence Air 
in their chapter 11 cases.

On March 15, 2007, with Jones Day’s assistance as bankruptcy counsel, FLYi, Inc. 

(“FLYi”), Independence Air, Inc. (“Independence”), and their affiliated debtors (col-

lectively, the “Debtors”) obtained confirmation of their chapter 11 plan under the 

“cramdown” provisions of the Bankruptcy Code.  The plan, which became effective 

on March 30, 2007, will distribute approximately $150 million to unsecured credi-

tors.  In ruling on confirmation of the plan, the U.S. Bankruptcy Court for the District 

of Delaware was required to make one of its first applications of the Third Circuit’s 

decision in Owens Corning on the doctrine of substantive consolidation.  In the rul-

ing, Judge Mary Walrath affirmed that substantive consolidation is a “rare” remedy 

that should not be used as a sword to improve recoveries for a specific group of 

creditors at the expense of other creditors.
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tion by Delaware Bankruptcy Court
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ing chapter 11 debtors FLYi and Independence 
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consolidation challenge to confirmation of a 
chapter 11 plan.

4	 Ad Hoc Committee Disclosure Require-
ments—A Bitter Pill to Swallow for Distressed 
Investors

	C ontroversial rulings concerning the obligation 
of ad hoc committee members to disclose 
sensitive trading information sent shock waves 
through the distressed investment community, 
but the fight is far from over.

5	 Newsworthy 

9	 Focus on Feasibility
	O ne likely result of the new chapter 11 plan 

exclusivity limits created under the 2005 
bankruptcy amendments is increased litiga-
tion over, and an increased focus on, the plan 
“feasibility” requirement.

12	 Application of the Absolute Priority Rule to 
Pre-Chapter 11 Plan Settlements: In Search 
of the Meaning of “Fair and Equitable”

	T he Second Circuit ruled that the most im-
portant consideration in determining whether 
a pre-plan settlement should be approved as 
being “fair and equitable” is whether the terms 
of the settlement comply with the Bankruptcy 
Code’s distribution scheme.

16	 Avoiding Forfeiture of Estate Causes of Action 
Triggered by Conversion to Chapter 7

	T he Tenth Circuit ruled that a chapter 7 trustee 
could not prosecute avoidance claims against 
a DIP lender because the chapter 11 debtor 
waived the right to do so in a financing order 
and the creditors’ committee ceased to exist 
upon conversion of the case.
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In the FLYi case, the two main debtors were FLYi, a holding 

company, and Independence, the FLYi subsidiary that con-

ducted the Debtors’ airline operations.  The other debtors 

were affiliated companies with few or no assets or credi-

tors.  After operating as a regional carrier for major airlines, 

including United Airlines, for 12 years and as an indepen-

dent, low-fare carrier under the name “Independence Air” for 

approximately a year and a half, the Debtors suffered increas-

ing operating losses that led them to file for protection under 

chapter 11 of the Bankruptcy Code on November 7, 2005.

A team of Jones Day attorneys including Paul D. 

Leake (New York), Brad B. Erens (Chicago), Robert W. 

Hamilton (Columbus), and Mark A. Cody (Chicago) 

represented FLYi, Inc., Independence Air, Inc., and 

their affiliated debtors in achieving confirmation of 

their chapter 11 plan and implementing an orderly 

liquidation through bankruptcy.

At the outset of the chapter 11 filings, the Debtors obtained 

authority from the bankruptcy court to attempt to sell their 

business as a going concern or to find an investor to provide 

additional capital.  No potential bidder or investor, however, 

offered a transactional alternative that was more favorable 

to the value of the Debtors’ estates than the value that would 

be obtained by discontinuing operations and conducting 

an orderly liquidation.  Accordingly, on January 5, 2006, the 

Debtors obtained authority to cease business operations and 

begin the process of liquidating their assets and winding down 

their affairs.  To that end, the Debtors rejected their remaining 

aircraft leases and abandoned their remaining owned aircraft.

The largest claims in the Debtors’ chapter 11 cases were the 

hundreds of millions of dollars in claims held by lessors whose 

aircraft leases were rejected by Independence and the under-

secured deficiency claims of creditors that made loans to 

Independence secured by abandoned aircraft.  In most cases, 

Independence’s lease or loan obligations were guaranteed by 

FLYi.  These creditors therefore generally had claims against 

both FLYi and Independence.  As a result, there were three cat-

egories of unsecured creditors in the case — FLYi-only credi-

tors, Independence-only creditors, and “crossover” creditors, 

which consisted in the main of the aircraft-related creditors 

with primary claims against Independence and guaranties from 

FLYi.  The largest group of FLYi-only creditors consisted of the 

holders of the approximately $125 million in FLYi’s 6% convert-

ible notes (the “Convertible Notes”).  QVT Financial LP (“QVT”), 

a multibillion-dollar hedge fund, purchased approximately 

60% of the Convertible Notes after the filing of the bankruptcy 

cases.  The Independence-only creditors consisted generally 

of nonaircraft contract-rejection claimants, general trade credi-

tors, and International Lease Finance Corporation (“ILFC”), 

which had leased aircraft to Independence without requiring a 

guaranty from FLYi.

The Debtors’ largest asset was a contract-rejection claim in 

the chapter 11 bankruptcy case of United Airlines.  In that 

bankruptcy, United rejected its code-sharing agreements 

with the Debtors pursuant to which Independence Air’s pre-

decessor, Atlantic Coast Airlines, had operated as a regional 

carrier or United.  After a contested hearing, the judge in 

the United bankruptcy allowed the Debtors’ claim for 

$500 million.  United, the United creditors’ committee, and 

FLYi all appealed the ruling.  With Jones Day’s assistance, 

the Debtors negotiated a settlement of that claim, and of 

Independence’s unfair-competition claim against United, in 

the total amount of $750 million.  The $750 million claim was 

worth approximately $150 million in reorganized United stock 

under United’s bankruptcy plan.

After negotiations with the creditors’ committee, the Debtors 

and the committee reached an agreement regarding the 

terms of the Debtors’ chapter 1 1 plan.  The agreed-upon 

plan did not provide for the substantive consolidation of the 

estates of FLYi and Independence.  Instead, the plan sepa-

rately classified claims against FLYi and Independence, 

respectively, and treated the assets of FLYi and Independence 

as separate.  The decision not to pursue a plan predicated 

upon substantive consolidation was informed by the Third 

Circuit’s decision in In re Owens Corning, 419 F.3d 195 (3d Cir. 

2005), in which the Third Circuit held that substantive consoli-

dation is an “extreme” remedy to be used “sparingly.”

In addition, the plan included a release by the Debtors of 

their estates’ pre-petition claims against the Debtors’ present 

and former officers, their directors, and certain other parties 
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The Debtors’ plan was overwhelmingly accepted by all 

classes of voting creditors except the class of holders of 

Convertible Notes controlled by QVT.  The only creditors to 

file material objections to the plan were QVT, which as noted 

above was a FLYi-only creditor, and ILFC, an Independence-

only creditor.  Among their objections, QVT and ILFC argued 

that the FLYi and Independence estates should have been 

substantively consolidated or, at a minimum, that the recov-

eries to the holders of guaranty claims, or crossover credi-

tors, should have been reduced to account for the risk of 

substantive consolidation.  Substantive consolidation would 

have materially increased the recovery to QVT and ILFC by 

vitiating the guaranties.

Judge Walrath ultimately concluded that substantive con-

solidation was inappropriate under the circumstances, fol-

lowing the Third Circuit’s ruling in Owens Corning, because 

that ruling expressly prohibited the use of substantive con-

solidation for the type of “affirmative” purpose sought by the 

objectors: that is, to reduce unilaterally the recoveries of a 

specific group of creditors—the crossover creditors—so that 

other creditors, including the objectors, could obtain greater 

recoveries under the plan.  The bankruptcy court’s ruling 

underscores the principle that separate legal entities are pre-

sumed to remain separate in chapter 11 unless the “extreme 

remedy” of substantive consolidation is warranted by com-

pelling circumstances.

(collectively, the “Debtor Parties”).  The Debtors, with Jones 

Day’s assistance, had reached an agreement with the credi-

tors’ committee on a protocol by which the committee would 

conduct an investigation of those pre-petition claims against 

the Debtor Parties.  The plan provided that the Debtors would 

release all causes of action arising prior to bankruptcy that 

they might have had against the Debtor Parties.  The protocol 

set a deadline of April 11, 2007, for the committee to assert 

any such causes of action.  After its investigation, the com-

mittee determined not to pursue any such actions.

Nonconsolidation of the estates of FLYi and Independence left 

open two significant issues between the two companies: (i) the 

allocation of the proceeds of the $750 million settlement with 

United Airlines; and (ii) the treatment of FLYi’s net pre-petition 

intercompany claim against Independence (the “Intercompany 

Claim”), which was on the Debtors’ books and records in the 

amount of approximately $285.5 million.  The creditors’ com-

mittee requested that the United settlement be allocated 50% 

to FLYi and 50% to Independence and that the Debtors make 

such other adjustments as determined equitable.  The Debtors 

believed, however, that it was likely that FLYi would receive 

substantially less than 50% of the settlement if the allocation 

were to be litigated, and they also believed that a significant 

amount of the Intercompany Claim likely would not be treated 

as valid if litigated.  The ultimate compromise embodied in the 

plan allocated the United settlement 50/50 between FLYi and 

Independence creditors and provided for no consideration to 

be paid on account of the Intercompany Claim.
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Ad Hoc Committee Disclosure 
Requirements—A Bitter Pill to Swallow 
for Distressed Investors
Paul D. Leake and Mark G. Douglas

An essential part of the chapter 11 process is constructive dia-

logue and negotiation among all stakeholders involved in the 

bankruptcy case, with a view toward building a consensus on 

the terms of a confirmable chapter 11 plan.  The Bankruptcy 

Code establishes a framework to promote such interaction 

by providing for the appointment of official committees of 

creditors and shareholders entrusted by statute with the duty 

to participate in the formulation of a chapter 11 plan.

Collective stakeholder participation in a chapter 11 case, how-

ever, extends beyond membership on committees officially 

sanctioned by the Bankruptcy Code.  Unofficial, or “ad hoc” 

committees, have also long played prominent roles in bank-

ruptcy cases.  Like official committees of unsecured credi-

tors, shareholders, retirees, or other creditor groups, ad hoc 

committees commonly retain professionals and participate in 

a chapter 11 case by filing pleadings, appearing before the 

bankruptcy court, and otherwise seeking to influence the out-

come of the reorganization and the ultimate recovery on their 

claims or interests.  By acting collectively, ad hoc commit-

tee members share the costs of participating in a chapter 11 

case and have the ability to wield greater influence than they 

would if acting alone.  The Bankruptcy Code itself acknowl-

edges that unofficial committees can play an important role 

in a chapter 11 case by providing in sections 503(b)(3)(D) and 

(4) that costs, including professional fees, incurred by such 

committees (and certain other parties in interest) in making 

a “substantial contribution” to the case will be paid by the 

estate as priority administrative expenses.

The members of an official committee bear fiduciary duties 

to both the bankruptcy estate and the committee’s constitu-

ency.  Official creditors’ committees also have a duty (added 

to the Bankruptcy Code as part of the Bankruptcy Abuse 

Prevention and Consumer Protection Act of 2005) to provide 

access to information for their creditor constituents and are 

obligated to solicit and receive comments from creditors 

concerning developments in the chapter 11 case.  Any fees 

and expenses of their professionals must be allowed by the 

bankruptcy court before being paid by the estate.

Ad hoc committees, by contrast, are largely unregulated.  For 

this reason, they are sometimes the preferred mechanism for 

creditors and shareholders, such as hedge funds and other 

“distressed” investors, who want to wield enhanced influence 

and bargaining power in a chapter 11 case without being sub-

ject to the statutory obligations borne by official committees 

and the same degree of bankruptcy-court scrutiny.  Even 

so, the conduct of unofficial committees is subject to a cer-

tain amount of scrutiny by means of information disclosure 

requirements contained in the Federal Rules of Bankruptcy 

Procedure.  Rulings recently handed down by the bankruptcy 

court overseeing the chapter 11 case of Northwest Airlines 

illustrate that complying with these requirements may be 

seriously problematic for hedge funds and other distressed 

investors.  As a result of these and other similar rulings, those 

investors, who take great pains to keep confidential informa-

tion concerning the timing and pricing of their acquisition 

of claims or shares in a chapter 11 debtor, may no longer be 

inclined to sit on ad hoc committees.

Bankruptcy Rule 2019

Rule 2019(a) of the Federal Rules of Bankruptcy Procedure 

provides that, in a case under chapter 9 or chapter 11 of the 

Bankruptcy Code, any entity or committee (other than an 

official committee) representing more than one creditor or 

equity security holder and, unless otherwise directed by the 

court, every indenture trustee, must file a verified statement 

with the court disclosing the following information (emphasis 

added):

(1)	 the name and address of the creditor or equity security 

holder;

(2)	 the nature and amount of the claim or interest and the 

time of acquisition thereof unless it is alleged to have 

been acquired more than one year prior to the filing of 

the petition;

(3)	 a recital of the pertinent facts and circumstances in con-

nection with the employment of the entity or indenture 

trustee, and, in the case of a committee, the name or 
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Corinne Ball (New York), David G. Heiman (Cleveland), and Paul D. Leake (New York) were recognized by the K&A 
Restructuring Register as being among the outstanding attorneys practicing in restructuring, reorganization, insolvency, 
and bankruptcy in the United States in 2007.

Paul D. Leake (New York) and Corinne Ball (New York) were featured in New York Super Lawyers—Metro Edition for 2007.

Corinne Ball (New York) and Brad B. Erens (Chicago) were featured as Highly Recommended Restructuring Lawyers in the 
2007/2008 Practical Law Company’s Cross-Border Restructuring and Insolvency Handbook.

Adam Plainer (London) was recognized as a Legal Expert in Insolvency and Corporate Recovery in the 2007 Legal 
Business Legal Experts Guide.

Heather Lennox (Cleveland) sat on a panel discussing “The Administratively Insolvent Debtor” at the William J. O’Neill 
Bankruptcy Seminar in Cleveland on April 27, 2007.

An article cowritten by Paul D. Leake (New York) and Mark G. Douglas (New York) entitled “Ad Hoc Committee Disclosure 
Requirements: A Bitter Pill to Swallow for Distressed Investors” appeared in the May 2007 edition of The Bankruptcy 
Strategist.

Tobias S. Keller (San Francisco) sat on a panel discussing “The Distressed Debt Market: Impact and Implications for 
Corporate Restructuring” at a meeting of the Commercial Law and Bankruptcy Section of the Bar Association of San 
Francisco held on April 10, 2007.

Jeffrey B. Ellman (Atlanta) and Ryan T. Routh (Cleveland) were instructors at a Beard Group Audio Conference Continuing 
Legal Education presentation on May 8, 2007, regarding “Twenty-Day Claims under Section 503(b)(9) of the Bankruptcy 
Code.”

Joseph M. Witalec (Columbus) sat on a panel discussing “Post-BAPCPA Chapter 11 Practice and Issues” at the Columbus 
Bar Association’s Bankruptcy Law Institute on May 4, 2007.

An article written by Ryan T. Routh (Cleveland) entitled “Bankruptcy Courts Rule On 20-Day Claims” appeared in the May 
14, 2007, edition of Bankruptcy Law 360.

An article written by Timothy Hoffmann (Chicago) entitled “Ch. 11: Solution to Stockholder Voting Requirements?” appeared 
in the May 11, 2007, edition of Bankruptcy Law 360.

An article written by Mark G. Douglas (New York) entitled “Disenfranchising Creditors in Chapter 11: In Search of the 
Meaning of ‘Bad Faith’ Under Section 1126(e)” was published in the March 2007 edition of Pratt’s Journal of Bankruptcy Law.  
His article entitled “Curbing a Debtor’s ‘Absolute’ Right to Convert” appeared in the March 23, 2007, edition of Bankruptcy 
Law 360.  His article entitled “Choice Of Venue: Sound Strategy Or Forum Shopping?” was published in the May 4, 2007, 
edition of Bankruptcy Law 360.

Newsworthy

names of the entity or entities at whose instance, directly 

or indirectly, the employment was arranged or the com-

mittee was organized or agreed to act; and

(4)	 with reference to the time of the employment of the 

entity, the organization or formation of the committee, 

or the appearance in the case of any indenture trustee, 

the amounts of claims or interests owned by the entity, 

the members of the committee or the indenture trustee, 

the times when acquired, the amounts paid therefor, and 

any sales or other disposition thereof.

The consequences of noncompliance with the disclosure 

requirements are specified in Rule 2019(b), which autho-

rizes the court, upon finding that any entity covered by 

Rule 2019(a) has failed to comply with either the rule or “any 

other applicable law regulating the activities and person-

nel” of the entity, to deny the offender any right to be heard 

or intervene in the bankruptcy case.  The bankruptcy court 

may also examine any operative instrument authorizing the 

entity to represent its constituency, and any claim or interest 

acquired by any entity or committee either before or after the 

chapter 11 filing date, “and grant appropriate relief.”  Finally, 
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the court may invalidate any authority given to, or votes on a 

chapter 11 plan procured by, any entity failing to comply with 

either Rule 2019(a)’s disclosure requirements or the chapter 

11 vote-solicitation requirements specified in section 1125 of 

the Bankruptcy Code.

The purpose of Rule 2019 and its predecessors in the former 

Bankruptcy Act and accompanying rules is to provide for dis-

closure of the composition and activities of groups acting in 

a representative capacity in order to help foster fair and equi-

table plans free from deception and overreaching.  Its tech-

nical requirements are neither complicated nor particularly 

demanding.  Rule 2019’s profile, however, recently became 

much more prominent as a consequence of the bankruptcy 

court’s ruling in Northwest Airlines.

Northwest Airlines: Rule 2019 Emerges From 

Obscurity

Sixteen months after Northwest Airlines and three affiliates 

filed for chapter 11 protection in September of 2005, and the 

day before the debtors filed a plan of reorganization, an ad 

hoc committee of equity security holders filed a notice of 

appearance in the case.  Its January 16, 2007, verified state-

ment under Rule 2019(a) identified 11 committee members, 

including hedge funds and other investment entities, that 

collectively owned 16,195,200 shares of Northwest’s common 

stock and $164.7 million in claims against the debtors, some 

of which had been acquired after the bankruptcy petition 

date.  The statement was later supplemented to disclose the 

addition of two members, so that the committee’s aggregate 

holdings consisted of more than 19 million shares of stock 

(of approximately 87 million shares outstanding) and more 

than $264 million in claims.  The Rule 2019(a) statement did 

not disclose the amount of claims or interests owned by indi-

vidual committee members, the specific dates on which such 

claims or interests were acquired, the amounts paid for them, 

or any post-acquisition sales or dispositions.

The ad hoc committee immediately filed a motion with the 

bankruptcy court for an order directing the appointment of 

an official committee of equity security holders (since with-

drawn) and sought certain discovery in connection with the 

motion.  Northwest responded on February 9, 2007, by filing a 

motion for a protective order, the imposition of civil contempt 

sanctions, and an order directing the ad hoc committee to 

supplement its 2019(a) statement with more detailed infor-

mation concerning individual committee members’ stock 

and claim holdings, including the dates of acquisition, the 

acquisition prices, and the details of any post-acquisition 

divestitures.  The ad hoc committee opposed the motion, 

contending that Rule 2019(a), which by its express terms cov-

ers “every entity or committee representing more than one 

creditor or equity security holder,” may apply to the commit-

tee’s lawyers, who “represent” all committee members, but 

does not apply to each individual member, which “repre-

sents” no one but itself, even though it sits on a committee.  

Moreover, the committee contended, the information already 

contained in its Rule 2019(a) statement was adequate to sat-

isfy the rule’s purpose in promoting the formulation of a fair 

chapter 11 plan through an above-board negotiation process.

The Bankruptcy Court’s 2019(a) Ruling

On February 26, 2007, Bankruptcy Judge Allan Gropper 

issued a memorandum decision requiring the ad hoc com-

mittee to provide the detailed information requested by 

Northwest.  Judge Gropper rejected the committee’s inter-

pretation of Rule 2019(a), explaining that the members of the 

ad hoc committee were clearly acting collectively in seeking 

the appointment of an official equity committee and in litigat-

ing discovery issues, so that the ad hoc committee as well 

as its lawyers can fairly be characterized as “representing” 

the interests of multiple shareholders within the strictures of 

the rule.  Observing that “[a]d hoc or unofficial committees 

play an important role in reorganization cases,” the judge 

traced the history of Rule 2019(a) and its predecessors back 

to the 1930s, when disclosure requirements were first promul-

gated to remedy perceived abuses by unofficial committees 

in equity receiverships and other corporate reorganizations.  

“The Rule is long-standing,” Judge Gropper wrote, “and there 

is no basis for failure to apply it as written.”

Subsequent Events

The ruling sent shock waves through the distressed invest-

ment community, whose players have increasingly included 

hedge funds, private equity investors, and other distressed 

investors.  The decision represents one of the first tests of the 

extent to which hedge funds must reveal trading information 

to the public when they act collectively in a chapter 11 case.
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Gropper emphasized, whether or not the ad hoc committee 

is acting as a fiduciary to Northwest’s other stockholders,

Rule 2019 is based on the premise that the other 

shareholders have a right to information as to 

Committee member purchases and sales so that 

they [can] make an informed decision whether this 

Committee will represent their interests or whether 

they should consider forming a more broadly-based 

committee of their own.  

The judge directed the ad hoc committee to file an amended 

Rule 2019(a) statement containing the trading information 

within three business days.

Hedge funds and other distressed investors closely 

guard trading information, such as the acquisition 

price of stock or claims, public disclosure of which 

would compromise their ability to maximize invest-

ment returns.  If Judge Gropper’s disclosure ruling 

is upheld on appeal, there may well be a chilling 

effect on who agrees to serve on ad hoc commit-

tees going forward.

On the same day that Judge Gropper issued that ruling, 

certain members of the ad hoc committee filed a motion 

asking the court to reconsider its original ruling directing 

the committee members to disclose trading information.  

According to the committee members, an examination of 

the history and purpose of Rule 2019’s disclosure require-

ments indicates that the term “committee” in Rule 2019 

was not intended to encompass an informal creditor group 

“more appropriately described as a ‘consortium’—financial 

institutions combining to undertake an operation beyond 

the resources of any member.”  The Loan Syndications and 

Trading Association (“LSTA”) and Securities Industry and 

Financial Markets Association (“SIFMA”), two of the nation’s 

leading industry groups in the debt and equity markets, 

joined in the motion on March 15, 2007.  In their joinder 

motion, LSTA and SIFMA expressed concern “that the Rule 

2019 Decision will have a serious detrimental impact on the 

willingness and ability of many stakeholders to participate 

On March 1, 2007, the ad hoc committee sought a stay of 

Judge Gropper’s order and court authority to file the required 

information under seal, contending that the trading informa-

tion represents trade secrets and confidential commercial 

information which no other committee or party has previously 

been required to file publicly in any other chapter 11 case.  

According to the committee, public disclosure of such 

information would cause irreparable harm to its members 

because other investors need not make the same disclosure 

and can use the information to gain an unfair advantage in 

the market for distressed securities.  Judge Gropper granted 

the stay pending resolution of the appeal.

Public Access to Documents in Bankruptcy

The ad hoc committee’s motion to file the requested informa-

tion under seal implicated section 107(a) of the Bankruptcy 

Code, which recognizes the right of public access to docu-

ments in a bankruptcy case.  It provides that “[e]xcept as 

provided in subsection (b) of this section, a paper filed in a 

case under this title and the dockets of a bankruptcy court 

are public records and open to examination by an entity at 

reasonable times without charge.”  The scope of the provi-

sion extends to nearly all documents filed with the court, with 

certain exceptions.

The right of access to public documents is not abso-

lute—confidentiality may be justified in certain designated 

circumstances.  Thus, section 107(b)(2) of the Bankruptcy 

Code provides in relevant part that, if an interested party so 

requests, “the bankruptcy court shall . . . protect an entity with 

respect to a trade secret or confidential research, develop-

ment, or commercial information.”  Rule 9018 of the Federal 

Rules of Bankruptcy Procedure similarly authorizes the 

court to issue any order necessary “to protect the estate or 

any entity in respect of a trade secret or other confidential 

research, development, or commercial information.”

On March 9, 2007, Judge Gropper denied the ad hoc commit-

tee’s request to seal the trading information.  In his ruling, the 

judge was critical of the committee’s characterization of trad-

ing positions as “commercial information,” explaining that “any 

interest that the individual Committee members may have 

in keeping this information confidential is overridden by the 

interests that Rule 2019 seeks to protect.”  Moreover, Judge 
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in future chapter 11 cases.”  Moreover, they noted, there are 

“countless examples” in chapter 11 cases where “groups of 

stakeholders have cooperated, many times in the guise of 

‘ad hoc’ committees, to create imaginative and strikingly 

successful solutions”—a positive contribution by sophisti-

cated stakeholders that may be forfeited by requiring the 

disclosure of proprietary and highly confidential information.

Judge Gropper denied the motion on March 15, 2007, ruling 

that the individual committee members lacked standing to 

move for reconsideration of an order directed at the ad hoc 

committee and characterizing the reconsideration motion as 

“totally frivolous.”

Where Do We Go From Here?

The ad hoc committee appealed Judge Gropper’s ruling 

denying its motion to file members’ trading information under 

seal.  However, the nine remaining members of the commit-

tee, which once consisted of as many as 17 shareholders 

claiming to own 27% of Northwest’s common stock, filed the 

required information with the court on March 21, 2007.

The ad hoc committee also filed a notice of appeal from 

Judge Gropper’s initial February 26, 2007, disclosure ruling on 

March 26, 2007.  At a March 15, 2007, hearing, Judge Gropper 

denied the ad hoc committee’s request for a stay pending 

the resolution of its section 107(b) appeal.  However, the court 

gave the committee until March 25, 2007, to seek a stay from 

the district court.  The committee elected not to seek a stay 

pending the resolution of either appeal.

Hedge funds and other distressed investors closely guard 

trading information, such as the acquisition price of stock or 

claims, public disclosure of which would compromise their 

ability to maximize investment returns.  If Judge Gropper’s 

disclosure ruling is upheld on appeal, there may well be a 

chilling effect on who agrees to serve on ad hoc committees 

going forward.  Hedge funds and other distressed investors 

have made and continue to make enormous investments in 

all levels of the capital structures of distressed companies.  

As a consequence, these funds and investors have regularly 

assumed prominent roles in major chapter 11 cases.  The level 

of this involvement, at least in the ad hoc committee context, 

could change significantly if such investors are discouraged 

from participating because of disclosure requirements in the 

federal bankruptcy laws.

Epilogue

Northwest Airlines is not the only chapter 11 case in which ad 

hoc committees have battled against disclosure of trading 

information under Rule 2019(a).  Unlike in Northwest Airlines, 

some committees have succeeded in resisting the disclo-

sure requirements.  Barely three weeks after Judge Gropper 

issued his latest ruling on committee disclosure requirements 

under Rule 2019(a), Judge Richard S. Schmidt of the U.S. 

Bankruptcy Court for the Southern District of Texas denied 

a motion filed by chapter 11 debtor Scotia Pacific Company 

LLC (“Scopac”) to compel an ad hoc noteholder group con-

sisting principally of hedge and private equity funds to file an 

amended Rule 2019(a) statement disclosing information con-

cerning the composition of the committee and its members’ 

trading positions.  In denying Scopac’s motion at a hearing 

held on April 10, 2007, the judge observed that the noteholder 

group was “not a committee” within the meaning of Rule 

2019(a), but merely a “bunch of creditors” represented by a 

single law firm.

SIFMA and LSTA filed an amicus brief in opposition to the 

disclosure motion, citing the same concerns articulated in 

Northwest Airlines and indicating that this controversial issue 

is far from resolved.  On April 27, 2007, Scopac filed a motion 

asking Judge Schmidt to reconsider his ruling, based upon 

previous representations by the noteholder group in the 

chapter 11 cases that they were indeed functioning as an ad 

hoc committee.  Judge Schmidt denied Scopac’s motion on 

May 22, 2007.  It is anticipated that the company will appeal 

Judge Schmidt’s original ruling.

________________________________

In re Northwest Airlines Corp., 2007 WL 609214 (Bankr. S.D.N.Y. 

Feb. 26, 2007).

In re Northwest Airlines, Inc., 2007 WL 724977 (Bankr. S.D.N.Y. 

Mar. 9, 2007).

In re Scotia Development LLC, Case No. 07-20027-C-11 (Bankr. 

S.D. Tex. Apr. 18, 2007) (unpublished order entered eight days 

following denial of motion at April 10, 2007, hearing).
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Focus on Feasibility
Daniel P. Winikka

One of the most significant changes to chapter 11 of the 

Bankruptcy Code in the 2005 amendments was the absolute 

limit placed on extensions of the exclusivity periods.  Courts 

no longer have the discretion to extend a debtor’s exclusive 

periods to file and solicit a plan beyond 18 months and 20 

months, respectively, after the petition date.  Although the 

legislative history contains no explanation for why this change 

was made, Congress presumably intended to accelerate the 

reorganization process or facilitate the prospects for compet-

ing plans in large, complex cases.  Given that the first cases 

filed after the amendments took effect in October 2005 are 

now just reaching the 18-month milestone, it remains to be 

seen what effect this change will have.

For a number of reasons, however, one result of the new 

exclusivity limits is likely to be increased litigation over, and 

an increased focus on, the plan “feasibility” requirement.  

As an initial matter, parties have greater incentives to chal-

lenge the feasibility of a plan.  A creditor group may chal-

lenge feasibility in an attempt to delay the case until the 

creditor group can file its own plan, or where competing 

plans have been filed, in an attempt to defeat the compet-

ing plan.  Moreover, in a competing-plan context, the rela-

tive feasibility of the plans may become a focus in soliciting 

creditor support.  Plans may also be more vulnerable to fea-

sibility attacks.  Debtors will have had less time in chapter 

11 to demonstrate that operational and strategic changes are 

likely to lead to the projected improvements in financial per-

formance under the proposed plan.  In addition, in light of the 

substantial debate in recent years over repeat chapter 11–

filing rates and the contention by some commentators that 

higher repeat-filing rates are partly attributable to a pur-

ported lack of enforcement of the feasibility requirement, it 

is possible that courts will require a plan proponent to dem-

onstrate a higher likelihood of success to meet the feasibility 

requirement.  Add to these factors the increasing prevalence 

of hedge funds and other distressed investment funds that 

often take an active, aggressive role in the restructuring and 

have the financial wherewithal to propose competing plans 

and litigate their positions, and the potential for increased liti-

gation over feasibility appears all the more likely.

The Feasibility Requirement

Pursuant to section 1129(a)(11) of the Bankruptcy Code, a plan 

of reorganization may be confirmed only if “[c]onfirmation of 

the plan is not likely to be followed by the liquidation, or the 

need for further financial reorganization, of the debtor or any 

successor to the debtor under the plan . . . .”  This “feasi-

bility” requirement had its origins in various provisions of the 

Bankruptcy Act of 1898, which required that the court find the 

plan “feasible.”  As the United States Supreme Court stated in 

1936 in Tennessee Pub. Co. v. American Nat. Bank:  “However 

honest in its efforts the debtor may be, and however sincere 

its motives, the district court is not bound to clog its docket 

with visionary or impracticable schemes for resuscitation.”  

The oft-cited modern-day incantation of this maxim was 

articulated by the Ninth Circuit Court of Appeals in Matter of 

Pizza of Hawaii, which remarked that the purpose of subsec-

tion 1129(a)(11) is “to avoid confirmation of visionary schemes 

which promise creditors more under a proposed plan than 

the debtor can possibly attain after confirmation.”

Consistent with the plain language of the text, courts have 

uniformly held that the feasibility requirement does not 

require a guarantee of the plan’s success, but rather that the 

plan offer “a reasonable prospect” or “reasonable assurance” 

of success.  Courts, however, have sometimes varied widely 

in their determination of how likely success has to be under 

the circumstances presented.

The plan proponent bears the burden of proof to establish 

by a preponderance of the evidence that the plan is feasible.  

Factors recognized by the courts as relevant to evaluating 

the feasibility of a proposed plan of reorganization include 

the prospective earnings or earning power of the debtor’s 

business, which must be based on sound and reasonable 

assumptions; the adequacy of the capital structure and work-

ing capital for the debtor’s post-confirmation business; the 

debtor’s ability to meet its capital-expenditure requirements; 

economic conditions; the capability of management and the 

likelihood that current management will continue; and any 

other material factors that would affect the successful imple-

mentation of the plan.

Courts have an affirmative obligation to evaluate a plan’s 

likelihood of success and to make a particular finding as to 
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feasibility.  Thus, when feasibility is not contested, at a mini-

mum the court must itself ensure that there is adequate 

evidence to support a finding that the plan is feasible.  This 

typically will consist of the unimpeached testimony from an 

officer of the debtor (or representative of the plan proponent) 

and possibly the debtor’s financial advisor or other retained 

expert, if applicable.  The extent of the court’s role and 

analysis, however, may vary considerably, depending upon 

whether there is an active creditor constituency in the case.  

In small-business cases where there is no active creditor 

involvement, the court can serve an important role in ensur-

ing that the debtor has undertaken the necessary planning 

and analysis and can adequately explain the basis for projec-

tions and related assumptions.  While the court will not con-

duct its own analysis of the debtor’s prospects for success, 

the court does play an important gatekeeper role by ensur-

ing that the debtor has undertaken the appropriate planning 

and analyses.

In large corporate chapter 11 cases, however, the debtor’s 

projections and the adequacy of the debtor’s capital struc-

ture upon emergence typically have been evaluated not only 

by the debtor’s retained financial advisors, but also by the 

financial advisors for the various creditor constituencies.  And 

when confirmation is uncontested, the court is presented with 

uncontested expert testimony regarding the reasonableness 

of the projections and adequacy of the capital structure.  In 

these circumstances, the court’s role is essentially limited to 

reviewing the uncontested testimony and, to the extent that the 

court determines it necessary, requesting further explanation 

or clarification.  In other words, the court will not perform any 

independent assessment of the reliability and accuracy of the 

uncontested testimony, and it would be a rare case where the 

court determines that the feasibility requirement is not met.

Challenges to Feasibility

When feasibility is contested, the court, consistent with its 

role in adjudicating any complex commercial dispute, will 

weigh the competing evidence and expert testimony and 

determine whether the plan proponent has met its burden 

to establish that the plan is feasible.  Although courts have 

adopted varying views as to how likely success has to be for 

the plan proponent to meet its burden, if the purpose of the 

feasibility requirement is to avoid confirmation of “visionary 

or impracticable schemes” that are likely to be followed by 

a need for further reorganization, one would expect that, 

most of the time, the plan proponent, with its supporting 

expert testimony, will prevail in a dispute over the feasibility 

requirement.

Over the last few years, however, several factors have raised 

the visibility of failures by companies after emerging from 

chapter 11.  There have been a significant number of repeat 

chapter 11 filings, so-called Chapter 22s, in recent years.  

Moreover, based on empirical findings relating to repeat-filing 

rates, there has been much debate regarding the role of 

bankruptcy courts in large chapter 11 cases and, in particu-

lar, whether there exists a harmful competition among courts 

for large cases.  In connection with this debate, some com-

mentators have contended that the Delaware and New York 

bankruptcy courts, purportedly in an effort to attract large 

cases, have abdicated their responsibility to enforce the “fea-

sibility” requirement under the Bankruptcy Code.  Given the 

prevalence of this debate and the number of repeat filings, 

courts may be increasingly likely to require a higher thresh-

old of proof (i.e., a higher level of assurance of success) to 

satisfy the feasibility requirement.

Perhaps the most important step a debtor can take 

in avoiding a feasibility attack is to keep its credi-

tor constituencies informed and involved throughout 

the process.

Regardless of whether courts may apply a higher threshold, 

when feasibility is challenged, and especially when there is 

a competing plan or the prospect of a competing plan, sup-

port of the debtor’s various stakeholders will play a key role 

in the outcome.  If the plan is broadly supported by the debt-

or’s constituencies, the court may very well conclude that 

the feasibility requirement has been met, even if the court is 

concerned from the evidence that the debtor’s assumptions 

and projections are aggressive and prospects for success 

somewhat questionable.  In fact, some courts have expressly 

concluded that the threshold for feasibility is reduced if plan 

confirmation is widely supported by creditors.
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Conversely, if the feasibility of the plan is challenged by 

constituencies that will have a significant stake in the reor-

ganized entity, as opposed to merely an out-of-the-money 

constituency seeking to leverage a nuisance settlement, the 

court is likely to require the plan proponent to establish that 

the plan have a higher likelihood of success, especially where 

the challenging constituency is proposing to file its own plan 

that does not have the same risks of failure.

When there are competing plans, the relative feasibilities of 

the plans may become a determining factor in which plan 

is confirmed.  If multiple plans are being solicited simulta-

neously, the disclosure statements may contain plan propo-

nents’ contentions or opinions regarding the deficiencies of 

the competing plan, including the risks that the competing 

plan will not be consummated or reasons why projections 

underlying the competing plan may not be met.  In this situ-

ation, creditors are typically sent a ballot on which they are 

asked to accept or reject each plan and, if accepting each 

plan, indicate which plan they prefer.  Although bankruptcy 

courts are required to consider the preferences of creditors 

when choosing between confirmable plans, the bankruptcy 

courts are not bound by those preferences and generally 

have determined to balance creditor preferences with other 

factors, including the relative feasibilities of the plans.  Thus, 

if each plan receives the requisite acceptances for each 

impaired class and there is not an overwhelming preference 

among the creditors for one plan over another, the relative 

feasibilities of the two plans may well determine which plan 

prevails.  Even in cases where there is a clear creditor pref-

erence for one plan over another, the less preferred plan 

may still prevail if the preferred plan has substantially less 

assurance of success.  For example, one plan may contem-

plate the sale of the debtor’s assets and payment of cash to 

creditors, while the other plan is dependent upon the future 

success of the debtor’s operational changes and strategies—

success that the court may determine, after considering the 

evidence, is questionable.

Avoiding Feasibility Problems

There are a number of things that debtors can do through-

out the restructuring process to minimize the possibility of 

a plan-feasibility challenge.  As early as possible in the pro-

cess, a debtor should develop its strategic business plan and 

begin implementation of the operational changes contem-

plated therein.  It is critical to have at least some track record 

of operating results prior to the development of financial pro-

jections, and the longer the period of operating results is, the 

more supportable the financial projections will be.

Once negotiations with creditors on the terms of the reorga-

nization begin, those negotiations should take into account 

the ability to defend the proposed capital structure upon 

emergence, including the ability to demonstrate the availabil-

ity of sufficient liquidity to operate the business and meet any 

post-bankruptcy debt service obligations.  There can often 

be a substantial period of time between the commencement 

of negotiations and actual plan confirmation, and operating 

results or changes in industry conditions during that time 

may necessitate revisions to the financial projections and the 

obligations contemplated by the plan.  Thus, to the extent 

the payment of cash or the issuance of debt instruments to 

creditors is contemplated, it may be necessary to negotiate 

some form of “relief provision” that would permit a reduction 

or modification of the obligation if, at the time of confirmation, 

it turns out that there is insufficient liquidity to support the 

required payments.  For example, a class of creditors may be 

offered a pro rata share of a specific amount of cash if exit 

financing sufficient to enable such payment can be obtained 

or, if sufficient exit financing cannot be obtained, promissory 

notes to be paid over time.

With respect to the development of the business plan and 

financial projections, it is best to take a conservative approach 

and to ensure adequate involvement of operational manage-

ment.  Projections that forecast dramatic improvements over a 

short period of time or performance that is significantly greater 

than historical results are vulnerable to attack.  Thorough tes-

timony to support the reasonableness of the assumptions 

underlying the projections will be critical in the event of a fea-

sibility challenge.  This includes assumptions regarding gen-

eral business and economic conditions and industry trends as 

well as operational and financial assumptions.  The debtor’s 

performance to date will often be the most important factor in 

establishing that it is reasonable to expect that the debtor will 

meet or exceed projections.  It is also important to provide tes-

timony establishing that the debtor will remain viable even if it 

falls short of the projections.  This may include, for instance, 
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testimony about the existence of excess liquidity to deal with 

unforeseen events.

Perhaps the most important step a debtor can take in avoid-

ing a feasibility attack is to keep its creditor constituencies 

informed and involved throughout the process.  For instance, 

creditors should be given the opportunity to review and com-

ment on the business plan before major steps to implement it 

are taken.  Creditors should also be given access to informa-

tion relating to the development of the financial projections 

as soon as practicable so that any issues can be vetted as 

early as possible.  Ultimately, the best defense against any 

feasibility challenge is broad creditor support of the plan.
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Application of the Absolute Priority 
Rule to Pre-Chapter 11 Plan Settlements: 
In Search of the Meaning of “Fair and 
Equitable”
Mark G. Douglas

“Give-ups” by senior classes of creditors to achieve confirma-

tion of a plan have become an increasingly common feature 

of the chapter 11 process, as stakeholders strive to avoid dis-

putes that can prolong the bankruptcy case and drain estate 

assets by driving up administrative costs.  Under certain cir-

cumstances, however, senior-class “gifting” or “carve-outs” 

from senior-class recoveries may violate a well-established 

bankruptcy principle commonly referred to as the “abso-

lute priority rule,” a maxim predating the enactment of the 

Bankruptcy Code, which established a strict hierarchy of pay-

ment among claims of differing priorities.  The rule’s contin-

ued application under the current statutory scheme has been 

a magnet for controversy.

Most of the court rulings handed down recently concerning 

this issue have examined the rule’s application to the terms 

of a proposed chapter 11 plan that provides for the distribu-

tion of value to junior creditors without paying senior credi-

tors in full.  A decision recently issued by the Second Circuit 

Court of Appeals, however, indicates that the dictates of 

the absolute priority rule must be considered in contexts 

other than confirmation of a plan.  In Motorola, Inc. v. Official 

Comm. of Unsecured Creditors (In re Iridium Operating 

LLC), the Second Circuit ruled that the most important con-

sideration in determining whether a pre-plan settlement of 

disputed claims should be approved as being “fair and equi-

table” is whether the terms of the settlement comply with the 

Bankruptcy Code’s distribution scheme.

Cramdown and the Fair and Equitable Requirement

If a class of creditors or shareholders votes to reject a chap-

ter 11 plan, it can be confirmed only if the plan satisfies the 

requirements of section 1129(b) of the Bankruptcy Code.  

Among these is the mandate that a plan be “fair and equi-

table” with respect to dissenting classes of creditors and 

shareholders.
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Section 1129(b)(2) of the Bankruptcy Code provides that 

a plan is “fair and equitable” with respect to a dissent-

ing impaired class of unsecured claims if the creditors in 

the class receive or retain property of a value equal to the 

allowed amount of their claims or, failing that, no creditor of 

lesser priority, or shareholder, receives any distribution under 

the plan.  This requirement is sometimes referred to as the 

“absolute priority rule.”

Section 1129(b)(2) has been the focus of considerable debate 

in the courts.  One of the most significant disputes concerns 

the propriety of an increasingly common, albeit controversial, 

practice in large chapter 11 cases—whether section 1129(b)(2) 

allows a class of senior creditors voluntarily to cede a por-

tion of its recovery under a plan to a junior class of creditors 

or shareholders, while an intermediate class is not receiving 

payment in full.

Legitimacy of Senior-Class “Give-Ups” Under the 

Absolute Priority Rule

Notwithstanding section 1129(b)(2)’s preclusion of distribu-

tions to junior classes of claims or interests in cases where it 

applies, some courts have ruled that a plan does not violate 

the “fair and equitable” requirement if a class of senior credi-

tors agrees that some of the property that would otherwise be 

distributed to it under the plan can be given to a junior class 

of creditors or shareholders.  In doing so, many courts rely on 

a 1993 decision involving a chapter 7 case issued by the First 

Circuit Court of Appeals in In re SPM Manufacturing Corp.

In SPM, a secured lender holding a first-priority security inter-

est in substantially all of a chapter 11 debtor’s assets entered 

into a “sharing agreement” with general unsecured creditors 

to divide the proceeds that would result from the reorganiza-

tion, presumably as a way to obtain their cooperation in the 

case.  After the case was converted to a chapter 7 liquidation, 

the secured lender and the unsecured creditors tried to force 

the chapter 7 trustee to distribute the proceeds from the sale 

of the debtor’s assets in accordance with the sharing agree-

ment.  The agreement, however, contravened the Bankruptcy 

Code’s distribution scheme because it provided for distribu-

tions to general unsecured creditors before payment of prior-

ity tax claims.  The bankruptcy court ordered the trustee to 

ignore the sharing agreement and to distribute the proceeds 

of the sale otherwise payable to the unsecured creditors in 

accordance with the statutory distribution scheme.  The dis-

trict court upheld that determination on appeal.

The First Circuit reversed, reasoning that, as a first-priority 

secured lienor, the lender was entitled to the entire amount 

of any proceeds of the sale of the debtor’s assets, whether or 

not there was a sharing agreement.  According to the court, 

“[w]hile the debtor and the trustee are not allowed to pay 

nonpriority creditors ahead of priority creditors . . . , creditors 

are generally free to do whatever they wish with the bank-

ruptcy dividends they receive, including to share them with 

other creditors.”

Other courts have cited SPM as authority for confirming a 

nonconsensual chapter 11 plan (or a settlement) in which a 

senior secured creditor assigns a portion of its recovery to 

creditors (or shareholders) who would otherwise receive 

nothing by operation of section 1129(b)(2).  Still, the concept 

of allowing a senior creditor or class of creditors to assign 

part of its recovery under a chapter 11 plan to junior credi-

tors or stockholders who would otherwise receive nothing by 

operation of section 1129(b)(2) is controversial.  So much so, 

in fact, that the Third Circuit in 2005 declared the practice 

invalid under certain circumstances in In re Armstrong World 

Indus., Inc.

Armstrong World Industries

Floor and ceiling products manufacturer Armstrong World 

Industries, Inc., whose chapter 11 case was filed in the United 

States Bankruptcy Court for the District of Delaware, pro-

posed a chapter 11 plan under which unsecured creditors 

(other than asbestos claimants) would recover approximately 

59.5% of their claims and asbestos personal-injury creditors 

would recover approximately 20% of an estimated $3.1 bil-

lion in claims.  In addition, the plan provided that Armstrong’s 

shareholders would receive warrants to purchase new com-

mon stock in the reorganized company valued at $35 million 

to $40 million.  A key provision of the plan was the con-

sent of the class of asbestos claimants to share a portion 

of its proposed distribution with equity.  The plan provided 

that if Armstrong’s class of unsecured creditors (other than 
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asbestos claimants) voted to reject the plan, asbestos claim-

ants would receive new warrants but would automatically 

waive their distribution, causing equity holders to obtain the 

warrants that otherwise would have been distributed to the 

asbestos claimants.

Armstrong’s general unsecured creditors voted against the 

plan.  The court denied confirmation, ruling that distribution 

of new warrants to the class of equity holders over the objec-

tion of the general unsecured creditors’ class violated the 

“fair and equitable” requirement of section 1129(b)(2)(B)(ii).  

In doing so, it distinguished, or characterized as “wrongly 

decided,” cases in which the courts have not strictly applied 

section 1129(b)(2).  It found SPM to be inapposite because 

the distribution in SPM occurred in a chapter 7 case, “where 

the sweep of 11 U.S.C. § 1129(b)(2)(B)(ii) does not reach,” and 

SPM’s unsecured creditors, rather than being deprived of a 

distribution, were receiving a distribution ahead of priority, 

such that “the teachings of the absolute priority rule—which 

prevents a junior class from receiving a distribution ahead of 

the unsecured creditor class—are not applicable.”  The court 

also found that the sharing agreement in SPM might be more 

properly construed as an ordinary “carve-out,” whereby a 

secured party allows a portion of its lien proceeds to be paid 

to others as part of a cash collateral agreement.

The Third Circuit affirmed on appeal, adopting substantially 

all of the lower court’s reasoning regarding the strictures of 

the absolute priority rule.  According to the court of appeals, 

allowing the distribution scheme proposed in Armstrong’s 

plan “would encourage parties to impermissibly sidestep 

the carefully crafted strictures of the Bankruptcy Code, and 

would undermine Congress’s intention to give unsecured 

creditors bargaining power in this context.”

Armstrong and most other court rulings construing the “fair 

and equitable” requirement in section 1129(b) involve pro-

posed distribution schemes under a chapter 11 plan.  In many 

cases, however, the framework of a plan may be dictated in 

large part by agreements or settlements negotiated among 

the debtor and various significant creditor groups prior to 

confirmation.  It is well understood that a bankruptcy court 

will approve a proposed settlement only if it is “fair and 

equitable” (or, as articulated by some courts, “fair and rea-

sonable”) as well as in the best interests of the estate.  Less 

clear, however, is whether that determination encompasses 

examination of a pre-plan settlement to ensure that its terms 

comply with the Bankruptcy Code’s distribution scheme, and 

more specifically, the absolute priority rule.  Any lingering 

doubt concerning that issue was eradicated, at least in the 

Second Circuit, by the ruling in Iridium.

Iridium

Iridium Operating LLC is a former Motorola, Inc., subsidiary, 

incorporated in 1991 to provide global satellite-based tele-

communications services.  The company filed for chapter 

11 protection in 1999 shortly after creditors filed involuntary 

chapter 11 petitions against certain affiliates.  At the time of 

the chapter 11 filings, the companies (collectively referred to 

as “Iridium”) had amassed nearly $4 billion in debt, including 

$800 million in financing provided by a consortium of lend-

ers (the “Lenders”), represented by JP Morgan Chase Bank 

(“Chase”).  According to the Lenders, the loans were secured 

by liens on all of Iridium’s assets, including roughly $156 mil-

lion in cash deposits held in various accounts at Chase, a sat-

ellite operations center, $243 million in reserve capital calls, 

66 satellites, and various causes of action.

The creditors’ committee appointed in Iridium’s chapter 

11 cases vigorously contested the validity of the Lenders’ 

asserted possessory and contractual liens on Iridium’s cash, 

which the committee argued were avoidable as preferences 

because the cash was transferred to Chase within 90 days of 

the bankruptcy filings.  It also sought to pursue claims against 

Motorola for breach of contract, breach of fiduciary duty, and 

avoidance of a fraudulent transfer in connection with its 1993 

spinoff of Iridium, but lacked money to fund the litigation.

The committee and the Lenders ultimately reached a settle-

ment of their dispute and sought court approval of the agree-

ment.  The settlement conceded the validity of the Lenders’ 

liens and provided for the distribution of the estate’s cash 

to the Lenders and to a litigation vehicle established for the 

purpose of suing Motorola.  Any recoveries from the litigation 

were to be divided among the Lenders, administrative credi-

tors, and the estate (to be distributed under a future chapter 
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11 plan).  Any of the $37.5 million in cash used to fund the liti-

gation vehicle remaining at the end of the litigation was to be 

paid directly to Iridium’s unsecured creditors, whether or not 

the Lenders’ claims or administrative claims were paid in full.

Motorola objected to the settlement, arguing that it violated 

the absolute priority rule by providing for the payment of 

estate assets to lower-priority creditors (the litigation vehicle 

and the unsecured creditors) before any payments would be 

made to Motorola on account of its administrative claims.  The 

bankruptcy court approved the settlement over Motorola’s 

objection, and the district court affirmed on appeal.

The Second Circuit’s Ruling

The court of appeals vacated the ruling.  At the outset, the 

Second Circuit distinguished the case before it from SPM, 

where there was no dispute that the lender had valid and 

perfected liens on substantially all of the debtor’s assets.  As 

such, the court explained that “we need not decide if SPM 

could ever apply to Chapter 11 settlements, because it is 

clear that the Lenders did not actually have a perfected inter-

est in the cash on hand.”

At this juncture, it remains to be seen what kinds of 

settlement agreements would pass muster under 

the Second Circuit’s unique formulation of the “fair 

and equitable” standard.

The Second Circuit then directed its attention to the standards 

applied to proposed settlements.  Although the Bankruptcy 

Code expressly makes the “fair and equitable” requirement 

applicable only in cases of nonconsensual confirmation of a 

plan, the Second Circuit explained, the Supreme Court has 

held “that a settlement presented for approval as part of a 

plan of reorganization, because it constitutes part of the plan, 

may only be approved if it, too, is ‘fair and equitable’ in the 

sense of conforming to the absolute priority rule.”  Less clear, 

the court acknowledged, is the rule’s application to pre-plan 

settlements, when the nature and extent of the bankruptcy 

estate and claims against it are not fully resolved.

The Second Circuit rejected application of the absolute prior-

ity rule to all pre-plan settlements, observing that “a rigid per 

se rule cannot accommodate the dynamic status of some 

pre-plan bankruptcy settlements.”  Mindful that rejecting strict 

application of the rule in all cases increases the risk that 

parties to a settlement may engage in improper collusion, 

the court of appeals opted instead for stricter scrutiny in the 

settlement-approval process.  It concluded that “whether a 

particular settlement’s distribution scheme complies with the 

Code’s priority scheme must be the most important factor for 

the bankruptcy court to consider when determining whether 

a settlement is ‘fair and equitable.’ ”  Under this standard, the 

Second Circuit explained, whether a settlement complies 

with the statute’s priority scheme “will often be the dispositive 

factor.”  Even so, the court observed, settlements that devi-

ate in minor respects from that scheme may be approved, if 

the “remaining factors weigh heavily in favor of approving a 

settlement” and the court clearly articulates the reasons for 

approving it.

Examining the bankruptcy court’s reasons for approving the 

settlement between the Lenders and the creditors’ commit-

tee, the Second Circuit faulted only one aspect of the court’s 

analysis—the absence of any explanation for authorizing an 

agreement whose terms violated the absolute priority rule.  

Because “no reason has been offered to explain why any bal-

ance left in the litigation trust could not or should not be dis-

tributed pursuant to the rule of priorities,” the court vacated 

the order approving the settlement and remanded the case 

below for consideration of that issue.

Where Do We Go From Here?

Taken together, Armstrong and Iridium erect stringent stan-

dards to govern agreements, either as part of a chapter 11 

plan or a pre-plan settlement, that provide for distributions 

of assets in a way that deviates from the absolute priority 

rule.  Even so, the rulings should not be read as a blanket 

prohibition of senior-class gifting, which continues to be a 

vital part of an overall negotiating strategy in chapter 11.  First, 

the absolute priority rule applies only in cases involving the 

nonconsensual confirmation of a chapter 11 plan—if an inter-

vening class of creditors does not object to a senior-class 
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give-up as a means of achieving consensual confirmation, 

the rule does not come into play.  In addition, cases involving 

carve-outs from recoveries that would otherwise go exclu-

sively to a senior class of secured creditors (as in SPM) are 

far more likely to pass muster under the standards articu-

lated in Iridium and Armstrong.

The Second Circuit did not break new ground in ruling that 

the terms of a pre-plan settlement should comply with the 

absolute priority rule.  In fact, the Iridium ruling is more flex-

ible than at least one prior circuit-court precedent.  In In re 

AWECO, Inc., the Fifth Circuit held that the absolute prior-

ity rule must apply to pre-plan settlements, concluding 

that “a bankruptcy court abuses its discretion in approv-

ing a [pre-plan] settlement with a junior creditor unless the 

court concludes that priority of payment will be respected 

as to objecting senior creditors.”  In Iridium, the Second 

Circuit declared that the rule stated in AWECO is “too rigid,” 

emphasizing that “a rigid per se rule cannot accommodate 

the dynamic status of some pre-plan bankruptcy settle-

ments.”  Instead, the Second Circuit determined that a pre-

plan settlement may deviate from the Bankruptcy Code’s 

priority rules if the “remaining factors weigh heavily in favor 

of approving a settlement” and the court clearly articulates 

the reasons for approving it.  At this juncture, it remains to 

be seen what kinds of settlement agreements would pass 

muster under the Second Circuit’s unique formulation of the 

“fair and equitable” standard.
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Avoiding Forfeiture of Estate Causes 
of Action Triggered by Conversion to 
Chapter 7
Benjamin Rosenblum

The ability to borrow money during the course of a bank-

ruptcy case is an important tool available to a chapter 11 

debtor-in-possession (“DIP”).  Oftentimes, the debtor’s 

most logical choice for a lender is one with an existing pre-

bankruptcy relationship with the debtor.  As a condition to 

making new loans, however, lenders commonly require the 

debtor to waive its right to pursue avoidance or lender lia-

bility actions against the lender based upon pre-bankruptcy 

events.  Normally, this type of waiver does not prohibit offi-

cial creditors’ committees from bringing these causes of 

actions, derivatively, on behalf of the estate—but the waiver 

provision may limit the amount of time that the committee 

has to bring these claims.

An interesting issue arises when the case does not go as 

well as planned and converts from a chapter 11 reorgani-

zation to a chapter 7 liquidation.  Suppose the chapter 7 

trustee wants to prosecute an avoidance action against the 

lender: does the waiver bind the trustee, as the successor 

to the DIP, or does the trustee succeed to the rights of the 

creditors’ committee?  The Tenth Circuit Court of Appeals 

recently considered this issue in Hill v. Akamai Tech., Inc. (In 

re Ms55, Inc.).  In a matter of first impression for the circuit, 

the court ruled that the only rights a chapter 7 trustee inher-

its from a creditors’ committee are derivative of the debtor’s 

rights and therefore are barred if waived by the debtor.

Avoidance Powers and Standing to Sue

A bankruptcy trustee is endowed with the authority to avoid 

and recover certain transfers for the benefit of the estate.  

Among other things, this authority includes the power to 

bring fraudulent transfer and preference actions.  The 

DIP—a concept that can be characterized as a union of the 

debtor with the estate—has substantially all of the same 

powers and rights as a bankruptcy trustee.  Accordingly, it 

is the DIP’s role to prosecute avoidance actions, in the first 



17

instance.  However, in some cases, this task may be shifted 

to the shoulders of another in keeping with the concept of 

“derivative standing.”

An official committee of unsecured creditors is appointed in 

almost every large chapter 11 case.  Although such a com-

mittee has no power under the Bankruptcy Code to bring 

avoidance actions in its own right, most courts have held 

that a committee may pursue such actions in the name of 

the estate where, for example, the DIP or trustee unjustifi-

ably refuses to prosecute colorable claims.  Still, in such 

circumstances, the committee’s ability to pursue avoidance 

claims is merely derivative of the DIP’s rights, and any recov-

ery is for the benefit of the bankruptcy estate.

The Bankruptcy Code does not explicitly state when, if ever, 

a creditors’ committee ceases to exist.  Nonetheless, most 

courts conclude that a committee dissolves upon conver-

sion of the case from chapter 11 to chapter 7.  Upon con-

version, the debtor and the estate are divorced, resulting in 

two separate and distinct entities: a debtor (now out of pos-

session) and a chapter 7 trustee.  Importantly, however, the 

chapter 7 trustee is bound by the acts of its predecessor, 

the DIP, because, as the Eighth Circuit Court of Appeals has 

stated, “[c]reditors must be able to deal freely with debtors-

in-possession, within the confines of the bankruptcy laws, 

without fear of retribution or reversal at the hands of a later 

appointed trustee.”

Yet this seemingly clear principle blurs when applied to a 

situation where a DIP waives estate causes of action against 

a post-petition lender with the reservation that the creditors’ 

committee may still pursue such actions derivatively.  This 

confusion is due, in part, to the fact that this arrangement 

is somewhat awkward; the DIP, as the representative of the 

bankruptcy estate, agrees to waive certain estate causes of 

action, but such actions can still be maintained by another 

party in the estate’s name.  Nonetheless, such waivers are 

routine in DIP financing orders.  Accordingly, it is important 

to know whether a subsequent chapter 7 trustee is bound 

by the DIP’s waiver or whether the trustee can inherit the 

derivative rights of the creditors’ committee.

There is authority that suggests that if a committee files a 

complaint on behalf of the estate prior to being disbanded, 

the cause of action may be inherited by a chapter 7 trustee.  

For example, in Official Unsecured Creditors’ Committee v. 

Rachles (In re S. Rachles, Inc.), a creditor’s committee com-

menced avoidance actions against an individual transferee 

shortly before the case converted to chapter 7.  Although 

the trustee filed his own complaint seeking to avoid the 

transfer, a question arose as to whether the trustee’s com-

plaint was timely filed, so the trustee sought to be substi-

tuted as plaintiff in the adversary proceeding filed by the 

committee.  The court permitted the substitution, emphasiz-

ing that the proceeding was commenced by the committee 

on behalf of the estate.

Unsecured committees may be forced to take a 

hard look at potential causes of action against DIP 

lenders earlier in the chapter 11 process to ensure 

that litigation involving colorable claims is filed as 

soon as possible because of the risk of forfeiture 

upon conversion.

Suppose, however, the obstacle confronting the trustee 

was not a statute of limitations, but instead, a waiver on the 

part of the DIP, and suppose further that the committee was 

authorized but failed to commence the action before the 

case was converted.  Could the chapter 7 trustee still suc-

ceed to the committee’s rights under those circumstances?  

The Tenth Circuit recently addressed this issue in Ms55.

The Tenth Circuit’s Ruling in Ms55

Ms55, Inc. (“Ms55”), filed a chapter 1 1 petition in July of 

2001 in the United States Bankruptcy Court for the District 

of Colorado.  Shortly afterward, Ms55 filed a motion seek-

ing authorization to use its cash on hand, which was subject 

to security interests held by certain of pre-petition secured 

creditors, and to incur additional post-petition indebted-

ness.  Akamai Technologies (“Akamai”) had previously pro-

vided secured financing to Ms55.  An official committee 
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of unsecured creditors was appointed in August of 2001.  

Later that month, the bankruptcy court entered a final order 

approving Ms55’s financing motion.  Included in the financ-

ing order was a provision that shielded secured creditors, 

such as Akamai, from “any and all claims,” except those that 

could be brought by the creditors’ committee.  The financing 

order contained other provisions confirming that it bound 

parties other than Ms55 and was intended to survive con-

version to a chapter 7 case.

The case converted to chapter 7 two years later, and a 

trustee was appointed.  Almost a year afterward, the trustee 

commenced an adversary proceeding against Akamai seek-

ing to avoid alleged fraudulent and preferential transfers.  

Akamai moved for summary judgment, claiming that such 

actions were barred by the financing order.  The bankruptcy 

court denied Akamai’s motion but was reversed on appeal 

by the district court.  The trustee appealed the ruling to the 

Tenth Circuit.

The court of appeals upheld the reversal.  Noting that there 

were essentially two questions before it, the Tenth Circuit 

first set out to determine whether, as a contractual mat-

ter, Ms55, as a DIP, waived its right along with the right of 

the chapter 7 trustee to bring avoidance actions against 

Akamai.  After determining that it did, the court then con-

sidered whether the trustee could still exercise the authority 

reserved to the creditors’ committee in the financing order 

to bring such a claim.

In addressing this question, the court observed that “the 

bankruptcy trustee has no greater rights than the debtor 

has.”  The court also emphasized that a creditors’ commit-

tee does not have its own right to bring avoidance actions.  

Instead, the Tenth Circuit explained, when a creditors’ com-

mittee is allowed to bring an avoidance action, it is solely 

in the name of the debtor.  Moreover, upon conversion, 

the court noted, the creditors’ committee ceases to exist.  

According to the Tenth Circuit, because, as a contractual 

matter under the waiver provision, the only party able to 

bring such a claim is the creditors’ committee, and because 

the creditors’ committee no longer exists, there simply is no 

party that can bring the action.  In other words, the court 

remarked, “[t]he derivative rights exist like a sword in a 

stone, but there is no Arthur to claim them.”

Analysis

The Tenth Circuit’s ruling is undoubtedly a welcome devel-

opment for post-petition lenders intent upon limiting their 

potential exposure arising from pre-bankruptcy financing 

relationships with a company that has sought chapter 1 1 

protection.  From a post-petition lender’s perspective, the 

decision highlights the importance of strong waiver lan-

guage that is broad enough to cover claims brought by any 

trustee appointed in the case (either a chapter 7 or a chap-

ter 11 trustee).

On the other side of the coin, the message borne by the 

decision for committees is that the risk of forfeiting estate 

causes of action against post-petition lenders in the event 

of conversion can be minimized by harder bargaining at the 

inception of a chapter 11 case to ensure that any waiver lan-

guage in a DIP financing order expressly reserves the right 

to sue to a chapter 7 trustee, any chapter 7 creditors’ com-

mittee, or any other entity created for the purpose of pros-

ecuting causes of action on behalf of the estate, such as a 

litigation trust (a strategy that was recently attempted without 

success in the chapter 11 case of World Health Alternatives, 

Inc.).  Alternatively, creditors’ committees may be forced to 

take a hard look at potential causes of action against DIP 

lenders earlier in the chapter 11 process to ensure that liti-

gation involving colorable claims is filed as soon as possible 

because of the risk of forfeiture upon conversion.

Given the facts of the case before it, the Tenth Circuit did 

not address whether the waiver would have precluded 

a chapter 1 1 trustee from suing Akamai on behalf of the 

estate.  As a general rule, the acts of a DIP are binding on 

any trustee subsequently appointed in chapter 11 or chap-

ter 7.  Under certain circumstances, however, a bankruptcy 

court will scrutinize agreements entered into by a debtor 
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while in possession to determine, for example, whether 

there is evidence of fraud or prejudice to the estate that 

might justify invalidating an agreement or waiver of rights.  

Notwithstanding the general rule, most DIP lenders insist 

upon waiver language in a financing order that expressly 

extends the scope of a waiver to include any trustee subse-

quently appointed in the bankruptcy case.
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