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 rights Offerings in bankruptcy: MOre than new capital
Daniel p. Winikka and paul m. green

over the past decade, rights offerings have become a valuable and frequently used 

source of exit financing for chapter 11 debtors. the increased use of rights offer-

ings is, in part, a result of the increased participation of nontraditional, sophisticated 

lenders in the bankruptcy process. Rights offerings are often beneficial to all parties 

involved. the debtor can obtain access to new capital without resorting to secured 

financing, and creditors or prebankruptcy equity security holders can preserve 

their investments in the debtor and obtain enhanced recoveries by investing at a 

discount to the perceived value of the reorganized company. moreover, a success-

ful rights offering can provide a signal to the market that there is healthy optimism 

about the success of the reorganized company.

in addition to providing reorganized debtors with access to new capital, rights offer-

ings are increasingly being used as a tool to effectuate other agendas in a bank-

ruptcy case, including the resolution of valuation disputes and allocating control of 

the new company.

The Basics of RighTs offeRings

in bankruptcy, a rights offering allows a debtor to offer creditors or equity security 

holders the right to purchase equity in the postemergence company, usually at a 

healthy discount to the assumed value of the reorganized enterprise. the class of 

creditors or equity security holders solicited for participation is generally offered 

the right to purchase its pro rata share (i.e., the same percentage that its current 

holdings represent) of the equity available under the offering. Rights offerings typi-

cally involve a solicitation of the eligible creditors or equity security holders either 
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in connection with solicitation of the reorganization plan or 

following confirmation of a plan, but prior to consummation 

of the plan and emergence from bankruptcy. because the 

new equity typically is sold at a discount to assumed value, 

the parties often have a strong incentive to participate in the 

offering to avoid dilution, provided that they believe the offer-

ing price does in fact represent a discount to the value of the 

reorganized entity.

to guarantee that the reorganized debtor’s capital needs 

are met, rights offerings are usually backstopped by a third 

party that agrees to purchase any unsubscribed shares. 

because the debtor’s plan of reorganization is normally prem- 

ised upon raising the financing contemplated by the rights 

offering, obtaining a backstop commitment is typically critical 

to establish the feasibility of the plan at confirmation and to 

avoid the possibility of a substantial loss of time and expense 

soliciting and confirming a plan that is thereafter never con-

summated because sufficient funds have not been raised. 

because there is always the inherent risk that the backstop 

party could be required to purchase a much larger number 

of unsubscribed shares than the party desires, backstop par-

ties typically require payment of a backstop fee, often ranging 

from 3 to 7 percent of the total offering. the backstop party 

will also typically want assurance, through an “overallotment 

right” or otherwise, that it will have the opportunity to purchase 

a certain minimum number of shares. to ensure its protection, 

the backstop party will require that, prior to proceeding with 

any solicitation of the rights offering, the debtor seek court 

approval of the backstop agreement, including the backstop 

fee. the backstop party can often end up with a controlling, or 

at least very influential, equity block. to obtain the most favor-

able terms, debtors often shop the backstop right, sometimes 

through an informal auction process.

one of the most heavily negotiated terms of the backstop 

agreement will be a “material adverse change” provision. often 

there are months between the time the backstop agreement 

is signed and the consummation of the rights offering, and it 

can be challenging to define, and reach agreement on, what 

unexpected adverse developments might permit the backstop 

party to terminate the backstop commitment.

a rights offering may include “oversubscription” or overallot-

ment rights. oversubscription rights allow existing creditors 

or equity holders to purchase more than their pro rata shares 

if unsubscribed securities are available, while overallotment 

rights permit holders to purchase additional securities even 

when the offering is fully subscribed. the use of oversub-

scription/overallotment rights in connection with backstop 

rights provides debtors with substantial flexibility in the offer-

ing process, facilitating the debtor’s ability to achieve the 

optimal capital and ownership structure upon emergence 

from bankruptcy.

secuRiTies-LaW exeMPTion

another benefit of rights offerings in bankruptcy is the poten-

tial to exempt the new securities from registration with the 

securities and exchange commission (“sec”). Registration is 

typically lengthy and expensive, but bankruptcy code sec-

tion 1145 permits a debtor to issue securities in the reorga-

nized company without registration if certain conditions are 

met. to rely on the securities-law exemption under section 

1145(a)(1), the new offering of securities must be issued: (i) 

under a plan of reorganization; (ii) by the debtor, an affiliate of 

the debtor, or a successor to the debtor; and (iii) in exchange 

for claims against or interests in the debtor, or “principally” 

in exchange for such claims or interests and partly for cash 

or property. section 1145(a)(2) also provides an exemption 

for offerings of securities through warrants, options, rights to 

subscribe, or conversion privileges when the original security 

is issued in compliance with section 1145(a)(1).

to qualify for the exemption when securities are exchanged 

for cash or property in addition to claims or interests, the 

debtor in possession must be careful to ensure that the 

transaction does not appear to be primarily an effort to 

raise fresh capital—in other words, the claims or interests 

exchanged for the right to participate, not the new money 

raised, must be the central aspect of the rights offering. 

under the statute, the exemption is unavailable if the amount 

of cash or property given by a claimant transforms the trans-

action into something other than securities issued “princi-

pally in exchange” for the claims or interests, sometimes 

referred to as the “principally/partly” test. this test raises the 

question: How much cash or property is too much in a sec-

tion 1145(a) transaction?
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the text of section 1145, “principally in exchange,” could be 

read to require simply that the exchange of property and 

cash be less than the amount of the surrendered claim or 

interest. sec no-action letters, however, have suggested that 

“principally in exchange” may require a lower ratio of cash 

to claim or interest value. For instance, in Bennett Petroleum 

Corporation, the sec agreed that the exemption applied to a 

plan of reorganization where the debtor exchanged new pre-

ferred stock for old common stock plus cash. the exchange 

was structured to provide a cash amount equal to 75 percent 

of the value of the interests being surrendered (e.g., cash of 

$75 million compared to old stock tendered with a value of 

$100 million).

similarly, in Jet Florida System, Inc., the sec requested fur-

ther information regarding a plan under which the unsecured 

creditors received new common stock and subscription 

rights, among other things, in exchange for their claims. the 

sec agreed to take no enforcement action with respect to 

the application of the exemption after the debtor established 

that the value of the claims exchanged by the creditors was 

substantially greater than the $2.40 subscription price. as 

in Bennett Petroleum, the ratio of cash value to the value of 

claims exchanged for the new securities was approximately 

75 percent. the sec no-action letters appear to provide a 

safe harbor at 75 percent for meeting the principally/partly 

test; however, a rights offering could have a ratio of more 

than 75 percent (e.g., $95 million in cash raised compared 

to stock surrendered with a value of $100 million) and still 

potentially satisfy the requirements of section 1145.

section 1145, by its own terms, does not exempt transfers to 

underwriters. as a result, shares purchased by the backstop 

party are typically not exempt from registration under section 

1145. thus, to issue new securities to the backstop, the debtor 

usually relies on a private-placement exemption. additionally, 

if the backstop seeks to sell its shares to the public at some 

point in the future, the backstop may separately require the 

reorganized company to go through the registration process 

after the offering has been completed.

use of RighTs offeRings in RecenT cases anD 

ReLaTeD issues

among other uses, rights offerings can be an effective tool 

for junior creditors or equity security holders to bolster their 

position on valuation by demonstrating a willingness and 

financial commitment to invest new money premised on a 

higher valuation—i.e., put their money where their mouths are.

For instance, a proposed rights offering backed by certain 

equity holders was utilized in the gsi group, inc., case: (i) to 

convince the debtors to abandon a plan negotiated with cer-

tain noteholders and premised on a lower valuation; and (ii) 

ultimately to reach a consensual plan on much more favor-

able terms for equity holders. in gsi group, inc., the debt-

ors commenced their chapter 11 cases with a prenegotiated 

plan supported by the holders of the debtors’ $210 million in 

unsecured notes. the prenegotiated plan contemplated that 

the noteholders would receive $95 million in new notes and 

approximately 80 percent of the equity in the reorganized 

entity and that existing shareholders would receive approxi-

mately 20 percent of the new equity. Following several weeks 

of litigation over valuation and the debtors’ subsequently pro-

posed modifications to the plan to improve the treatment of 

equity holders, the equity committee proposed an alternative 

plan premised on a rights offering with a higher enterprise 

value than the plan the debtors and noteholders were seek-

ing to cram down. the rights offering under the alternative 

plan was to be backstopped by one of the shareholders on 

the committee, and the alternative plan proposed to pay 

down a substantial portion of the notes in cash and reinstate 

the balance of the notes. initially, the parties could not come 

to an agreement on a consensual plan because a subgroup 

of noteholders wanted a share of the upside in the reorga-

nized company, as opposed to cash and new notes, and 

there was a fundamental disagreement over the enterprise 

value of the reorganized entity and thus the value of the new 

equity to be distributed under the plan.

ultimately, the valuation dispute was resolved through the 

creative use of the backstop right coupled with a potential 

overallotment right. under the consensual plan, the notehold-

ers agreed to backstop the offering and the equity com-

mittee agreed that the noteholders would have the right to 
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purchase a certain minimum amount of the new equity—even 

if the offering was fully subscribed. because it was antici-

pated that a portion of the existing equity holders would 

elect not to participate in the offering, much of the allotment 

guaranteed to the backstopping noteholders was expected 

to come from equity holders that elected not to participate 

in the offering. Following the completion of the rights offer-

ing under the plan, existing equity holders retained approxi-

mately 86 percent of the stock in the reorganized company, 

and the noteholders received, among other things, the cash 

proceeds from the rights offering and new secured notes. 

as anticipated, the guaranteed minimum equity for the note-

holders was fulfilled in part from existing equity holders that 

chose not to participate, reducing the dilution of the partici-

pating equity holders that believed the shares were worth 

substantially more than the subscription/conversion price.

because participation in a rights offering is often viewed 

as a valuable right, issues have arisen in recent cases over 

the ability to participate, including whether similarly situ-

ated creditors or shareholders are receiving equal treatment 

under a plan.

For instance, in the chapter 1 1 case of Dana corp., the 

debtor reached agreements with its unions and with a finan-

cial sponsor for exit financing. under those agreements, the 

financial sponsor would backstop a rights offering for new 

preferred stock that would include, among other things, con-

sent rights for certain transactions. to make its corporate 

governance manageable, Dana needed to limit the ultimate 

number of new preferred stockholders. in addition, to reach 

the desired result and provide assurance that the preferred 

stock offering would not be materially undersubscribed, the 

financial sponsor negotiated to limit participation in the offer-

ing to sophisticated parties, which would provide greater 

certainty of participation. to effectuate this plan, Dana devel-

oped certain objective criteria for claimants eligible for par-

ticipation, including a requirement that they hold claims 

aggregating a certain minimum amount. ineligible creditors 

and the creditors’ committee objected on the basis that the 

participation right was valuable and was being provided on 

account of the eligible creditors’ claims, thereby resulting in 

unequal treatment of unsecured creditors. Dana contended, 

among other things, that the creditors purchasing the pre-

ferred stock were not receiving that right on account of their 

claims and that the smaller ineligible creditors were likely 

to benefit in any event because larger holders were likely 

to seek to buy smaller claims at a premium if they wanted 

to participate. the issue was eventually settled through the 

provision of an additional settlement fund in which ineligible 

creditors would have the right to share under certain circum-

stances, and Dana raised new capital through an offering 

without creating an unworkable governance structure for the 

reorganized company.

a similar issue regarding the ability to participate arose in 

the chapter 11 case of visteon corp. in visteon, the debtors 

proposed a plan that contemplated, among other things, a  

$950 million rights offering to unsecured noteholders, 

which was oversubscribed by more than $110 million, and 

a $300 million direct-purchase commitment from certain 

noteholders. an ad hoc group of shareholders (representing 

about 20 percent of the outstanding shares) objected to 

plan confirmation on the basis that unsecured creditors were 

receiving more than 100 percent on their claims based on the 

value of the equity being distributed and thereby setting up 

a complex valuation dispute at confirmation. to resolve the 

objection and avoid the cost and delay of the valuation trial, 

the debtors proposed to reimburse the ad hoc shareholder 

group for the professional fees the group had incurred. 

in addition, to further entice the ad hoc group to drop its 

objection and vote in favor of the plan, the noteholders 

agreed to permit the shareholders in the group to participate 

to a very limited degree in the direct-commitment portion of 

the rights offering. no other shareholders were given this right 

to participate. because the equity class as a whole would 

not have voted in favor of the plan without the support of the 

ad hoc group, the settlement avoided cramdown and the 

valuation trial.

the u.s. trustee and certain shareholders objected to the 

plan and settlement on the basis that (i) the settlement 

amounted to a purchase of the ad hoc group’s votes; and 

(ii) the plan did not provide equity holders equal treatment 

as required under section 1123(a)(4) of the bankruptcy code 

because the ad hoc group was receiving different and more 

favorable treatment than other similarly situated sharehold-

ers. the debtors argued that the participation right was not 
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part of the plan treatment, but rather an agreement by the 

investor noteholders to share a portion of their equity pur-

chase commitment to avoid what might otherwise be an 

expensive valuation dispute that could result in a material 

delay, potentially putting the investor noteholders’ equity at 

risk. the court overruled the objections.

Rights offerings were successfully used to effectuate con-

firmation of a plan in each of these cases. Rights offerings 

can also be used, however, to disadvantage certain parties. 

For instance, investment funds may have internal restric-

tions that prevent them from investing additional funds in a 

rights offering. to the extent that part of the real value given 

in exchange for a claim or interest is the right to participate 

in the offering, such parties can be diluted to their disadvan-

tage. Rights offerings could be proposed as leverage against 

such parties in the context of restructuring negotiations.

concLusion

over the past few years, rights offerings have become an 

increasingly important tool for reorganizing debtors. because 

of their inherent flexibility and value, rights offerings can be 

used to resolve disputes and benefit certain parties over 

others, in addition to raising new money for the reorganized 

company. practitioners should be aware that offerings can 

be used both offensively and defensively, and they should 

remain cognizant of the increased creative use of the rights-

offering process to best protect the client’s position.

________________________________
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in re leslie cOntrOls, inc.: the Delaware 
bankruptcy cOurt weighs in On the 
cOMMOn-interest DOctrine
brad b. erens and timothy W. Hoffmann

the “common interest” doctrine allows attorneys represent-

ing different clients with aligned legal interests to share 

information and documents without waiving the work- 

product doctrine or attorney-client privilege. issues involving 

the common-interest doctrine often arise during the course 

of a business restructuring, because restructurings tend to 

involve various constituencies, including the company, the 

official committee of unsecured creditors, secured debt hold-

ers, other creditors, and equity holders whose legal interests 

may be aligned at any one time. as a result, restructuring 

scenarios often produce strange bedfellows, as what would 

otherwise appear to be competing factions work together to 

build a consensus on how to proceed with a restructuring.

In re Leslie Controls, Inc. is the latest decision from the 

Delaware bankruptcy court addressing the common-

interest doctrine. in Leslie, the court determined that the 

common-interest doctrine protected certain prepetition 

communications and documents relating to insurance 

coverage for potential asbestos liabilities that counsel to 

chapter 11 debtor leslie controls, inc., shared with counsel 

to an ad hoc committee of asbestos plaintiffs and counsel 

to a proposed future-claims representative during the course 

of restructuring negotiations. the negotiations eventually 

culminated in a bankruptcy filing and the submission of a 

consensual plan of reorganization.

The coMMon-inTeResT DocTRine

the common-interest doctrine applies only to documents or 

communications that are otherwise protected from discov-

ery under the attorney-client privilege or work-product doc-

trine. as such, rather than establishing an independent basis 

to prevent discovery of communications or documents, the  

common-interest doctrine expands the attorney-client 

privilege and work-product doctrine to allow parties repre-

sented by separate attorneys to share communications and 

documents without losing the protections afforded by the 
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attorney-client privilege or work-product doctrine. to dem-

onstrate successfully that the common-interest doctrine 

applies to a communication or document, three elements 

must be satisfied:

(1) the communication was made by separate parties in the 

course of a matter of common interest;

(2) the communication was designed to further that effort; 

and

(3) the privilege has not otherwise been waived.

as noted by a california bankruptcy court in its 1997 rul-

ing in In re Mortgage & Realty Trust, with respect to the first 

element, the parties must show that “at least a substan-

tially similar legal interest” exists, but complete agreement 

or accord among the parties is unnecessary. “the privilege 

applies where the interests of the parties are not identical, 

and it applies even where the parties’ interests are adverse 

in substantial respects.” in fact, the common-interest doctrine 

may apply between codefendants even if a lawsuit appears 

likely between them sometime in the future. When the par-

ties’ interests diverge, however, the common-interest doctrine 

will not apply to communications involving those matters as 

to which the parties fail to possess a common interest.

to satisfy the second element, the parties must demonstrate 

that the purpose of the communication at issue was to further 

the common interest shared among the parties. stated oth-

erwise, the existence of a theoretical common interest is not 

sufficient; parties must affirmatively demonstrate a collective 

cooperation in the development of a shared legal strategy.

Finally, the third element requires the parties not to have 

otherwise waived the attorney-client privilege or protections 

afforded under the work-product doctrine.

LesLIe ConTRoLs

Leslie Controls involved a discovery dispute between cer-

tain insurance companies and the debtor, a manufacturer 

of industrial water heaters, control systems, and regulators 

based in tampa, Florida. the insurance companies provided 

insurance coverage for various asbestos liabilities of the 

debtor. those asbestos liabilities ultimately led the debtor to 

file for chapter 11 protection in Delaware in July 2010.

prior to filing for bankruptcy, the debtor engaged in negotia-

tions with an ad hoc committee of asbestos plaintiffs and a 

proposed future claimants’ representative regarding a poten-

tial plan of reorganization. During the course of these negoti-

ations, the debtor shared various documents with the ad hoc 

committee and the proposed future-claims representative, 

including a memorandum prepared by the debtor’s insur-

ance coverage lawyers. the memorandum addressed how 

various legal positions taken by the insurance companies 

would impact creditor recoveries under a plan of reorgani-

zation. the sharing of the memorandum, other documents, 

and communications occurred, in part, prior to the time that 

the debtor, the ad hoc committee, and the proposed future-

claims representative reached an agreement on the terms of 

a chapter 11 plan.

the debtor asserted that the memorandum and other docu-

ments and communications among itself, the ad hoc com-

mittee, and the proposed future-claims representative were 

protected from discovery under the common-interest doc-

trine. the bankruptcy court agreed with the debtor.

before issuing its opinion, the court conducted an in cam-

era review of the memorandum, related documents, and 

other communications and concluded that the items were 

all subject to either the attorney-client privilege or the work- 

product doctrine. accordingly, the sole remaining issue 

involved whether the debtor’s sharing of the documents and 

other communications caused a waiver of the privilege or 

whether the documents and communications remained pro-

tected from discovery under the common-interest doctrine.

in its analysis of the common-interest doctrine, the court first 

determined that the debtor, the ad hoc committee, and the 

proposed future-claims representative all shared a com-

mon legal interest, disagreeing with the insurance compa-

nies’ argument that the parties shared, at most, a common 

commercial interest, which may be insufficient to assert a 

privilege under the common-interest doctrine. in making 

this determination, the court noted that a party asserting 

the common-interest doctrine must provide evidence that a 

legal interest is implicated. the debtor, the ad hoc commit-

tee, and the proposed future-claims representative, the court 

observed, shared an interest in “preserving and maximizing 
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the insurance proceeds available to pay asbestos claims.” 

according to the court, this was an inherently legal interest, 

because it involved an analysis of the insurance policies and 

related documents, in addition to insurance, contract, and 

bankruptcy law.

the bankruptcy court next turned to the question of whether 

the debtor, the ad hoc committee, and the proposed future-

claims representative shared a common interest. the insur-

ance companies asserted that the parties could not have 

shared a common interest prior to reaching an agreement 

on a chapter 11 plan structure. the insurance companies but-

tressed this argument by stating that during the course of 

negotiations, the sole interest of the ad hoc committee and 

the proposed future-claims representative was to maximize 

recoveries for their respective creditor constituencies, and 

therefore their interests were diametrically opposed.

the bankruptcy court noted that the insurance companies’ 

position on this point would essentially create a per se rule 

that parties engaged in negotiations could never share a 

common interest. although the court acknowledged that 

some case law exists to support this position, it explained 

that other case law, including the third circuit’s 2007 ruling in 

In re Teleglobe Comm. Corp., which involved the negotiation 

of a merger agreement, supports a contrary conclusion.

after concluding that a case-by-case approach is appropri-

ate for assessing the issue, the Leslie court determined that 

the debtor, the ad hoc committee, and the proposed future-

claims representative shared the requisite common interest. 

in reaching this conclusion, the court cited to a new Jersey 

district court’s 2008 ruling in Louisiana Municipal Police 

Employees Retirement System v. Sealed Air Corp., a case 

that addressed whether parties shared a common interest in 

the context of a class-action lawsuit for alleged violations of 
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securities laws. the focus of the litigation in Sealed Air was 

the solvency of chemical conglomerate W.R. grace & co. at 

the time it engaged in a major corporate transaction with 

sealed air corporation (“sac”). the plaintiff sought the pro-

duction of documents relating to potential asbestos liabilities 

that the companies shared between themselves while nego-

tiating the transaction. sac asserted that the documents 

were privileged and subject to the common-interest doctrine. 

the district court agreed with this position, stating that “the 

fact that the parties were on adverse sides of a business 

deal . . . does not compel the conclusion that the parties did 

not share a common legal interest.”

Leslie Controls provides parties participating in plan 

negotiations some reassurance that sharing docu-

ments during the course of such negotiations will 

not make the materials subject to discovery in later 

litigation.

Following the court’s analysis in Sealed Air, the Leslie court 

concluded that although the debtor, the ad hoc committee, 

and the proposed future-claims representative had conflict-

ing interests in attempting to maximize their respective con-

stituencies’ recoveries, they shared with the debtor a common 

interest in maximizing the collective pool of assets, including 

any insurance proceeds. as such, the court concluded, the 

necessary common interest existed among the parties.

concLusion

Debtors and their respective creditor constituencies often 

engage in negotiations prior to and during a chapter 1 1 

case in an attempt to achieve a consensual restructur-

ing. equally common is litigation over the confirmation of a 

chapter 11 plan. therefore, the ability of debtors and their 

various creditor constituencies to share information during 

plan negotiations without losing the protections afforded by 

the attorney-client privilege or work-product doctrine in sub-

sequent litigation is an important issue. in this regard, Leslie 

Controls provides parties participating in plan negotiations 

some reassurance that sharing documents during the course 

of such negotiations will not make the materials subject to 

discovery in later litigation.

________________________________
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texas rangers: a big change-up On 
iMpairMent?
erica m. Ryland and mark g. Douglas

the concept of “impairment” of a claim under a chapter 11 

plan for the purpose of determining whether the claim-

ant has the right to vote on the plan has evolved since the 

bankruptcy code was first enacted in 1978. a noteworthy 

step in that development was the subject of a ruling handed 

down earlier this year by the bankruptcy court overseeing the 

whirlwind chapter 11 case of major league baseball’s texas 

Rangers. in In re Texas Rangers Baseball Partners, the 

court held that, in order to render a secured creditor’s claim 

“unimpaired,” a chapter 11 plan need not honor all of the 

creditor’s contractual rights, so long as the creditor retains 

the right to sue the debtor for breach of the contract.

VoTing RighTs anD iMPaiRMenT of cLaiMs

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. Depending on the provisions 

of the plan, classes of creditors, shareholders, and other 

stakeholders are provided with a voice in the confirmation 

process through the bankruptcy code’s plan-voting pro-

cedures. generally, holders of allowed claims and interests 

have the right to vote to accept or reject a chapter 11 plan. 

claimants or interest holders whose claims or interests are 

not “impaired,” however, are deemed conclusively to accept 

the plan, and those who receive nothing under a plan are 

deemed to reject it; in neither instance are they entitled to 

vote on the chapter 11 plan.

section 1124 of the bankruptcy code provides that a class of 

claims or interests is impaired under a chapter 11 plan unless 

the plan either: (1) “leaves unaltered the legal, equitable, and 

contractual rights to which such claim or interest entitles the 

holder of such claim or interest;” or (2) notwithstanding any 

contractual right to accelerated payment, reinstates the origi-

nal maturity date of the obligation, cures outstanding defaults 

(with certain exceptions), compensates the claimant or inter-

est holder for damages suffered in reasonably relying on the 

default provision, and otherwise leaves unaltered the legal, 

equitable, or contractual rights of the claimant or interest 

holder. the plan itself must be the source of the impairment. 

if a creditor’s legal rights or remedies are altered by opera-

tion of a provision in the bankruptcy code (e.g., the statu-

tory cap on a landlord’s claim for damages resulting from 

the rejection of a lease) rather than the plan, its claim will be 

deemed unimpaired.

section 1124 originally included a third option for rendering a 

claim unimpaired under a chapter 11 plan: by providing the 

claimant with cash equal to the allowed amount of its claim. 

this option was removed by the bankruptcy Reform act of 

1994. the amendment expressly overruled a new Jersey 

bankruptcy court’s 1994 decision in In re New Valley Corp. 

in New Valley, the court ruled that unsecured creditors of 

a solvent debtor that are to be paid in full in cash under a 

chapter 11 plan are unimpaired even though the plan does 

not provide for the payment of postpetition interest on their 

claims. the 1994 amendment permits creditors that are not to 

receive postpetition interest under a plan to vote against the 

plan. assuming that the class of creditors rejects the plan, it 

can be confirmed only if the plan satisfies the “cramdown” 

standards in section 1129(b). also, because their claims are 

impaired, these creditors are entitled to the protection of the 

“best interests of creditors” test in section 1129(a)(7), which 

requires that they receive or retain at least as much under a 

chapter 11 plan as they would receive in a hypothetical chap-

ter 7 liquidation of the debtor. since the 1994 amendment, 

most courts considering the issue have held that payment in 

full in cash with postpetition interest at an appropriate rate 

constitutes unimpairment under section 1124(1).

Whether or not a claim is impaired, therefore, will determine 

voting rights, and 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 “cram-

down” requirements to achieve confirmation. creditors hold-

ing a blocking position, or having sufficient influence to create 

one through dealmaking with other creditors, commonly use 

the resulting leverage to maximize their recoveries under the 

plan, sometimes at the expense of creditors that lack the 

same negotiating power. in some cases, the accumulation 

of claims and voting power can even be an effective means  

of gaining control of a company in chapter 11.
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as demonstrated by the bankruptcy court’s ruling in Texas 

Rangers, the impairment question may also have a signifi-

cant impact on whether the debtor or its assets can be sold 

as part of an overall chapter 11 restructuring and exit strategy.

Texas RangeRs

until this year, the texas Rangers enjoyed the dubious dis-

tinction of being one of only three major league baseball 

franchises to have never played in the World series. on 

may 24, 2010, the club also became one of only three major 

league baseball teams to file for bankruptcy protection 

(joining the baltimore orioles and the chicago cubs, which 

filed for chapter 11 protection in 1993 and 2009, respectively). 

the ensuing bankruptcy courtroom drama captivated the 

u.s. media (sports, financial, and otherwise) during the three 

months following the filing. it finally culminated on august 5, 

2010, when the bankruptcy court approved an auction sale 

of the ball club for $590 million ($380 million in cash and 

the remainder in assumed liabilities) to Rangers baseball 

express llc (“express”), a consortium headed by pittsburgh 

sports lawyer chuck greenberg and Rangers team president 

nolan Ryan. express prevailed over the competing bid of 

Radical baseball llc, a group formed by Houston business-

man Jim crane (who had unsuccessfully attempted to buy 

the Houston astros) and Dallas mavericks owner mark cuban 

(who had unsuccessfully attempted to buy the chicago 

cubs). the fireworks along the way, however, included a con-

troversial development in bankruptcy jurisprudence regard-

ing the concept of impairment under section 1124(1) of the 

bankruptcy code.

texas Rangers baseball partners (the “debtor”) was a texas 

general partnership of which Rangers equity Holdings gp, 

llc (“ReHgp”), was a 1 percent general partner and Rangers 

equity Holdings, l.p. (“ReHlp” and, together with ReHgp, the 

“Rangers equity owners”), was a 99 percent general partner. 

the Rangers equity owners are indirect subsidiaries of Hsg 

sports group, llc (“Hsg”), which, through other subsidiaries, 

has interests in other professional sports franchises. Hsg is 

largely owned and controlled by prominent texas entrepreneur 

thomas o. Hicks (“Hicks”), who acquired the debtor in 1998.

Hsg is indebted to a consortium of banks (the “lenders”) for 

$525 million. the debtor guaranteed $75 million of that obliga-

tion on a secured basis under a pledge and security agree-

ment. the debtor was never profitable after being acquired 

by Hicks, who determined in 2008 to sell the ball club to 

avoid additional losses. He eventually identified express as 

a potential purchaser, at a purchase price of approximately 

$463 million.

Hsg defaulted on the loans in march 2009. in the meantime, 

the debtor entered into loan agreements with the office 

of the commissioner of baseball (“cob”) to cover operat-

ing shortfalls. the debtor borrowed a total of $20 million 

from cob. the loan agreements gave cob certain rights 

regarding any anticipated sale of the debtor. in addition, the 

major league constitution (the “mlc”), which governs major 

league baseball franchises, limits any club’s discretion in 

selecting a prospective purchaser. cob took the position 

that the mlc and its prepetition loan agreements with the 

debtor barred any sale of the debtor without the approval of 

cob and the requisite percentage of owners of other major 

league baseball franchises.

the lenders also claimed the right to pass on any sale of 

the debtor under the pledge and security agreement, which 

expressly gave the agent bank: (i) the power to control the 

equity interests of the Rangers equity owners following a 

default; and (ii) approval rights as to any sale of the debtor. 

exercising these rights, the lenders declined to approve the 

sale of the debtor to express, claiming that potential pur-

chasers existed that would pay more for the debtor than the 

$463 million offered by express. the cob had preliminarily 

approved the sale to express, but the transaction still had 

to be approved by a vote of 75 percent of the major league 

baseball owners.

Faced with an impasse, the debtor filed for chapter 11 pro-

tection on may 24, 2010, in Fort Worth, texas. on the petition 

date, it also filed a “prepackaged” chapter 11 plan to consum-

mate the sale transaction with express. the plan provided 

that the lenders were to be paid $75 million “in full satisfac-

tion” of their secured claims under the pledge and security 

agreement. it stated that the lenders’ claims were unimpaired 

under section 1124(1) of the bankruptcy code, such that the 

lenders were not entitled to vote on the plan.

the lenders argued that, due to Hsg’s default, no sale of the 

debtor could be agreed to by the Rangers equity owners 
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without their acquiescence. they also contended that pay-

ment under the plan of the capped guarantee amount of 

$75 million would not equate to unimpaired treatment under 

section 1124(1). to render their claims unimpaired, the lend-

ers claimed, the debtor was required to comply with all of the 

terms of the pledge and security agreement, including the 

agent bank’s right to veto a sale in the event of a default.

The BankRuPTcY couRT’s RuLing

For the typical unsecured creditor, the bankruptcy court 

explained, compliance with section 1124(1) requires only that 

the creditor receive full payment of its claim on the effec-

tive date of the plan plus interest—precisely as if a judgment 

on the debt were “entered immediately following the plan’s 

effective date.” However, the court noted, the lenders in this 

case had rights vis-à-vis the debtor, which, as part of the 

Hsg family of entities, assumed obligations to the lenders 

in addition to guaranteeing up to $75 million of Hsg’s debt. 

“in order for the lenders to be unimpaired,” the court wrote, 

“their treatment under a plan must recognize and preserve 

those rights.”

even so, the court concluded that section 1124(1) does not 

require the plan to grant the lenders an effective veto right 

over any proposed sale. First, the court explained, unlike sec-

tion 1124(2), which demands a cure of defaults, section 1124(1) 

is “prospective,” requiring merely that an unimpaired creditor 

be able to exercise all of its rights vis-à-vis the debtor after 

the effective date:

under the plan . . . , the sale of the Rangers will 

occur on the effective date. . . . thereafter, the 

lenders, if treated under section 1124(1), must be 

able to exercise their rights under their loan docu-

ments vis-à-vis Debtor (though those rights may 

have lost much of their usefulness) and other mem-

bers of the Hsg family.

as the sale of the Rangers will have been consum-

mated at that point, however, the lenders’ rights 

under the pledge agreement will not affect the 

sale. as would be the case with a breach outside of 

bankruptcy, except to the extent the code excuses 

such a breach as a matter of law, if the lenders are 

damaged by the actions of Debtor or the Rangers 

equity owners or their parents through a pre-effec-

tive date failure to honor the lenders’ rights under 

[the loan documents] . . . , they may assert in this 

court a claim against Debtor for their damages or 

pursue its affiliates in an appropriate forum.

the court explained that, if the veto powers of the lenders 

were deemed “interests” in property within the meaning of 

section 363(f) or (h) of the bankruptcy code, “the court might 

conclude that unimpairment requires recognition of those 

rights in connection with any transaction consummated 

pursuant to the plan.” However, it emphasized, because the 

trustee could sell the debtor’s assets under section 363(b) 

without complying with those veto rights and “without pro-

tecting the lenders as to such provisions under section 

363(f) or (h), the court concludes that a failure to honor those 

provisions in the plan or the . . . [asset purchase agreement] 

does not alone amount to impairment.”

next, the court reasoned, rules of statutory construction sup-

port its conclusion that section 1124(1) does not require the 

lenders’ veto rights to be honored. according to the court, 

the fact that, unlike in section 1124(1), congress expressly 

provided in section 1124(2) that unimpaired treatment must 

include a cure of defaults indicates that “the intent of legis-

lators was that unimpaired treatment under [section 1124(1)]  

. . . would include . . . allowing the class so treated to pursue 

remedies not otherwise in conflict with the code, the plan, or 

bankruptcy court orders for defaults existing as of the effec-

tive date.”

third, the court noted, permitting the agent bank to exercise 

its veto power would give the lenders “a degree of control 

over the conduct of this case that is inconsistent with the 

code and contrary to public policy.” a sale of the debtor, the 

court emphasized, whether under section 363 or a plan, is a 

transaction undertaken by the debtor in possession in its role 

as a fiduciary. it would be “inconsistent with the authority and 

responsibility conferred on that fiduciary by law,” the court 

wrote, “to give effect to a contractual provision that would 

frustrate its performance of its fiduciary duties.”
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Fourth, the court explained, in order for the agent bank to 

exercise its veto rights prior to confirmation, it would need 

to obtain relief from the automatic stay. to construe section 

1124(1) as permitting the lenders to invoke those rights prior 

to the effective date of the plan, the court observed, “would 

be tantamount to requiring . . . allowing enforcement by a 

creditor of its ‘legal, equitable, and contractual rights’ prior to 

confirmation of the plan by the court and the binding effec-

tiveness of the creditor’s plan treatment.”

Finally, the court wrote, if the lenders were allowed to block 

a sale by exercising their veto rights, the debtor, “a solvent 

entity, notwithstanding payment in full of all of its monetary 

obligations, could only confirm a plan that was acceptable to 

the lenders or through cramdown by artificial impairment of 

another class of creditors.” according to the court, it would 

be “inconsistent with public policy to construe the code in 

a fashion that encourages debtors to deal with creditors by 

artificial impairment when such creditors could otherwise be 

left unimpaired.”

the court ultimately ruled that, in order for the plan to be 

confirmed without the lenders’ acceptance, or absent compli-

ance with the cramdown requirements of section 1129(b), “the 

treatment of the lenders must be modified to allow them to 

exercise their rights under the loan documents following the 

effective date.”

the bankruptcy court approved procedures to govern an 

auction of the ball club shortly afterward. express was the 

prevailing bidder but ended up paying $130 million more for 

the debtor than its original $463 million offer. after approv-

ing the sale, the court confirmed the debtor’s chapter 11 plan 

on august 23. the court found that only the classes of equity 

(consisting of the interests of ReHlp and ReHgp) were 

impaired by the plan. thus, even though the lenders were not 

permitted to exercise their sale-veto rights, their claim under 

the pledge and security agreement was deemed unimpaired.

ouTLook

the court’s analysis and conclusions concerning this issue 

leave a number of important questions unresolved. For 

example, according to the court, any claim for damages that 

the lenders might have for breach of the pledge and secu-

rity agreement can be prosecuted against the debtor in the 

bankruptcy court or against the Rangers equity owners in an 

appropriate forum. this claim could be a prepetition claim 

(because it arises under a prepetition contract), a postpeti-

tion claim (as the breach did not occur until approval of the 

sale), or a claim against the reorganized debtor.

the court did not offer any guidance on this issue. it may 

have believed that any such claim—regardless of its legal 

character from a bankruptcy perspective—is meritless. the 

court observed in a footnote that “[t]he court does not mean 

to imply that it believes that the lenders have such a claim.” 

the debtor’s chapter 11 plan ignores it altogether. neither the 

plan, its accompanying disclosure statement, nor the order 

confirming the plan discusses the possibility (as part of the 

feasibility of the plan or otherwise) that the lenders might be 

awarded a substantial judgment on such a damages claim.

the court’s observations concerning the possibility that the 

lenders’ claim might be impaired if their veto powers were 

deemed “interests” within the meaning of section 363(f) or 

(h) are also curious. sections 363(f) and (h) address, respec-

tively, sales “free and clear of any interest in such property of 

an entity other than the estate” and sales of an “interest” of a 

co-owner in property jointly owned by the debtor. it is difficult 

to determine how the lenders’ sale-veto power would qualify 

as an “interest” under either of these provisions. moreover, 

the idea that the trustee could sell the debtor’s assets under 

section 363(b) “without protecting the lenders as to such 

provisions under section 363(f) or (h)” flatly contradicts the 

express language of those provisions as well as accepted 

practice and case law.

the court’s ruling would appear to have been motivated 

partially by its perception that the lenders were using the 

veto rights as leverage to hold up the sale process and 

extract more value than the $75 million to which they were 

entitled because they realized that ReHgp and ReHlp were 

empty pockets. Regardless, on the issue of impairment 

under section 1124(1), Texas Rangers raises more questions 

than it answers.
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in re Quigley cOMpany, inc.: new yOrk 
bankruptcy cOurt Denies cOnfirMatiOn 
Of prOpOseD chapter 11 asbestOs plan
brad b. erens

the early 2000s witnessed a wave of chapter 11 filings by 

entities with liability for asbestos personal-injury claims. the 

large number of filings was matched by the variety of legal 

strategies that companies pursued to address their asbestos 

liabilities in chapter 1 1. the chapter 1 1 case of Quigley 

company, inc. (“Quigley”), was one of the last large asbestos 

cases to file in the 2000s and represents one of the more 

interesting strategies for dealing with asbestos liabilities in 

chapter 11. the bankruptcy court for the southern District of 

new york, however, recently struck down this strategy and 

denied confirmation of the debtor’s proposed chapter 11 plan.

The QuigLeY asBesTos sTRaTegY

Founded in the early part of the 20th century, Quigley manu-

factured various products throughout its history, including 

certain products that contained asbestos. the company was 

acquired by pfizer, inc. (the “parent”), in 1968, and the trans-

fer of its assets out of the company in the early 1990s made 

it essentially a nonoperating shell company for more than a 

decade. by the time it filed for chapter 11 in september 2004, 

Quigley had faced approximately 411,000 asbestos personal-

injury claims, of which about 212,000 were pending or threat-

ened. the parent was also a defendant in approximately 

280,000 of the actions that had been filed against Quigley, in 

most cases simply because it was Quigley’s parent company.

Quigley serves as a reminder that courts may 

closely scrutinize the chapter 11 plans of distressed 

subsidiaries if the plan is perceived to have been 

formulated by, and for the primary benefit of, the 

parent company.

prior to 2003, the parent typically settled asbestos claims 

against Quigley and procured a release for itself in connec-

tion with such settlements for little or no additional consid-

eration. During 2003, with Quigley’s insurance diminishing 
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and litigation increasing, the parent adjusted its approach. 

the parent undertook to settle its own derivative liability for 

asbestos claims against Quigley and made its settlement 

payments contingent upon confirmation of a chapter 11 plan 

for Quigley that protected the parent from all future derivative 

liability under section 524(g) of the bankruptcy code.

section 524(g) establishes a procedure for dealing with 

future personal-injury asbestos claims against a chapter 

11 debtor. the procedure entails the creation of a trust to 

pay future claims and the issuance of an injunction to pre-

vent future claimants from suing the debtor and, under cer-

tain circumstances, other entities. all claims based upon 

asbestos-related injuries are channeled to the trust. the 

statute contains detailed requirements governing the nature 

and scope of any injunction issued under section 524(g) in 

connection with the confirmation of a chapter 11 plan under 

which a trust is established to deal with asbestos claims.

the parent’s new approach culminated in the execution of 

global settlement agreements (the “settlement agreements”) 

with a variety of asbestos plaintiff firms representing about 

175,000 clients, primarily in august 2004. the aggregate 

amount of the settlements was approximately $500 mil-

lion. the parent agreed to pay 50 percent of the settlement 

amount on the earlier of December 1, 2005, and confirma-

tion of Quigley’s chapter 11 plan. the second 50 percent was 

also due at confirmation. However, if Quigley solicited votes 

on its chapter 11 plan prior to December 1, 2005, and asbes-

tos claimants did not provide the necessary voting sup-

port for the plan, the second payment was eliminated. the 

settlement agreements settled the parent’s liability, but not 

Quigley’s. the settling asbestos claimants, however, agreed 

that under Quigley’s chapter 11 plan they would receive only 

10 percent of the payment that they otherwise would be due 

from the asbestos trust created by such plan.

When Quigley, after filing for chapter 11 protection in new 

york on september 3, 2004, later solicited votes for its chap-

ter 11 plan, the settling asbestos claimants provided the nec-

essary votes to confirm the plan. However, three law firms 

that had not executed settlement agreements objected. 

these firms argued that the plan had been proposed in bad 

faith and that votes of the settling claimants should not be 

counted on the basis that the parent had acquired such 

votes in connection with the settlement agreements. these 

firms also asserted that the plan should not be confirmed for 

a variety of other reasons, as discussed below.

BankRuPTcY couRT Denies confiRMaTion of The 

QuigLeY PLan

the bankruptcy court agreed with the nonsettling firms and 

denied confirmation of the Quigley plan. the court found that 

the chapter 11 case was a Quigley bankruptcy “only in name.” 

according to the court, the parent had arranged the pro-

ceedings to protect itself from derivative liability for asbes-

tos claims against Quigley and only incidentally to reorganize 

Quigley. Further, the court found that the parent had acquired 

the votes it needed to confirm the Quigley plan through the 

settlement agreements and that, as such, those votes had 

not been procured in good faith. the court concluded that 

the asbestos claimants voted for the plan to obtain their pay-

ments for settling the parent’s liability under the settlement 

agreements, rather than as creditors of Quigley. therefore, 

the court ruled both that the plan was not proposed in good 

faith, as required by section 1129(a)(3) of the bankruptcy 

code, and that the votes of the settling claimants should not 

be counted, as not having been procured in good faith under 

section 1126(e). this caused the plan to fail.

the bankruptcy court also denied confirmation on a variety 

of other grounds. section 524(g) of the bankruptcy code pro-

vides that a court can issue an injunction under a chapter 11 

plan protecting a “third party,” such as the parent, from future 

derivative liability for asbestos claims against a debtor if the 

injunction is “fair and equitable” in light of contributions to the 

plan made by or on behalf of the third party. the court found 

that for such an injunction to be “fair and equitable,” the 

contributions must have some equivalence to the estimated 

liability enjoined. after a lengthy financial analysis, the court 

determined that the present value of the parent’s contribu-

tion was approximately $216 million but that it was being pro-

tected from a liability with a present value of approximately 

$613 million. in the court’s view, therefore, the proposed 

injunction under the Quigley plan to protect the parent was 

not “fair and equitable.”

the bankruptcy court also concluded that the Quigley plan 

violated the bankruptcy code’s “best interest of credi-
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tors” test and the prohibition against disparate treatment 

of similar claims. under the best-interests test, which is set 

forth in section 1129(a)(7), each impaired creditor under a 

plan that does not vote for the plan must receive or retain 

under the plan at least as much as it would receive in a 

hypothetical chapter 7 liquidation of the debtor. since the 

nonsettling asbestos claimants were required under the 

plan to release the parent from its derivative liability, the 

court found that such creditors would fare better in chap-

ter 7, where they would not be enjoined from pursuing the 

parent on their claims. similarly, the court found that non-

settling claimants were being treated differently from set-

tling claimants. settling claimants had already released the 

parent under the settlement agreements, whereas nonset-

tling claimants had not. as such, the court determined that 

nonsettling claimants were giving up additional consid-

eration in exchange for the same distributions as settling 

claimants and thus were being treated differently.

Finally, the court concluded that the Quigley plan was not 

“feasible,” as required by section 1129(a)(11). that section pro-

vides that the court must find that “confirmation of the plan 

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

for further financial reorganization, of the debtor,” except as 

proposed in the plan. prior to its bankruptcy filing, Quigley 

had been a nonoperating entity. However, before the petition 

date, the parent transferred to Quigley the operations that 

were being used to settle asbestos claims against the parent 

and Quigley. this was done to satisfy the “ongoing business 

requirement” of section 524(g) of the bankruptcy code, and 

the court agreed that such requirement was satisfied. under 

the Quigley plan, the parent also agreed to pay Quigley  

$5 million per year for five years to continue to process 

asbestos claims for the parent. Quigley would also perform 

claims-handling work for the asbestos trust created under its 

chapter 11 plan, although such work could be terminated by 

the trust after five years.

given these facts, the court found that Quigley would remain 

a viable, operating entity for five years. according to the 

court, however, Quigley did not demonstrate that it would 

have a viable business thereafter. therefore, the court found 

that its plan did not meet the feasibility requirement of sec-

tion 1129(a)(11) of the bankruptcy code.

Lessons

the bankruptcy court’s decision in Quigley struck down a 

unique strategy pursued in asbestos bankruptcy cases. 

However, chapter 1 1 cases for distressed subsidiaries of 

parent companies are not unique, and Quigley serves as a 

reminder that courts may closely scrutinize the chapter 11 

plans of such subsidiaries if the plan is perceived to have 

been formulated by, and for the primary benefit of, the par-

ent company. the feasibility holding of the court also may 

have general applicability. case law is sparse regarding the 

length of time that a debtor must demonstrate it will be able 

to operate for it to meet the feasibility requirement of the 

bankruptcy code. Quigley provides one court’s view on that 

issue, at least in the unique circumstances of the case.

________________________________

In re Quigley Co., Inc., 437 b.R. 102 (bankr. s.D.n.y. 2010).
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fOruM shOpping, pOrtable cOMi, anD the 
lessOns Of winD hellas
michael Rutstein and linton bloomberg

no two recessions are the same. the current recession is 

the first one since the effective date of the ec Regulation 

on insolvency proceedings (the “insolvency Regulation”). 

it offers the potentially exciting and dramatic ability for an 

individual or company facing financial disaster to open up 

an atlas and take a good, hard look at a map of europe, then 

rush to the country where the debtor can best restructure 

or where it is best for the debtor to declare bankruptcy or 

enter into a formal insolvency procedure. in legal terms, 

this occurs by a process known as “center of main interests 

migration,” or “comi migration.” one recent example of 

comi migration occurred in the Wind Hellas case, which 

attracted a great deal of colorful press coverage involving 

accusations that england had become a “brothel for 

bankrupts.” in this article, we examine the reasons for comi 

migration, how it was achieved in the Wind Hellas case, 

whether england is in fact a bankruptcy brothel and, if so, 

whether being so is a bad thing.

comi migration is one example of “forum shopping.” the 

wealthy have long taken their pick of where they live, pay 

their taxes, and divorce. u.s. companies have long favored 

incorporating in Delaware even though they may do no busi-

ness there. in a similar vein, england has been a popular 

venue for bringing libel actions and (according to english 

restructuring professionals) offers an ideal environment in 

which to restructure a company due to its respected body 

of insolvency legislation and associated case law, its trusted 

and impartial judiciary, its developed rescue culture, and the 

depth and breadth of its restructuring experience and exper-

tise. compared to many nations, england is arguably both 

a creditor- and debtor-friendly country for those seeking to 

restructure their financial liabilities, even if they have had lit-

tle connection with the country before. Wind Hellas certainly 

shared this view.

WInD HeLLAs

Wind Hellas is one of greece’s largest telecom groups, with 

more than 5 million customers, 400 stores in greece, and 

revenue exceeding €1 billion a year. in the summer of 2009, 

a luxembourg-registered entity, Hellas telecommunications 

(luxembourg) ii s.c.a (“Htl”), which held the group assets 

(comprising shares in operating companies), migrated its 

comi (but not its registered office) from luxembourg to 

london. (Htl was a hybrid between a company and a part-

nership that has no equivalent under english law.) three 

months later, it applied to the english court for an adminis-

tration order (the purpose of the administration being a bet-

ter realization of assets for creditors than would be achieved 

by a liquidation). in a short judgment delivered on november 

26, 2009, but not published until considerably afterward, 

the court held that Htl had successfully moved its comi to 

england and could therefore make use of the u.k. adminis-

tration procedure as a “main” insolvency proceeding for the 

purposes of the insolvency Regulation. this in turn enabled 

Htl (acting through its court-appointed administrators) 

to effect a prepackaged sale of its assets that was later 

approved by the court.

Htl’s comi migration may seem a curious decision in the 

midst of its financial problems. it is unlikely that the deci-

sion to migrate was made with an aim toward benefiting 

Htl’s business or streamlining operations. in fact, the move 

appears to have been clearly contrived with the sole motive 

of effecting an efficient and expeditious sale (by means of 

an english prepackaged administration) of the group assets 

to the successful bidder (which was part of the Wind Hellas 

group) following a marketing exercise. presumably, this 

option was not available in either luxembourg or greece. it 

should come as no surprise that the english court expressed 

no concerns as to whether genuine commercial or business 

reasons existed for moving the comi. there is, after all, noth-

ing in the insolvency Regulation limiting the reasons that a 

debtor may elect to move its comi, nor is there any prohi-

bition on moving a comi purely for the purpose of entering 

into a more favorable insolvency procedure than would oth-

erwise be available.
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The insoLVencY ReguLaTion

the insolvency Regulation came into force throughout the 

european union (other than Denmark) on may 31, 2002. comi, 

one of the key concepts of the insolvency Regulation, is con-

ferred on all “legal persons” (e.g., corporations, as opposed 

to “natural persons”). the geographical location of a debtor’s 

comi is important because it will govern where the debtor’s 

main insolvency proceedings in the eu must be filed. if the 

debtor is a company, regardless of where the debtor is incor-

porated, it must commence a main insolvency proceeding in 

the eu member state where the debtor’s comi is located.

unfortunately (and surprisingly), there is no complete defi-

nition of “comi” within the insolvency Regulation itself. 

guidance, however, can be found in Recital 13 of the 

Regulation, which provides that “the [comi] should corre-

spond to the place where the debtor conducts the admin-

istration of his interests on a regular basis and is therefore 

ascertainable by third parties.” Further assistance is found in 

article 3(1) of the insolvency Regulation, which provides that 

“the place of the registered office shall be presumed to be 

the [comi], in the absence of proof to the contrary.”

ReBuTTaBLe PResuMPTion

since the insolvency Regulation came into force, there have 

been a number of reported cases on comi migration relat-

ing to the “proof to the contrary” that is required to rebut the 

presumption that the comi is where the registered office is 

located. similarly, there have been examples where a regis-

tered office has been moved but the comi has not.

german auto parts maker schefenacker moved its comi 

as the first step in its chosen restructuring process, which 

involved a nonconsensual restructuring of bondholder 

debt by way of a debt-for-equity swap implemented by 

an english company voluntary arrangement, or “cva” (the 

cva being less cumbersome and providing greater cer-

tainty of result than an “Insolvenzplan” under german law). 

schefenacker’s automotive supply group consisted of a 

german holding company with subsidiaries in various juris-

dictions, including england, the u.s., australia, and germany. 

the german holding company decided that its best inter-

ests from a restructuring perspective would be to move 

ownership of its assets and liabilities to a new english hold-

ing company (using procedures available under german 

law). the company was then able to enter into an english 

cva. applying german law, the holding company’s place of 

incorporation was successfully relocated, and the german 

court, on the basis of the movement of assets and liabili-

ties to england, was satisfied that the company had moved 

its comi there. However, as demonstrated by another case 

involving a german company—Hans Brochier Holdings Ltd. 

v. Exner—simply moving the jurisdiction of a company’s 

incorporation through german law procedures is not, by 

itself, sufficient to move a company’s comi.

coMManD anD conTRoL aLone is noT enough

the tests used to establish comi in a country different from 

the one where the debtor’s registered office is located have 

had a somewhat turbulent history. until quite recently, the 

“command and control” test was applied by courts in many 

countries in europe, including england. under this test, it was 

often sufficient to base comi in the country where the group 

parent was located on the basis that the parent determined 

the overall strategy of the group and many group functions 

were conducted in the parent’s home country (e.g., it ser-

vices, human resources, treasury and finance functions, cor-

porate branding, and purchasing functions).

since 2006, however, the command and control test has 

been placed on the back burner, following a ruling by the 

european court of Justice in Eurofood IFSC Limited, where 

the court stated that command and control by a parent in 

one country is not enough on its own to establish that the 

comi of the parent’s subsidiaries is the same as the par-

ent’s. the Eurofood court stressed the need for comi to be 

ascertainable by third parties. Following extensive review 

of a number of decisions of the courts in england, in the 

u.s., and throughout europe, the english court of appeal 

recently applied Eurofood in In Re Stanford International 

Bank Limited (in liquidation), where the controversy con-

cerned whether an antiguan-incorporated bank had its 

comi in the u.s. rather than in antigua. on the evidence, the 

court found that the bank’s comi was in antigua. Further, 

the court held that comi is to be determined by information 

about the debtor in the public domain that a typical third 

party would learn as a result of its dealings with the debtor 

in the ordinary course of business. matters that could be 
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established only on inquiry, the court held, should be ruled 

out. although Stanford was decided under the cross-border 

insolvency Regulations 2006 rather than the insolvency 

Regulation, both statutes use comi as a basis for recogni-

tion of foreign insolvency procedures.

a decision earlier this year by the english High court, 

chancery Division, in Kaupthing Capital Partners Master LP 

Inc., is a further example of a court applying the principles 

articulated in Stanford. kaupthing, a special-purpose vehi-

cle that, alongside other group companies and its ultimate 

parent company, formed part of an investment fund admin-

istered by an english-registered limited partnership, had its 

registered office in the bailiwick of guernsey in the channel 

islands, but its day-to-day activities, including the perfor-

mance of its administrative and business functions, were 

carried out in london. the appointment of administrators for 

kaupthing was challenged on the basis that the company’s 

comi was in guernsey, and therefore it could not be subject 

to administration under english law.

the court held that the presumption that comi is where the 

registered office is located can be rebutted only by factors 

that are both objective and ascertainable by third parties 

(i.e., those that conduct business with the company). simply 

looking at where head-office functions are carried out, the 

court emphasized, is insufficient. according to the court, 

in determining what is ascertainable by third parties, refer-

ence should be made to what third parties could find out 

in the public domain and what they could learn in the ordi-

nary course of business (similar to the approach in Stanford). 

information ascertainable only by investors (or industry insid-

ers) should not be taken into account in assessing comi.

The couRT’s RuLing in HeLLAs

let us go back to Htl. How did Htl manage successfully to 

move its comi and how did it do so, bearing in mind its size, 

in just three months? in addition to and concurrent with mov-

ing its head office, the company also:

• informed creditors of the change of address to london;

• made a press announcement that its activities were mov-

ing to london;

• opened a london bank account;

• Registered under the companies act as a foreign  

company; and

• appointed u.k. resident individuals directors of the english 

company that had become Htl’s general partner.

However, Htl retained its registered office in luxembourg, 

occupied no more than relatively modest premises in 

london (certainly not befitting the parent company of a 

group with €1 billion in revenue), retained a bank account 

in luxembourg, and may have remained liable to pay tax 

in luxembourg.

the court’s approach in determining comi was in line with 

Eurofood and Stanford. it found that the presumption that 

Htl’s comi was in luxembourg was rebutted and that the 

company’s comi was in england on the basis of objective 

and ascertainable facts. it is interesting to note that the 

court deemed one factor to be the most significant. the 

judge wrote:

the purpose of the comi is to enable creditors 

in particular to know where the company is and 

where it may deal with the company. therefore it 

seems to me that one of the most important fea-

tures of the evidence . . . is that all negotiations 

between the company and its creditors have taken 

place in london.

the case, therefore, is consistent with the german insolvency 

court’s 2008 decision in The PIN Group, which held that the 

comi of a luxembourg group company was in germany 

because all of the group’s financial-restructuring negotiations 

took place in germany. Following Hellas, the importance that 

english courts will place on the location of negotiations with 

creditors is evident. Foreign directors trying to establish an 

english comi for their companies would be well advised to 

establish a significant presence in england (both personally 

and commercially) at the earliest opportunity.

use oR aBuse of foRuM shoPPing

it is in no way unique to corporate restructurings that well-

advised clients will seek to place themselves in the best pos-

sible position. Whether by setting up a tax-efficient corporate 

structure or keeping parts of corporate structures insolvency-
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remote, clients will try to seek an advantage in whatever way 

they can. comi migration is no different, although it is under-

standable why certain creditors may feel aggrieved.

central to the concept of comi is the idea that it would 

be unfair to local creditors for a debtor to be able to avail 

itself of an insolvency regime in a jurisdiction other than 

that which is reasonably ascertainable by the creditor. but 

the fact that a company can change its comi in a rela-

tively short time frame may be perceived as rendering this 

protection redundant. an unsecured creditor may decide 

to enter into a debtor-creditor relationship on the basis of 

many factors, among them the creditor’s awareness of its 

rights under applicable law if the debtor becomes subject 

to an insolvency procedure. the possibility that the debtor 

may later move its comi to a different jurisdiction injects an 

additional (and perhaps unfair) element of uncertainty into 

the creditor’s calculus of potential exposure.

PRePackageD aDMinisTRaTion saLes

it is not just the issues relating to comi that make Hellas sig-

nificant. a notable goal of the migration of the debtor’s comi 

to england was the facilitation of a prepackaged sale of the 

company’s main asset—its shares in the operating telecom 

company—to a new group company, leaving behind sub-

ordinated lenders with nearly €1.5 billion in debt owed by a 

company with no assets. the court specifically acknowl-

edged significant concerns in relation to the use (or misuse) 

of prepackaged transactions. these concerns prompted the 

association of business Recovery professionals (also known 

as “R3”) to issue a new statement of insolvency practice 16 

(e&W) on pre-packaged sales in administrations (“sip 16”), 

which became effective on January 1, 2009. sip 16 requires 

insolvency practitioners to provide transparency to creditors 

about prepackaged sales and establishes short time frames 

for the provision of such information.

in Hellas, the court held that the guidance provided by sip 

16 had met with compliance, and it expressly authorized the 

administrators to proceed with the prepack on the basis of 

the court’s finding that there was no realistic alternative to 

realizing better value for creditors. although prepacks are not 

new, the judgment is one of the few occasions on which the 

english court has expressly given support to a specific pre-

pack strategy.

concLusion

there has been much criticism from nonlegal sources in rela-

tion to both key aspects of Hellas. aggrieved creditors are 

incensed that a debtor can blatantly “play the rules” and 

move its comi for the purpose of gaining what they perceive 

to be an unfair advantage. additionally, prepacks have gar-

nered more bad publicity, which was probably inevitable, 

given the size of the business in question and the volume of 

the debt left behind. administrators are required to act in the 

best interests of creditors generally, and in circumstances 

where the court has considered the prepack strategy and 

approved it, no creditor can successfully challenge the 

administrator’s conduct. it does seem a fair bet to say that 

forum shopping will continue to play a central role in cross-

border insolvencies, as commerce and industry continue to 

become more globalized. However, whether england is in 

fact a “brothel for bankruptcy” remains to be seen. 

________________________________
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traDeMark-licensee liMbO in bankruptcy 
cOntinues
christopher m. Healey

a debtor’s decision to assume or reject an executory contract 

is typically given deferential treatment by bankruptcy courts 

under a “business judgment” standard. certain types of 

nondebtor parties to such contracts, however, have been 

afforded special protections. For example, in 1988, congress 

added section 365(n) to the bankruptcy code, granting some 

intellectual property licensees the right to continued use of 

licensed property, notwithstanding a debtor’s rejection of 

the underlying license agreement. a ruling recently handed 

down by the third circuit court of appeals in In re Exide 

Technologies highlights an issue that has received some 

attention but remains unresolved: how are the rights of 

trademark licensees affected by a debtor’s rejection of a 

trademark-licensing agreement?

LuBRIzoL anD BankRuPTcY coDe secTion 365(n)

in 1985, the Fourth circuit court of appeals in Lubrizol 

Enterprises, Inc. v. Richmond Metal Finishers, Inc. held that 

a debtor could reject an executory agreement pursuant 

to which it had licensed its intellectual property, and upon 

rejection, the licensee lost the right to use that intellectual 

property. Despite recognizing the “chilling effect” its holding 

might have on intellectual property (“ip”) licensing agree-

ments, the court saw no way around the plain language of 

the bankruptcy code as it existed at that time: the licensing 

agreement was an executory contract, the debtor rejected 

the executory contract, and it was “clear that the purpose of 

[section 365] is to provide only a damages remedy for the 

non-bankrupt party.”

in direct response to Lubrizol, congress added section 

365(n) to the bankruptcy code to protect the rights of many 

(but not all) ip licensees. section 365(n) gives such licensees 

two options when a debtor rejects an executory license 

agreement: the licensee may either (i) treat the agreement 

as terminated (as in Lubrizol) and assert a claim for rejection 

damages; or (ii) retain the right to use the ip (with certain 

limitations). the legislative history of section 365(n) reveals 

that congress intended to “make clear that the rights of an 

intellectual property licensee to use the licensed property 

cannot be unilaterally cut off as a result of the rejection of the 

license pursuant to section 365 in the event of the licensor’s 

bankruptcy.” but the story does not end there. “intellectual 

property,” as defined in the bankruptcy code, covers only 

certain types of intellectual property.

The BankRuPTcY coDe’s DefiniTion of “inTeLLecTuaL 

PRoPeRTY”

section 101(35a) of the bankruptcy code defines “intellectual 

property” to mean:

(a) trade secret;

(b) invention, process, design, or plant protected under  

title 35;

(c) patent application;

(D) plant variety;

(e) work of authorship protected under title 17; or

(F) mask work protected under chapter 9 of title 17;

to the extent protected by applicable nonbankruptcy law.

notably, trademarks, trade names, and service marks are 

not included in the definition of “intellectual property.” thus, 

the protections afforded ip licensees under section 365(n) 

do not apply to trademark licensees. since section 365(n) 

was added to the bankruptcy code, courts have struggled 

to determine the proper treatment of trademark licenses in 

bankruptcy. many questions remain largely unanswered, at 

both the bankruptcy-court and appellate-court levels. For 

example, do trademark licensees lose the right to use their 

trademarks when a debtor-licensor rejects the licensing 

agreement, consistent with Lubrizol? Do bankruptcy courts 

have the authority to balance the interests of the licensee 

with those of the debtor in determining whether to allow the 

debtor to reject the license agreement in the first instance? 

might trademark licensees be entitled to the same protection 

afforded holders of other ip licenses, notwithstanding a lack 

of explicit statutory authority?

the third circuit’s recent decision in Exide Technologies 

highlights the uncertainty faced by trademark licensees when 

a debtor seeks to reject a trademark-licensing agreement.
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exIDe TeCHnoLoGIes

prior to filing for chapter 11 protection in 2002 in Delaware, 

exide technologies, inc. (“exide”), one of the world’s largest 

producers, distributors, and recyclers of lead-acid batteries, 

licensed its “exide” trademark to enersys Delaware inc. 

(“enersys”) for use in the industrial-battery business. exide, 

however, wanted to continue to use the exide mark outside 

the industrial-battery business. to accommodate the 

needs of both parties, exide granted enersys a perpetual, 

exclusive, royalty-free license to use the exide trademark 

in the industrial-battery business. this arrangement was 

satisfactory to both parties for nearly a decade.

However, exide expressed a desire in 2000 to reenter the 

north american industrial-battery market. exide made sev-

eral attempts to regain its trademark from enersys, but 

enersys rebuffed the attempts. For the next two years, exide, 

which offered industrial batteries under a different brand, 

was forced to compete directly against enersys, which was 

selling batteries under the exide name.

after it filed for bankruptcy in 2002, exide sought court 

approval to reject the license agreement. the bankruptcy 

court held that the trademark license was executory and that 

upon exide’s rejection of the agreement, the rights of enersys 

to use exide’s trademarks were terminated. the district court 

affirmed on appeal.

The ThiRD ciRcuiT’s Decision

a three-judge panel of the third circuit court of appeals 

reversed. the court concluded that the agreement was not 

executory because enersys had materially completed its 

performance under the contract, and only those contracts 

as to which there remain material unperformed obligations 

by both sides are executory. thus, the court ruled, the agree-

ment could not be assumed or rejected at all. as a conse-

quence, however, the third circuit never addressed whether 

rejection of the agreement (had it been found to be execu-

tory) would have terminated the right of enersys to use 

exide’s trademarks.

in a separate concurring opinion, circuit judge thomas l. 

ambro took issue with the bankruptcy court’s conclusion that 

rejection of a trademark-licensing agreement terminates the 

licensee’s right to use the debtor’s trademark. courts have 

long recognized, Judge ambro explained, that rejection 

of an executory contract is not synonymous with termina-

tion of that contract. Rejection, he wrote, “is a breach of the 

executory contract,” not “avoidance, rescission, or termina-

tion.” according to the judge, even if a debtor may reject a 

trademark-licensing agreement, it does not necessarily follow 

that such a breach terminates the licensee’s right to use the 

licensed trademarks.

congress’s failure to include trademarks under 

bankruptcy code section 365(n) adds to the uncer-

tainty faced by trademark licensees. until congress 

makes a statutory pronouncement or the courts 

come to a consensus, the uncertain state of play for 

trademark licensees will continue.

in concluding that the rights of trademark licensees are unpro-

tected in bankruptcy, the bankruptcy court reasoned that 

“congress certainly could have included trademarks within 

the scope of § 365(n) . . . but saw fit not to protect them.” on 

that basis, and consistent with Lubrizol, it ruled that a trade-

mark license is terminated upon rejection, leaving the licensee 

with, at most, a claim for damages. as Judge ambro empha-

sized, however, the legislative history of section 365(n) calls 

into question this negative inference. congress was aware 

that 365(n) does not explicitly protect trademarks. However, 

according to the legislative history, the reason for the omis-

sion was simply that congress found it needed “more exten-

sive study” to determine the proper treatment of trademark 

licenses. Rather than make a decision based on inadequate 

information, congress elected “to postpone congressional 

action in this area and to allow the development of equitable 

treatment of [trademark licenses] by bankruptcy courts.”

according to Judge ambro, congress’s decision to leave 

treatment of trademark licenses to the courts signals nothing 

more than congress’s inability, at the time, to devote enough 

time to consideration of trademarks in the bankruptcy con-

text; no negative inference should be drawn by the failure 

to include trademarks in the bankruptcy code’s definition 

of “intellectual property.” as Judge ambro concluded, “[i]t is 



22

simply more freight than negative inference will bear to read 

rejection of a trademark license to effect the same result as 

termination of that license.”

Despite the passage of significant time since congress added 

section 365(n) to the bankruptcy code, bankruptcy courts 

have rarely accepted congress’s invitation to develop an 

equitable treatment of trademark licenses in bankruptcy, and 

among the reported decisions on this topic, there is no clear 

consensus. a majority of courts have followed Lubrizol and 

concluded that trademark licensees do not have the right to 

continued use of a debtor-licensor’s trademarks after rejection. 

consistent with the Exide bankruptcy court’s holding, these 

courts have inferred that the exclusion of trademarks from the 

code’s definition of “intellectual property” can only lead to the 

conclusion that trademark licensees lose their rights upon the 

debtor’s rejection of the license agreement.

other courts, consistent with Judge ambro’s concurring opin-

ion in Exide, have held that rejection of a trademark-licensing 

agreement does not necessarily deprive a nondebtor-licensee 

of the right to use the trademark. For example, the bankruptcy 

court in In re Matusalem balanced the benefits of rejection to 

the debtor and the harm to be caused to the licensee, holding 

that the licensee was entitled to continued use of the debtor’s 

trademarks. likewise, Judge ambro’s decision focuses on the 

legislative history of section 365(n) and bankruptcy courts’ 

inherent authority to consider the equities.

Lubrizol is binding only on courts within the Fourth circuit, 

and it did not involve a trademark-licensing agreement. it 

is therefore not a foregone conclusion that other courts will 

follow Lubrizol with respect to the rejection of trademark-

licensing agreements. Judge ambro specifically declined 

to do so: “Rather than reasoning from negative inference to 

apply another circuit’s holding to this dispute, the court here 

should have used, i believe, their equitable powers to give 

exide a fresh start without stripping [the licensee] of its fairly 

procured trademark rights.”

Looking aheaD

congress could easily settle the dispute by adding trademarks 

to the bankruptcy code’s definition of “intellectual property” or 

by clarifying that a trademark licensee loses its rights when a 

license agreement is rejected. but for one reason or another, it 

has declined to do so, and there remains no definitive author-

ity on an issue that is significant to trademark licensees.

in many instances, an entity’s business relies heavily, if not 

exclusively, on its ability to use intellectual property—its 

own intellectual property and the intellectual property it has 

licensed from others. at the very least, congress recognized 

the importance of intellectual property when it added sec-

tion 365(n) to the bankruptcy code, giving parties to certain 

ip licenses protections not afforded to other creditors. it may 

well be that there are substantive differences between trade-

marks and, for example, patents and copyrights, which war-

rant the exclusion of trademarks from the bankruptcy code’s 

definition of “intellectual property.” but the legislative history 

of section 365(n) suggests that courts may have some dis-

cretion regarding the proper treatment of trademark licenses 

as opposed to other “intellectual property.”

Judge ambro’s concurring opinion is not binding on lower 

courts in the third circuit or elsewhere. it highlights, however, 

an issue that remains unresolved after more than 20 years. 

parties in interest realistically can expect a certain amount 

of uncertainty regarding their rights and responsibilities in a 

bankruptcy case. congress’s failure to include trademarks 

under bankruptcy code section 365(n) adds to the uncertainty 

faced by trademark licensees. until congress makes a statu-

tory pronouncement or the courts come to a consensus, the 

uncertain state of play for trademark licensees will continue.
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bankruptcy trustee May sell state-law 
avOiDance claiMs
george R. Howard

in In re Moore, the Fifth circuit court of appeals recently 

addressed two issues that have created a split of authority 

among the federal circuits: (i) whether a trustee in bankruptcy 

may sell causes of action that arise from the trustee’s avoid-

ance powers under section 544(b) of the bankruptcy code; 

and (ii) whether the proposed settlement of an avoidance 

action should be scrutinized under section 363(b) as well as 

Rule 9019 of the Federal Rules of bankruptcy procedure (the 

“bankruptcy Rules”) because a creditor offered to purchase 

the claim for more than the proposed settlement amount.

The TRusTee’s aVoiDance PoWeRs

among the powers conferred upon a bankruptcy trustee or 

chapter 11 debtor in possession (“Dip”) under the bankruptcy 

code is the ability to avoid asset transfers that are either 

actually or constructively fraudulent. section 548 of the 

bankruptcy code provides in part that the trustee can avoid 

any transfer made, or obligation incurred, by the debtor in 

the two years preceding a bankruptcy filing if it is effected 

with the “actual intent to hinder, delay, or defraud” creditors. 

section 548 also authorizes avoidance of certain transfers 

made or obligations incurred in the absence of intent as con-

structive fraudulent transfers.

transfers may also be avoided under applicable state law by 

operation of section 544(b) of the bankruptcy code. section 

544(b) allows a Dip or trustee to “avoid any transfer of an 

interest of the debtor in property or any obligation incurred 

by the debtor that is voidable under applicable law by a 

creditor holding an unsecured claim” against the debtor. the 

primary advantage of this provision over section 548 is that a 

two-year reach-back period from the petition date applies to 

actions brought under section 548. by contrast, many state 

fraudulent-conveyance laws (in most jurisdictions, a version 

of the uniform Fraudulent transfer act) provide for a longer 

statutory reach-back period.

coMPRoMise anD seTTLeMenT in BankRuPTcY

bankruptcy Rule 9019 provides a framework for bankruptcy-

court review of settlements of claims or causes of action in 

a bankruptcy case. it provides in part that “[o]n motion by 

the trustee and after notice and a hearing, the court may 

approve a compromise or settlement.” the purpose of the 

rule is to allow the trustee or Dip, subject to court review, to 

avoid the expenses and burdens associated with litigating 

sharply contested and dubious claims. Rule 9019 is silent, 

however, on the standard the court should apply in determin-

ing whether to approve a proposed settlement. the courts 

have devised a number of different tests designed to gauge 

the reasonableness and fairness of settlements proffered by 

a bankruptcy trustee or Dip.

MooRe

in In re Moore, the chapter 7 trustee filed a motion for approval 

of a settlement of an adversary proceeding commenced 

against the debtor, his wife, and two affiliated companies 

that were allegedly alter egos of the debtor (collectively, the 

“defendants”) by a prepetition judgment creditor of the debtor, 

the cadle company (“cadle”). cadle had sued the defendants 

in state court in 2005, attempting to collect the judgment and 

asserting claims of reverse veil piercing, fraudulent convey-

ance, and constructive trust. after the debtor filed a chapter 7 

case in texas in 2006, cadle removed the state-court claims, 

which became part of the debtor’s bankruptcy estate, to the 

bankruptcy court, where the litigation continued as an adver-

sary proceeding with the trustee substituted as plaintiff. cadle, 

however, continued to fund the litigation due to the absence of 

sufficient estate assets.

upon learning of the proposed settlement, cadle filed an 

objection and offered to purchase the causes of action from 

the trustee for an amount slightly greater than the proposed 

settlement offer. after concluding that, as a matter of law, the 

claims could not be sold, the bankruptcy court approved the 

proposed settlement as being fair and reasonable and in the 

best interests of the estate pursuant to bankruptcy Rule 9019. 

the district court affirmed on appeal.
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The fifTh ciRcuiT’s Decision

cadle appealed to the Fifth circuit. a three-judge panel 

of the court ruled that both the reverse veil-piercing and 

fraudulent-conveyance claims were property of the estate 

that could be sold, and it therefore reversed the bankruptcy 

court’s ruling and remanded the case below for further pro-

ceedings. in addition, the Fifth circuit ordered the bank-

ruptcy court to consider the propriety of an auction and 

section 363 sale procedures in light of cadle’s offer to pur-

chase the claims, as well as the propriety of the settlement of 

the claims under bankruptcy Rule 9019.

section 544(b) claims can Be sold

With respect to whether the claims could be sold, the Fifth 

circuit began its analysis by considering whether the reverse 

veil-piercing and fraudulent-conveyance claims were prop-

erty of the debtor’s estate. previous cases under texas 

state law, the court explained, have established that both 

veil-piercing and reverse veil-piercing claims are property 

of a debtor’s bankruptcy estate under section 541 of the 

bankruptcy code, rather than assets of individual creditors. 

by contrast, the Fifth circuit explained that there is conflict-

ing authority under its own precedent as to whether state-

law fraudulent-transfer claims may be property of a debtor’s 

estate under section 541.

the Fif th circuit  panel emphasized that deeming a 

claim belonging exclusively to a creditor prior to the 

commencement of a bankruptcy case property of the 

debtor’s estate would conflict with the general rule that a 

cause of action is part of a debtor’s estate only if the debtor 

could have prosecuted the action immediately prior to filing 

for bankruptcy. the court proceeded to analyze whether a 

fraudulent-transfer claim may become property of a debtor’s 

estate pursuant to section 544(b) and, if so, whether such a 

cause of action may be sold.

as noted, section 544(b) generally provides that a bankruptcy 

trustee may prosecute under applicable nonbankruptcy 

law avoidance claims of creditors holding allowable unse-

cured claims against the estate. thus, the Fifth circuit panel 

remarked, “[t]he right to recoup a fraudulent conveyance, 

which outside of bankruptcy may be invoked by a creditor, is 

property of the estate that only a trustee or debtor in posses-

sion may pursue once bankruptcy is under way.”

the Fifth circuit’s ruling in Moore adds another 

chapter to the continuing controversy regarding 

a bankruptcy trustee’s ability to sell estate claims 

and the standards that should be applied by bank-

ruptcy courts in assessing proposed compromises 

designed to augment the pool of assets in the bank-

ruptcy estate available for distribution to creditors.

there is, however, a split of authority on whether a trustee or 

Dip may sell a state-law fraudulent-transfer action back to 

a creditor after the commencement of a bankruptcy case. 

on the one hand, the ninth circuit held in In re P.R.T.C., Inc. 

in 1999 that such actions can be sold or transferred. on the 

other, the third circuit ruled in In re Cybergenics Corp. the 

following year that the power to avoid a debtor’s prepetition 

transfers and obligations to maximize the value of the bank-

ruptcy estate for the benefit of creditors pursuant to section 

544 of the bankruptcy code “neither shift[s] ownership of the 

fraudulent transfer action to the debtor in possession, nor 

[constitutes] a debtor’s assets” and therefore cannot be sold 

or transferred.

the Fifth circuit followed the ninth circuit’s approach. the 

court reasoned that fraudulent-transfer claims are property 

of the estate under section 541(a)(1) or, in the alternative, 

become property of the estate pursuant to section 544(b) 

and may therefore be sold pursuant to section 363(b) of the 

bankruptcy code, which authorizes the trustee Dip to sell 

estate assets outside the ordinary course of business, after 

notice and a hearing. according to the Fifth circuit panel, the 

ability to sell fraudulent-transfer claims is generally consis-

tent with: (i) the ability of a trustee or Dip in section 1123(b)(3)

(b) to transfer the right to exercise avoidance powers under 

a chapter 11 plan; (ii) the right of a single creditor to pros-

ecute an avoidance action on behalf of the estate after court 

approval under the principle of “derivative standing”; and (iii) 

the reimbursement of creditors for successfully pursuing, at 

their own risk and expense, a transfer avoidance action for 

the benefit of the estate pursuant to section 503(b)(3)(b).
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settlement subject to scrutiny under section 363(b)

Whether a proposed settlement of estate claims should be 

analyzed as a sale transaction under section 363(b) is like-

wise subject to a split of authority. in 1998, for example, the 

First circuit concluded (without analysis) in In re Healthco Int’l 

Inc. that a settlement should not be subjected to scrutiny as 

a sale, whereas the third circuit and a ninth circuit bank-

ruptcy appellate panel ruled to the contrary in In re Martin 

and In re Mickey Thompson Entm’t Group, Inc., respectively.

in Moore, the Fifth circuit panel determined that subject-

ing a proposed settlement to scrutiny under section 363(b) 

and bankruptcy Rule 6004 (delineating procedural require-

ments for a proposed use, sale, or lease of estate property) 

as well as bankruptcy Rule 9019 is the better-reasoned 

approach. according to the court, although the decision to 

implement formal sale/auction procedures when consider-

ing a settlement of claims should remain in the discretion of 

the bankruptcy court, under the specific facts of Moore, the 

offer from the debtor’s major creditor to purchase claims for 

a higher amount than the proposed settlement “obligated 

the bankruptcy court to consider whether an auction and  

§ 363 sale were appropriate.” the bankruptcy court’s failure 

to do so, the Fifth circuit panel observed, meant that “the 

true value of the claims [remained] undetermined” and was 

an abuse of discretion.

However, the court limited the scope of its ruling to “causes 

of action that [the trustee] has inherited from creditors under 

§ 544(b)—causes of action that exist independent of the 

bankruptcy proceeding.” it expressly declined to address 

“the broader question [of] whether a trustee may sell all 

chapter 5 avoidance powers, such as the power to avoid 

preferences under § 547 or to avoid fraudulent transfers 

under § 548.”

ouTLook

the Fifth circuit’s ruling in Moore adds another chapter to 

the continuing controversy regarding a bankruptcy trustee’s 

ability to sell estate claims and the standards that should be 

applied by bankruptcy courts in assessing proposed com-

promises designed to augment the pool of assets in the 

bankruptcy estate available for distribution to creditors. at its 

most basic level, the ruling adopts a practical approach to 

a common problem in many bankruptcy cases—a shortage 

of estate assets to bankroll litigation that may represent the 

only realistic chance for creditor recoveries. in cases where 

the estate cannot bear the costs of prosecuting colorable 

claims, the only alternative may be a sale of the claims to 

generate cash.
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rule 2019 upDate

in the July/august 2010 edition of the Business Restructuring 

Review (vol. 9, no. 4), we reported on significant changes 

to Rule 2019 of the Federal Rules of bankruptcy procedure 

(“Rule 2019”) recommended by the advisory committee on 

bankruptcy Rules (the “Rules committee”). in its present form, 

Rule 2019 contains various disclosure requirements that must 

be complied with by “every entity or committee representing 

more than one creditor or equity security holder” in a chapter 

9 or 11 case (except for official committees appointed under 

section 1102 or 1114 of the bankruptcy code).

Whether these disclosure requirements apply to ad hoc, or 

informal, creditor groups has been the subject of vigorous 

dispute in the bankruptcy courts during the last three years, 

with courts lining up on both sides of the divide in roughly 

equal numbers. amendments to Rule 2019 originally pro-

posed by the Rules committee would have increased the 

scope of required disclosures by ad hoc committees, includ-

ing information regarding each committee member’s “dis-

closable economic interest,” a term defined to mean “any 

claim, interest, pledge, lien, option, participation, derivative 

instrument, or any other right or derivative right that grants 

the holder an economic interest that is affected by the value, 

acquisition, or disposition of a claim or interest.” under the 

initial recommendation, the bankruptcy court would also 

have been given the authority to order the disclosure of 

amounts paid for claims or interests.

the Rules committee’s final recommendation for changes 

to Rule 2019 (issued may 27, 2010), however, retreated from 

the “precipice of full pricing disclosure.” instead, the rec-

ommendation adopts substantially all of the changes lob-

bied for by trading-industry watchdogs, such as the loan 

syndications and trading association and the securities 

industry and Financial markets association, which have 

been actively seeking to repeal or alter Rule 2019 since 

2007. among other things, the amended rule (as compared 

to the Rules committee’s initial recommendation) would: (i) 

remove any absolute requirement to disclose the price paid 

for a bankruptcy claim or reveal the claimant’s disclosable 

economic interest; (ii) delete any requirement to disclose 

the acquisition date of the claimant’s disclosable economic 

interest, except in rare cases where an unofficial group or 

committee claims to represent any entity other than its mem-

bers (and even then, only the quarter and the year must 

be reported); and (iii) eliminate the authority of the court to 

order disclosure of the purchase price paid for a disclosable 

economic interest.

although the Rules committee has unanimously recom-

mended that these changes be approved, the recommended 

revisions to Rule 2019 must be approved by the standing 

committee on Rules of practice and procedure, the Judicial 

conference, and the u.s. supreme court before they become 

effective. at present, such approval is anticipated so that 

revised Rule 2019 will become effective as of December 1, 2011.

in the meantime, the debate concerning Rule 2019’s 

application to ad hoc committees continues in the nation’s 

bankruptcy cour ts .  on september 15,  2010,  an ohio 

bankruptcy court made yet another contribution to the Rule 

2019 jurisprudence. in In re Milacron, Inc., an ad hoc group of 

a chapter 11 debtor-corporation’s noteholders consisting of 

distressed debt and hedge funds sought derivative authority 

to prosecute various causes of action against the company’s 

officers and directors on behalf of the bankruptcy estate. one 

of the defendants sought an order of the bankruptcy court 

directing the noteholders, pursuant to Rule 2019, to disclose 

their economic interest in the derivative claims as part of 

the required showing that the claims against the defendants  

were colorable.

Relying on a pennsylvania bankruptcy court’s 2010 ruling 

in In re Philadelphia Newspapers, LLC , the noteholders 

contended that Rule 2019 does not apply to them because 

they are neither an “entity” nor a “committee,” and they do 

not “represent more than one creditor or equity security 

holder.” the bankruptcy court acknowledged that the decision 

supports the noteholders’ position but explained that it is not 

binding and, on the basis of decisions to the contrary issued 

by other courts, observed that “the courts that have gone 

before us offer no clear path.” the court ultimately granted the 

defendant’s Rule 2019 motion, holding that: (i) the language 

used by the noteholders in their response to the motion 

indicated that they were acting as “an entity representing 
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more than one creditor,” a conclusion bolstered by the 

Rules committee’s recommendations for changes to Rule 

2019; and (ii) given the context of their request for derivative 

standing to prosecute estate claims, the noteholders will 

have to “identify their members with more transparency” in 

order to demonstrate that they have colorable claims and 

that the debtor’s refusal to bring such claims is unjustified. 

according to the court, unlike in Philadelphia Newspapers, 

where the group of lenders may not have been considered 

an “entity” because they were only “steering” a bankruptcy 

case, milacron’s noteholders “are plaintiffs intending to bring 

a lawsuit,” and full disclosure of their identities “is warranted 

and not prejudicial.” this conclusion is further supported, the 

bankruptcy court wrote, “by the general proposition that the 

bankruptcy court is a public place.”

________________________________
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frOM the tOp
the u.s. supreme court’s october 2010 term officially got 

underway on october 4, three days after elena kagan was 

formally sworn in as the court’s 1 12th Justice and one of 

three female Justices sitting on the court.

only two bankruptcy-related cases are on the court’s docket 

for this term. on the opening day of the term, the court 

heard oral argument on the first of these cases—Ransom v. 

MBNA. in Ransom, the court will consider whether, in calcu-

lating a chapter 13 debtor’s “projected disposable income” 

during the chapter 13 plan period, the debtor can deduct 

automobile “ownership costs” specified in charts produced 

by the internal Revenue service (the “iRs”) even though the 

debtor’s vehicle is completely paid for. the iRs’s national 

standards and local standards are charts contained in the 

iRs’s Financial Analysis Handbook that are used to deter-

mine a taxpayer’s ability to pay his or her taxes. the owner-

ship chart is a national table, while the operating-costs chart 

is a local one. the u.s. court of appeals for the ninth circuit 

ruled that the bankruptcy court may not allow such deduc-

tions. the circuits are split 3-1 on this issue, which arises from 

ambiguities introduced into the relevant provisions of the 

bankruptcy code by the bankruptcy abuse prevention and 

consumer protection act of 2005. the Fifth, seventh, and 

eighth circuits have ruled that the deduction may be taken.

the other bankruptcy case on the court’s docket this term is 

Stern v. Marshall. in that case, the court will consider, among 

other things, whether a ruling of the ninth circuit court of 

appeals that congress cannot constitutionally authorize non-

article iii bankruptcy judges to enter final judgments on all 

compulsory counterclaims to proofs of claim contravenes 

congress’s intent in enacting 28 u.s.c. § 157(b)(2)(c)(2). the 

ninth circuit’s decision created a circuit split on the issue. 

oral argument has not yet been scheduled for the case.

the supreme court declined to review 14 bankruptcy-

related cases on the opening day of the october term. 

among these were:

• Apex Oil Co. v. United States, 579 F.3d 734 (7th cir. 2009). 

the case concerns a ruling by the seventh circuit that an 

obligation imposed on a company by an injunction issued 
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under the authority of the Resource conservation and 

Recovery act to clean up a contaminated site is not a dis-

chargeable “claim” in bankruptcy.

• Hinkle Oil & Gas Inc. v. Bowles Rice McDavid Graff & Love 

LLP, 2010 Wl 55538 (4th cir. Jan. 5, 2010). the Fourth 

circuit ruled that the district court properly dismissed an 

oil and gas well development company’s lawsuit against 

attorneys whose then-recently organized company 

submitted a bid for certain assets of a bankruptcy debtor 

while another member of their law firm was representing 

the development company in its attempt to acquire the 

same assets.

• Chase Manhattan Bank USA NA v. Taxel, 594 F.3d 1073 

(9th cir. 2010). the ninth circuit ruled that a bankruptcy 

trustee’s “strong arm powers” under section 544(a)(3) 

permit the trustee to disregard a lender’s unrecorded 

security interest in the debtor’s real property, even though 

the debtor disclosed the lender’s interest in schedules that 

were electronically filed simultaneously with the debtor’s 

electronic bankruptcy petition.

• W.R. Grace & Co. v. Chakarian, 591 F.3d 164 (3d cir. 2010). 

the third circuit held that a bankruptcy court properly 

declined to grant a debtor’s motion to expand the scope 

of a preliminary injunction—enjoining litigation by montana 

residents against the debtor and its nondebtor affiliates 

whose purported asbestos liability derived from the 

debtor’s alleged liability—to encompass lawsuits against 

montana itself by the same residents, who alleged that the 

state was negligent in failing to warn them of the risks of 

asbestos from a nearby mine operated by the debtor.
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