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Trading in claims in chapter 11 cases has become cause cdlibre
within the bankruptcy bar in recent years. Claims trading has been a
topic at the New York University Workshop on Bankruptcy and
Business Reorganization for the last two years, and has been the focus
of numerous seminars and law review articles.' The debate over the
merits and demerits of trading in claims has been fueled by the grow-
ing market for debt securities of troubled companies, the market for
trade claims against debtors, and, in part, by Japonica Partners' suc-
cessful attempt to obtain control of Allegheny International, Inc.
through the acquisition of claims against that debtor.

The existence of a market for claims, whether debt securities or
trade claims, can provide substantial benefits to creditors, and to a
debtor. The benefits for creditors are obvious. The automatic stay
prevents creditors from pursuing payment remedies against the debtor
with respect to their prepetition claims.2 Creditors, particularly un-
secured creditors who generally have no right to obtain relief from the
automatic stay, may be forced to wait years for payment from the
debtor's estate under a plan of reorganization. Access to a market for
claims provides creditors with an opportunity to convert their claims
into cash which may be needed to pay expenses. A claims market also
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permits a creditor to shift the risks inherent in chapter 11 cases-risks
that the debtor's business (and recoveries in the chapter 11 case) will
continue to decline or that distributions will be delayed substan-
tially-to a party more willing to accept that risk.

The debtor may benefit as well. To the extent that key suppliers
can mitigate the adverse effect of a customer's bankruptcy filing, the
supplier may be more willing to extend credit postpetition.3 As noted
by Messrs. Fortgang and Mayer,4 postpetition investors who pay cash
for claims and accept securities or equity under a plan perform a capi-
tal-raising function. The investor's willingness to take debt securities
or equity in lieu of a cash distribution reduces the pressure on a
debtor to sell assets in a chapter 11 case. Further, the reorganization
process may be improved by the entry of "new money" creditors who,
having invested significant sums postpetition, are generally more will-
ing to commit the time and expense involved in taking an active role
in a chapter 11 case.

Notwithstanding the benefits provided by markets for claims, the
debate over trading in claims has included calls for regulation, restric-
tion, limitation, or prohibition of trading in claims in chapter 11
cases. Messrs. Fortgang and Mayer have written at length on the sub-
ject,' and urge that the Bankruptcy Code and/or Rules be amended to
restrict or regulate claims trading. In support of this position they
suggest that "unwitting" claims sellers should be protected from the
"solicitation" of claims by purchasers6 who do not provide the type of
information required in section 1125 of the Bankruptcy Code (the
"Code"). Further, they contend that the purchase of claims by an
entity that intends to file, or has fied, a plan of reorganization is, in
effect, a plan of reorganization.7 Although there is case law which
would support the position taken by Messrs. Fortgang and Mayer, an
examination of the courts' reasoning in those cases, the history of
claims trading under the Bankruptcy Act, and the economic realities
underlying the transactions indicates that the Bankruptcy Code and

3 Where the debtor's business is operated, 11 U.S.C. § 364(a) authorizes the debtor in
possession or trustee to obtain unsecured credit in the ordinary course of business. Trade debt
incurred in the ordinary course of business is entitled to priority as an administrative expense
under 11 U.S.C. § 507(a).

4 Fortgang & Mayer, Trading Claims and Taking Control of Corporations in Chapter 11,
12 CARDOZO L. REv. 1, 8 (1990) [hereinafter Fortgang & Mayer, Trading Claims].

5 See Fortgang & Mayer, Trading Claims, id; Fortgang & Mayer, Developments in Trad-
ing Claims and Taking Control of Corporations in Chapter 11, 13 CARDOZO L. REv. 1 (1991)
[hereinafter Fortgang & Mayer, Developments].

6 Fortgang & Mayer, Trading Claims, supra note 4, at 56.
7 Id. at 77-86; Fortgang & Mayer, Developments, supra note 5, at Epilogue.
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Bankruptcy Rules are properly neutral on the question of trading in
claims.

I. REGULATION OF TRADING UNDER BANKRUPTCY
RULE 3001(e)

Congress has not acted to regulate the trading of claims, except
to the extent that the purchase and sale of debt securities may be regu-
lated by federal securities laws.' Nothing in the Bankruptcy Code
specifically addresses the trading or transfer of claims. Bankruptcy
Rule 3001(e) sets forth the procedure required for transfers of claims
other than claims based on bonds or debentures. However, neither
this rule, nor any of the Bankruptcy Rules can abridge, enlarge, or
modify any substantive right.9

The current form of Bankruptcy Rule 3001(e),10 effective as of

8 Explanation of the regulation of trading in debt securities by the federal securities laws is
beyond the scope of this article. The potential for conflict between the regulation of claims
trading under the securities laws and regulation of claims trading, if any, under the Bank-
ruptcy Code, however, may raise interesting questions. Further, to the extent that resolution
of any such conflict or question requires consideration of both the Bankruptcy Code and the
federal securities laws, the matter must be heard by the district court, not the bankruptcy
court. See 28 U.S.C. § 157(d) (1988).

9 28 U.S.C. § 2075 (1988).
10 The revised version of Rule 3001(e) (with deletions from the prior version bracketed and

new language italicized) reads as follows:
(e) TRANSFERRED CLAIM.

(1) [Unconditional] Transfer of Claim Other than for Security Before Proof
Filed. If a claim [other than one based on a bond or debenture] has been [uncondi-
tionally] transferred other than for security before proof of the claim has been filed,
the proof of claim may be filed only by the transferee or an indenture trustee. [If
the claim has been transferred after the filing of the petition, the proof of claim
shall be supported by (A) a statement of the transferor acknowledging the transfer
and stating the consideration therefor or (B) a statement of the transferee setting
forth the consideration for the transfer and why the transferee is unable to obtain
the statement from the transferor.]

(2) [Unconditional] Transfer of Claim Other Than for Security After Proof
Filed. If a claim other than one based on a publicly traded note, bond, or deben-
ture has been [unconditionally] transferred other than for security after the proof of
claim has been filed, evidence of the [terms of the] transfer shall be filed by the
transferee. The clerk shall immediately notify the [original claimant] alleged
transferor by mail of the filing of the evidence of transfer and that objection
thereto, if any, must be fied [with the clerk] within 20 days of the mailing of the
notice or within any additional time allowed by the court. If the alleged transferor
files a timely objection and the court finds, after notice and a hearing [on notice],
that the claim has been [unconditionally] transferred other than for security, it
shall enter an order substituting the transferee for the transferor [original claimant,
otherwise the court shall enter such order as may be appropriate]. If a timely
objection is not filed by the alleged transferor, the transferee shall be substituted for
the transferor.

(3) Transfer of Claim for Security Before Proof Filed. If a claim other than
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August 1, 1991,11 streamlines the transfer process and emphasizes
that the Rule is procedural only.12 No order is required for transfer
unless the alleged transferor objects. In the context of transfer of
claims, the issue is limited to whether there has been a transfer of a
claim from the alleged assignor to the assignee. Accordingly, the

one based on a publicly traded note, bond, or debenture has been transferred for
security before proof of the claim has been fied, the transferor or transferee or
both may file a proof of claim for the full amount. The proof shall be supported by
a statement setting forth the terms of the transfer. [If the claim was transferred
after the filing of the petition, the proof shall also be supported by (A) a statement
of the transferor acknowledging the transfer and stating the consideration therefor,
or (B) a statement of the transferee setting forth the consideration for the transfer
and why the transferee is unable to obtain the statement from the transferor.] If
either the transferor or the transferee fies a proof of claim, the clerk shall immedi-
ately notify the other by mail of the right to join in the filed claim. If both trans-
feror and transferee file proofs of the same claim, the proofs shall be consolidated.
If the transferor or transferee does not file an agreement regarding its relative rights
respecting voting of the claim, payment of dividends thereon, or participation in the
administration of the estate on motion by a party in interest and after notice and
[After] a hearing [on notice], the court shall enter such orders respecting these
matters [allowance and voting of the claim, payment of dividends thereon, and
participation in the administration of the estate] as may be appropriate.

(4) Transfer of Claim for Security After Proof Filed. If a claim other than one
based on a publicly traded note, bond, or debenture has been transferred for secur-
ity after the proof of claim has been filed, evidence of the terms of the transfer shall
be filed by the transferee. The clerk shall immediately notify the [original claim-
ant] alleged transferor by mall of the filing of the evidence of transfer and that
objection thereto, if any, must be filed [with the clerk] within 20 days of the mail-
ing of the notice or within any additional time allowed by the court. If a timely
objection is filed by the alleged transferor, the court, after notice and a hearing, shall
determine whether the claim has been transferred for security. If the transferor or
transferee does not file an agreement regarding its relative rights respecting voting of
the claim, payment of dividends thereon, or participation in the administration of
the estate, on motion by a party in interest and after notice and [After] a hearing [on
notice], the court shall enter such orders respecting these matters [allowance and
voting of the claim, payment of dividends thereon, and participation in the admin-
istration of the estate] as may be appropriate.

(5) Service of Objection or Motion; Notice of Hearing. A copy of an objection
[to the evidence of transfer] filed pursuant to paragraph (2) or (4) or a motion filed
pursuant to paragraph (3) or (4) of this subdivision together with a notice of a
hearing shall be mailed or otherwise delivered to the transferor or transferee,
whichever is appropriate, at least 30 days prior to the hearing.

H.R. Doc. No. 102-80, 102d Cong., 1st Sess. 306-10 (1991) (as amended August 1, 1991).
11 Pursuant to 28 U.S.C. § 2075 (1988), the Bankruptcy Rules prescribed by the Supreme

Court cannot take effect until ninety days after they have been reported to Congress by the
Chief Justice. A vote of both the Senate and the House of Representatives is required to block
the effectiveness of the Bankruptcy Rules so reported.

12 Nothing in the revised version, or even in the prior version, of Bankruptcy Rule 3001(e)
requires or required that the procedure be followed to have a legally effective transfer of the
claim. Nor would anything in the Code or Rules prohibit the assignor and assignee from
agreeing that the assignor will act as the agent of the assignee for purposes of voting and
collecting distributions. Indeed, it is similar to a bank selling a participation in a loan.
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amended Rule makes clear that the alleged transferor is the only
party with standing to challenge whether the transfer has been made.
Further, the terms of the transfer need not be filed. Where supple-
mentary information relating to the transfer is relevant to an issue
before the court, that information can be obtained through standard
discovery procedures. Under the Bankruptcy Code, the bankruptcy
court is intended to be an impartial arbiter of disputes, removed from
the day-to-day details of administering the case. Amended Bank-
ruptcy Rule 3001(e) is consistent with the Code's policy requiring in-
volvement by the court only where a dispute exists.13

The need for change in Bankruptcy Rule 3001(e) arose in several
contexts. First, a number of courts had used the prior formulation of
Rule 3001(e)-where evidence of the terms of the transfer and court
approval of the transfer were required-as a springboard for creating
case-specific conditions precedent to court approval of the assignment
of claims. Courts cited the literal language of the prior rule requiring
court approval of certain transfers as a source for authority to regu-
late claims trading, notwithstanding Congress's admonition that the
power to prescribe rules of bankruptcy procedure was not to abridge,
enlarge, or modify any substantive right. Second, revised Bankruptcy
Rule 3001(e) specifies when compliance with its procedures is not re-
quired: if the "claim" in question is evidenced by a publicly traded
bond or debenture.

A. Historical Development of Rule 3001(e)

Bankruptcy Rule 3001(e) derives from General Order XXI(3)
"which specified the procedure ... until the adoption of the Bank-
ruptcy Rules by the Supreme Court in 1975."' 4 Pursuant to General

13 The Advisory Committee Note to amended Rule 3001 explains:
Subdivision (e) is amended to limit the court's role to the adjudication of dis-

putes regarding transfers of claims. If a claim has been transferred prior to the
filing of a proof of claim, there is no need to state the consideration for the transfer
or to submit other evidence of the transfer. If a claim has been transferred other
than for security after a proof of claim has been filed .... the court's role is to
determine whether a transfer has been made that is enforceable under nonban-
kruptcy law. This rule is not intended either to encourage or discourage postpeti-
tion transfers of claims or to affect any remedies otherwise available under
nonbankruptcy law to a transferor or transferee such as for misrepresentation in
connection with the transfer of a claim.

H.R. Doc. No. 102-80, 102d Cong., 1st Sess. 311 (1991).
14 General Order XXI(3) provided:

Claims which have been assigned before proof shall be supported by a deposition
of the owner at the time of the commencement of proceedings, setting forth the
true consideration of the debt and that it is entirely unsecured, or if secured, the
security, as is required in proving secured claims. Upon the filing of satisfactory
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Order XXI(3) only proof of assignment, and not "evidence of the
terms of the transfer," was to be filed. The reference to a deposition
"setting forth the true consideration of the debt" in the first sentence
of General Order XXI(3) relates to the underlying claim, not to the
transfer itself.15 The Rules of Bankruptcy Procedure, adopted in
1975, elaborated on the General Order to distinguish between uncon-
ditional transfers and transfers for security. 16

Following the effective date of the Bankruptcy Reform Act of

proof of the assignment of a claim proved and entered on the referee's docket, the
referee shall immediately give notice by mail to the original claimant of the filing
of such proof of assignment; and, if no objection be entered within ten days, or
within further time allowed by the referee, he shall make an order subrogating the
assignee to the original claimant. If objection be made, he shall proceed to hear
and determine the matter.

General Order XXI(3), 89 F. (iii), (ix)-(x) (1898).
15 The Advisory Committee Note to Bankruptcy Rule 302(d), which replaced General Or-

der XXI(3), stated:
When a claim is assigned after bankruptcy but before a proof of the claim is filed,
General Order 21(3) has required the proof to be accompanied by an affidavit of
the assignor who held the claim at the date of bankruptcy. The affidavit duplicates
in considerable part the information required to be included in the proof of claim.

BANKR. R. 302(d) advisory committee note, I1 U.S.C. app. at 470 (Supp. V 1975).
16 Rules 302(d) and 10-401(c) of the Rules of Bankruptcy Procedure provided:

302(d) TRANSFERRED CLAIM.
(1) Unconditional Transfer Before Proof Filed. If a claim has been uncondi-

tionally transferred before proof of the claim has been filed, the proof of such claim
may be filed only by the transferee. If such claim has been transferred after the
filing of the petition, it shall be supported by (A) a statement of the transferor
acknowledging the transfer and stating the consideration therefor or (B) a state-
ment of the transferee why it is impossible to obtain such a statement from the
transferor.

(2) Unconditional Transfer After Proof Filed. If a claim has been uncondi-
tionally transferred after proof thereof has been filed, proof of the terms of the
transfer shall be filed, and the court shall immediately notify the original claimant
by mail of the filing of such proof of transfer and that objection thereto, if any,
must be made within 10 days of the mailing of the notice or within such further
time as the court may allow. If the court finds, after hearing if necessary, that the
claim has been unconditionally transferred, it shall make an order substituting the
transferee for the original claimant. If it does not so find, the court shall make
such order as may be appropriate.

(3) Transfer of Claim for Security Before Proof Filed. If a claim has been
transferred for security before proof of the claim has been fied, the transferor or
transferee or both may file a proof of claim for the full amount. The proof shall be
supported by a statement setting forth the terms of the transfer and, if the claim
was transferred after the filing of the petition, by (A) a statement of the transferor
acknowledging the transfer and stating the consideration therefor, or (B) a state-
ment of the transferee why it is impossible to obtain such a statement from the
transferor. If either the transferor or the transferee files a proof of claim, the court
shall immediately notify the other by mail that he may join in the claim so filed. If
both transferor and transferee file proofs of the same claim, the proofs shall be
consolidated. After hearing if necessary, the court shall make such orders respect-
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1978,17 the Rules of Bankruptcy Procedure were modified, and Rule
3001(e) was adopted. If the language included in the prior version of
Bankruptcy Rule 3001(e) provided courts with a springboard for reg-
ulating claims trading, the leaping off point was the Advisory Com-
mittee Note to that Rule. The Note provided:

Subdivision (e). The rule recognizes the differences between
an unconditional transfer of a claim and a transfer for the purpose
of security and prescribes a procedure for dealing with the rights of
the transferor and transferee when the transfer is for security. The
rule clarifies the procedure to be followed when a transfer precedes
or follows the filing of the petition. The interests of sound adminis-
tration are served by requiring the post-petition transferee to file
with the proof of claim a statement of the transferor acknowledg-
ing the transfer and the consideration for the transfer. Such a dis-
closure will assist the court in dealing with evils that may arise out
of post-bankruptcy traffic in claims against an estate. Monroe v.
Scofield, 135 F.2d 725 (10th Cir. 1943); In re Philadelphia & West-
ern Ry., 64 F. Supp. 738 (E.D. Pa. 1946); cf In re Latham Litho-
graphic Corp., 107 F.2d 749 (2d Cir. 1939)."

The cases cited by the Advisory Committee do not suggest that claims
trading is inherently "evil." Instead, the cases address issues properly
considered by a bankruptcy court: the allowance of claims purchased
by fiduciaries during the pendency of the bankruptcy case and the
voting of claims where only part of the claim is sold. This is in con-
trast to the "evils" addressed by bankruptcy courts under Bankruptcy
Rule 3001(e).

ing allowance and voting of the claim, payment of dividends thereon, and partici-
pation in the administration of the estate as may be appropriate.

(4) Transfer of Claim for Security After Proof Filed. If a claim has been trans-
ferred for security after proof thereof has been filed, proof of the terms of the
transfer shall be filed, and the court shall immediately notify the original claimant
by mail of the filing of such proof of transfer and that objection thereto, if any,
must be made within 10 days of the mailing of the notice or within such further
time as the court may allow. After hearing if necessary, the court shall make such
orders respecting allowance and voting of the claim, payment of dividends thereon,
and participation in the administration of the estate as may be appropriate.

BANKR. R. 302(d), 11 U.S.C. app. at 469-70 (Supp. V 1975) (repealed 1983).
10-401(c). TRANSFER OF CLAIM.

If a claim other than one founded on a bond or debenture has been assigned, a
statement setting forth the terms of the assignment shall be ified with the court and
a copy thereof delivered to the trustee or the debtor in possession.

BANKR. R. 10-401(c), 11 U.S.C. app. at 563 (Supp. V 1975) (repealed 1983).
17 Pub. L. No. 95-598, 92 Stat. 2549 (1978).
18 BANKR. R. 3001 advisory committee note, 11 U.S.C. app. at 247 (1988). A virtually

identical statement was made in the Advisory Committee Note to Rule 302(d) of the Rules of
Bankruptcy Procedure. See 11 U.S.C. app. at 470 (Supp. V 1975).
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B. Judicial Regulation of the Evils of Trafficking in Claims
Courts, citing their authority under the prior version of Bank-

ruptcy Rule 3001(e), have identified a number of "evils" associated
with claims trading. An examination of these purported "evils," how-
ever, suggests that court-developed restrictions reflect either a pater-
nalistic attitude towards claimants in bankruptcy cases, or an overall
dislike for claims transfers in general, rather than a desire to protect
against a true disruption of chapter 11 process. The difficulties identi-
fied by the bankruptcy courts bear little resemblance to those identi-
fied in the cases cited by the Advisory Committee in 1975 and 1983,
or in the extensive case law developed under the Bankruptcy Act. 9

Further, judicially fashioned remedies unnecessarily create further
uncertainty. In instances where claims transfers may confuse the pro-
cess of voting on a plan, Rule 3001(e) itself suggests the remedy.

1. Protection of the Unwitting Seller
Judge Abram in In re Revere Copper and Brass, Inc. 20 and Judge

Cosetti in In re Allegheny International, Inc. 2 expressed concern that
creditors were solicited to sell their claims without receiving sufficient
information to make an informed judgment about the offer. They
therefore found authority under Bankruptcy Rule 3001(e) to require
that information regarding the current status of the chapter 11 case be
provided to claimants. Each of the courts also gave transferring
claimants an opportunity to rescind the claim transfers.

Judge Abram in Revere expressed concern that solicited creditors
may be unaware of their rights and options, or of the differences be-
tween chapter 7 and chapter 11 cases, and could "fall prey to the
belief that bankruptcy inevitably will result in their receiving the pro-
verbial 10 cents on the dollar or worse."' 22 The court went on to note
that solicitation of acceptances and rejections of a plan is prohibited
unless accompanied by a disclosure statement containing sufficient in-
formation to enable a hypothetical reasonable investor to make an
informed judgment about the plan. Although the court declined to
hold that a disclosure statement as contemplated by Bankruptcy Code
section 112523 is required before an entity may purchase claims, Judge

19 See infra Part II(B)-(C).
20 58 Bankr. 1 (Bankr. S.D.N.Y. 1985).
21 100 Bankr. 241 (Bankr. W.D. Pa. 1988).
22 In re Revere, 58 Bankr. at 2.
23 11 U.S.C. § 1125(b) provides that an acceptance or rejection of a plan may not be solic-

ited after commencement of a chapter 11 case unless at the time of, or prior to such solicita-
tion, there is transmitted to the holder of a claim or interest a disclosure statement approved
by the bankruptcy court as containing "adequate information." "Adequate information" is

[Vol. 13:35
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Abram did hold that the purchaser was required to provide claimants
with sufficient information to enable the claimant to make an in-
formed judgment about the offer.24

In Allegheny, Judge Cosetti echoed the concerns voiced by Judge
Abram, but went further in his condemnation of claims trading. The
court expressed the view that the process by which claims are solic-
ited constitutes solicitation under section 1125(b) of the Bankruptcy
Code, but provides no information. The process, therefore, unfairly
permits a third party to do something which the debtor cannot: pay
cash to prepetition suppliers outside the constraints of a confirmed
plan.25  Further, Judge Cosetti found that although the claims
purchases did not involve a breach of fiduciary duty or the use of
inside information, they were "colored with superior knowledge, and
thus the assignments [were] similar to contracts of adhesion. '26 He
then proceeded to adopt a procedure which required the debtor to
provide the potential assignor with the debtor's best estimate of the
value of the assignor's claim.27

Fortgang and Mayer cite the Revere and Allegheny decisions
with approval, and urge courts to "preserve the integrity of the bank-
ruptcy process through the zealous protection of those who need it
without chilling the markets for chapter 11 claims by judicially freez-
ing transactions between responsible parties who can take care of
themselves. ' 2 However, the underpinnings of the decisions in Revere
and Allegheny are open to serious question.

Purchase and sale of claims, so long as the purchaser is not the
debtor, an affiliate of the debtor, or an insider,29 simply substitutes
one creditor for another. The selling creditor is not being asked to
waive its rights in favor of junior classes or to accept the risks and/or
benefits pursuant to a plan which permanently alters the rights of
creditors. Instead, the right to make those decisions and the risks
inherent in bankruptcy proceedings are merely shifted to another who

defined in 11 U.S.C. § 1125(a)(1) as information of a kind, and in sufficient detail, as far as is
reasonably practicable in light of the nature and history of the debtor and the condition of the
debtor's books and records, that would permit a hypothetical reasonable investor to make an
informed judgment about the plan. That section also states that adequate information need
not include information about any other possible or proposed plan. 11 U.S.C. § 1125 (1988).

24 In re Revere, 58 Bankr. at 3.
25 In re Allegheny, 100 Bankr. at 243.
26 Id.
27 Id. at 244. The court went on to grant the debtor permission to provide such informa-

tion, and further stated that the debtor would be held harmless from claims arising from such
disclosure.

28 Fortgang & Mayer, Trading Claims, supra note 4, at 56.
29 See discussion infra Part II(B).
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stands in the shoes of the original claimant.30 The solicitation to sell
is not a specific request for acceptance or rejection of a plan which is
barred by section 1125(b) of the Code.31

Further, the perceived lack of information upon which sellers
could otherwise make an informed judgment, and the unfairness of
the purchasers' "superior knowledge" may be more apparent than
real. Prior to bankruptcy, trade creditors must decide whether to ex-
tend credit to their customers based on information available through
Dun and Bradstreet and similar services, public filings with the SEC
for those companies subject to the reporting requirements of the Se-
curities Exchange Act of 1934, and any other information they are
able to obtain regarding their customers. These sources of informa-
tion continue to be available after the filing of a chapter 11 case.32 In
addition, monthly reports and copies of any pleadings filed are a mat-
ter of public record. Creditors frequently contact the debtor or repre-
sentatives of official committees appointed pursuant to section 1103 of
the Code33 to inquire into the status of the case. Creditors who care
to expend the time and effort can inform themselves as to the status of
the case and the treatment of their claim under any plan then
proposed.

The fact that selling creditors may choose not to avail themselves
of information does not make claims purchasers' "superior knowl-
edge" inherently unfair. 34 A free market economy frequently rewards
those who through their own diligence obtain "superior knowledge."
Further, the sometimes unpredictable risks in chapter 11 cases may
raise doubts as to whether claims purchasers' knowledge is truly supe-
rior. Claims purchasers are often the losers in the transactions. The
evaluation of whether sale of a claim makes sense is in large part a
matter of the claimant's circumstances. Selling creditors may have
informed themselves about the benefits and risks of the chapter 11
case and decided to sell on that basis, or may have decided that the
cost of making that investigation was not warranted in light of the
price offered for the claim. There is no statutory authority for a bank-

30 See discussion infra Part II(BX1)-(2).
31 See Century Glove, Inc. v. First Am. Bank of N.Y., 860 F.2d 94, 101 (3d Cir. 1988); see

also infra Part III(B)(3).
32 Claims trading is virtually unheard of in chapter 7, 12, or 13 cases, and relatively rare in

cases where the debtor is not subject to the reporting requirements of the Securities Exchange
Act of 1934, 15 U.S.C. §§ 78a-7811 (1988), where the universe of potential purchasers has
difficulty in obtaining current financial information during the bankruptcy case.

33 11 U.S.C. § 1103 (1988).
34 A different rule may apply where the purchaser is an officer, director or insider of the

debtor, or is a fiduciary to creditors by reason of serving on an official committee. See discus-
sion infra Part II(B)-(C).
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ruptcy court to interpose itself in a private transaction, where neither
of the affected parties questions the validity of the assignment.

Finally, the bankruptcy court's jurisdiction or authority to adju-
dicate the "fairness" of the transaction either sua sponte or on the
motion of the debtor, or even a trustee, is doubtful at best. As origi-
nally introduced in Congress, H.R. 8200 would have given the trustee
the power to bring actions on behalf of creditors of the estate against
third parties. a5 That provision, however, was deleted in the final ver-
sion passed by Congress.36 When the court entertains objections to
the transfer from the debtor based on "fairness" or lack of "adequate
information" without any objection from the transferor, it is in effect
permitting the debtor, exercising the power of the trustee, 7 to bring
an action on behalf of a creditor against a third party-in circum-
stances where the creditor has not requested it! Congress considered
whether a trustee or debtor should have the authority to bring that
type of action, and whether the bankruptcy courts should entertain
such actions, and determined that the jurisdiction of the bankruptcy
court should not be expanded to permit adjudication of causes of ac-
tion between non-debtor parties.38 Clearly, Congress did not intend
that bankruptcy courts use the Bankruptcy Rules, which are intended
to address matters of procedure only, to circumvent a policy decision
by Congress and controlling Supreme Court precedent on this issue.39

2. Protection of the Bankruptcy Process

Section 1126(a)4 of the Code, and Bankruptcy Rule 3018(a)4'
permit holders of claims allowed under section 50242 of the Code to
accept or reject a plan. Bankruptcy Rule 3021 similarly provides for
distribution to creditors whose claims have been allowed.4 3 Bank-
ruptcy Rule 3001(e) sets up a mechanism for tracking claims where
an individual proof of claim must be filed. Viewed as a whole, Rule

35 Section 544(c) of H.R. 8200 provided for this power. See H.R. REP. No. 595, 95th
Cong., 2d Sess. 370-71 (1977), reprinted in 1978 U.S. CODE CONG & ADMIN. NEWS 5963,
6326. The Bankruptcy Reform Act of 1978 is a revised version of H.R. 8200.

36 124 CONG. REC. S17413 (daily ed. October 6, 1978).
37 11 U.S.C. § 1107 (1988).
38 Cf 1 I U.S.C. § 510(c) (1988) (permiting the court to order a claim subordinated for

purposes of distribution).
39 Caplin v. Marine Midland Grace Trust Co., 406 U.S. 416 (1972) (chapter X trustee

precluded from enforcing a claim against an indenture trustee for misconduct on behalf of
indenture holders).

40 11 U.S.C. § 1126(a) (1988).
41 BANKR. R. 3018(a), H.R. Doc. No. 102-80, 102d Cong., 1st Sess. 87 (as amended Au-

gust 1, 1991).
42 11 U.S.C. § 502 (1988).
43 BANKR. R. 3021, 11 U.S.C. app. at 256 (1988).
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3001(e) is designed to facilitate determining which creditors are enti-
tled to either vote on a plan, or to receive distributions under it. Ac-
cordingly, where claims transfers would interfere with this purpose,
or might destroy the value of assets of the estate, courts may act to
protect against material erosion of the value of the debtor's estate,
subject to the usual burden of proof and evidentiary requirements in-
herent in judicial action. Again, however, where Congress has chosen
not to regulate the trading of claims, courts should not attempt to do
so under the guise of a procedural rule.

a. Protection of Tax Attributes or Estate Assets

Tax attributes in the form of net operating loss and certain credit
carryforwards (all referred to herein as "NOLs") frequently consti-
tute a significant asset in the debtor's estate. Under the federal tax
laws, losses from prior years may be used by a corporation to offset
income earned in later years, thereby reducing the corporation's fed-
eral tax liability. In certain circumstances, claims trading may limit
or impair the value of the debtor's NOLs and, concomitantly, the
debtor's estate. Messrs. Fortgang and Mayer suggest that in circum-
stances where a debtor's NOLs may be impaired as a result of trans-
fers of claims or stock, the corporation may attempt to restrict trading
in its claims and/or stock during the bankruptcy case." However,
they fail to point to any statute or common law right which would be
violated by the trading of claims. The authority of the bankruptcy
court to enjoin trading is therefore unclear.

As noted above, nothing in the Bankruptcy Code specifically pro-
hibits or regulates the transfer of claims. Even where such transfer
may affect the value of the debtor's NOLs, the transfer would not fall
within the express prohibitions of the automatic stay. 5 One possible
basis for enjoining claims trading is section 105(a) of the Bankruptcy
Code which provides that the bankruptcy court "may issue any order,
process, or judgment that is necessary or appropriate to carry out the
provisions of this title."46 The statutory language suggests that exer-
cise of the court's power under section 105(a) must be tied to another
Code section. Courts have sometimes construed the section more
broadly to permit an injunction to issue without violation of a statute;
for example, courts have enjoined suits against non-debtor third par-

44 Fortgang & Mayer, Trading Claims, supra note 4, at 111-13.
45 See 11 U.S.C. § 362(b) (1988).
46 11 U.S.C. § 105(a) (1988).
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ties on the basis that such suits adversely affected the estate.47 Gener-
ally, to obtain an injunction in such circumstances, there must be a
danger of imminent, irreparable harm to the estate or the debtor's
ability to reorganize; there must be a reasonable likelihood of a suc-
cessful reorganization; the court must balance the relative harm as
between the debtor and the creditor who would be restrained; and the
court must balance the public interest in successful bankruptcy reor-
ganizations against other competing societal interests.4 8

The bankruptcy court's authority under section 105, however, is
not limitless.49 The fact that claims trading may be involved does not
excuse compliance from the legal requisites for an injunction. Even
where authority does exist to enjoin claims trading to protect the
debtor's NOLs, the bankruptcy court must ascertain that a valuable
NOL 50 exists, and that the debtor's ability to use the NOL (and con-
sequently the value of the NOL) will be impaired by further claims
transfers. An analysis of the relevant portions of the Internal Reve-
nue Code5 suggests that the preceding circumstances may be rela-
tively rare, particularly where the debt to be converted into equity
includes publicly traded debt securities.

The federal tax laws limit the use of NOLs and certain other
losses where there has been an "ownership change." Under section
382 of the Internal Revenue Code of 1986,2 if an "ownership change"
occurs, the corporation's NOL cannot be used to offset future income
from operations, provided the new corporation does not continue at
least one historic business or use a significant portion of its historic
business assets in a business at all times during the two-year period
following the ownership change. 53 If the business continuity require-
ment is satisfied, the aggregate amount of the NOL is not affected.
However, the amount of the taxable income in any-one year that can

47 See, e.g., A.H. Robins Co. v. Piccinin, 788 F.2d 994 (4th Cir.), cert. denied, 479 U.S. 876
(1986).

48 See 2 COLLIER ON BANKRUPTCY 105.0211] (L. King 15th ed. 1991).
49 Section 105(a) does not allow the court to override explicit mandates of other sections of

the Bankruptcy Code, or other state or federal statutes; does not allow the bankruptcy court to
extend contractual agreements which have expired of their own terms; and should not be em-
ployed as a panacea for all ills confronted in the bankruptcy case. Id. at 105.01[3].

5o The value of a debtor's NOLs will depend on if and when the debtor projects it will have
taxable income subject to setoff against the NOLs, and how likely it is that the NOLs would be
sustained on audit by the Internal Revenue Service.

51 See I.R.C. § 382(1)(5)-(6) (1988).
52 Enacted in its current form by the Tax Reform Act of 1986, Pub. L. No. 99-514, 100

Stat. 2085.
53 See P. Asofsky, The Application of Section 382 to Title 11 and Insolvent Debtors, Tax

Forum No. 449 at 3 n.9 (February 6, 1989), citing I.R.C. § 382(c)(1); H.R. REP. No. 841, 99th
Cong., 2d Sess. 189 (1986); Treas. Reg. § 1.368-1(d).
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be offset by any pre-change NOLs is limited to the amount of the
"section 382 limitation"; specifically, the value of the stock of such
corporation immediately before the ownership change, multiplied by
the long-term tax-exempt rate set by the Internal Revenue Service. 4

For insolvent corporations or for those where the value of the stock or
the corporation is very low prior to the ownership change, the appli-
cation of section 382 may substantially limit or eliminate the use of
NOLs. This harsh treatment of loss corporations following an owner-
ship change is softened to some extent by two special rules that apply
to corporations that undergo ownership changes in or through title 11
bankruptcy proceedings.

The first special bankruptcy exception, contained in I.R.C.
§ 382(l)(5), provides that the section 382 limitation will not apply to
an ownership change if:

(i) the old loss corporation is (immediately before such ownership
change) under the jurisdiction of the court in a title 11 or similar
case, and
(ii) the shareholders and creditors of the old loss corporation (de-
termined immediately before such ownership change) own (after
such ownership change and as a result of being shareholders or
creditors immediately before such change) stock of the new loss
corporation (or stock of a controlling corporation if also in bank-
ruptcy) [possessing at least fifty percent of the voting power and
representing at least fifty percent of the total value of all of the
stock of the new loss corporation]."

Section 382(1)(5)(E) provides that stock transferred to a creditor in
satisfaction of indebtedness is taken into account for purposes of de-
termining whether the fifty percent requirement has been met, only if
the indebtedness (i) was held by the creditor at least eighteen months
before the date of the filing of the title 1 1 case, or (ii) arose in the
ordinary course of the trade or business of the old loss corporation
and is held by the person who at all times held the beneficial interest
in such indebtedness.5 6

If a debtor corporation qualifies under section 382(l)(5)'s special
bankruptcy exception, use of NOLs is not limited by the section 382
limitation. However, the aggregate amount of the NOLs must be re-
duced by the amount of interest paid or accrued on debt converted
into stock during any taxable year ending in the three-year period
prior to the ownership change and in the portion of the year prior to

54 See I.R.C. § 382(a)-(b), (e) (1988).
5 I.R.C. § 382(l)(5)(A) (1988).

56 I.R.C. § 382(l)(5)(E) (1988).
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the change." In addition, certain tax attributes including the NOLs
must be reduced by fifty percent of the amount of debt forgiven as a
result of conversion of the debt into stock. Furthermore, if a second
ownership change occurs within two years after the first ownership
change, then the section 382 limitation for years following the second
ownership change will be zero; that is, NOLs cannot generally be used
at all. The ability to use the section 382(1)(5) exception may be a
tremendous benefit. At the same time, a debtor who has publicly
traded securities (particularly securities that may be held in street
name), may have very limited ability to substantiate to the court and/
or to the Internal Revenue Service that it has sufficient long-term debt
holders to qualify. Further, the amount of interest paid or debt for-
given may affect the usefulness of the NOLs.

Assume, for example, that the debtor corporation has $100 mil-
lion of subordinated debt plus various trade and senior secured credi-
tors, with NOLs of $75 million in the aggregate. In the two years
prior to filing under chapter 11, the corporation paid a total of $30
million in interest on the subdebt. One year after commencement of
the chapter 11 case, a plan is confirmed and consummated; it provides
for the subdebt holders to receive all the stock of the corporation,
valued at $30 million in full satisfaction of their claims. So long as
fifty percent of the subdebt holders held their debentures continuously
for at least eighteen months prior to the chapter 11 filing, the debtor
would emerge from bankruptcy with no limitation on the use of its
NOLs, although the NOLs would have to be reduced by the $30 mil-
lion of interest paid, leaving a balance of $45 million. A total of $70
million (the total subdebt outstanding, less the fair value of the stock
issued) was forgiven as a result of the issuance of the stock in ex-
change for the subdebt under the plan. The NOLs (or other tax at-
tributes) will generally be further reduced by fifty percent of that
amount, or $35 million, leaving NOLs of $10 million.

Under the second special bankruptcy rule, if a debtor corpora-
tion is not eligible for the I.R.C. § 382(1 )(5) exception, or if an eligible
corporation elects not to have that section apply, then it will be sub-
ject to the section 382 limitation, as calculated pursuant to I.R.C.
§ 382(l)(6). Under that section, the value of the old loss corporation
shall reflect the increase in value resulting from any surrender or can-
cellation of creditors' claims in the transaction.

Applying I.R.C. § 382(1)(6) to the example given above, the
debtor's total NOL of $75 million would not change. Assuming other

57 I.R.C. § 382(1)(5)(B) (1988).
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claims were fully satisfied and that the long-term tax-exempt rate is
eight percent, the reorganized debtor's use of the NOL would be lim-
ited to $5.6 million per year (the value of the old loss corporation ($0)
plus the cancellation of $70 million in indebtedness multiplied by a
long-term tax-exempt rate assumed to be eight percent). Trading of
claims during the chapter 11 case, or even prior to the case, does not
affect the availability of section 382(l)(6) treatment. Although a fur-
ther ownership change would appear to require recalculation of the
section 382 limitation, nothing suggests that a second change would
eliminate the use of NOLs completely.

As the examples above demonstrate, where a debtor has NOLs
which are a valuable asset of the estate, determining whether treat-
ment of those NOLs will be more advantageous under I.R.C.
§ 382(l)(5) or under § 382(l)(6) depends on the debtor's unique cir-
cumstances. Because the amount of the NOLs must be reduced under
section 382(l)(5), it is by no means certain that emerging from bank-
ruptcy with no limit on the NOLs pursuant to subsection (1)(5) will
be more advantageous than living with the section 382 limitation and
no reduction of the NOLs pursuant to section 382(/)(6). Unless
treatment under section 382(l)(5) is determined to be significantly
more advantageous, no injunction against claims trading need be is-
sued. Indeed, no injunction under section 105 of the Bankruptcy
Code can issue without such a showing.

In In re TGX Corporation, the debtor sought to enjoin claims
purchases by Steinhardt Partners on the grounds that members of the
official committee who had resigned from that committee and sold
their claims to Steinhardt had breached a fiduciary duty, and further,
on the grounds that claims trading might "jeopardize the debtor's val-
uable tax attributes." 58 A temporary restraining order was issued by
the bankruptcy court. Whatever a court's jurisdiction under section
105(a), the pleadings filed by TGX are more notable for what they do
not say than for what they do say. 9 TGX's motion for a temporary
restraining order was not supported by affidavits, nor did it allege or
assert that TGX would otherwise qualify under I.R.C. § 382(1)(5).
No mention is made of the treatment of NOLs under I.R.C.

58 Brief in Support of TGX Corporation's and Official Equity Security Interest Holders
Committee's Motion for Issuance of Temporary Restraining Order Under Complaint Request-
ing Preliminary Injunction, at Part III, TGX Corp. v. Steinhardt Partners (In re TGX Corp.),
Ch. 11 Case No. 90BK-10499, Adv. Proceeding No. 91 Ap-1016 (Bankr. W.D. La. February
13, 1991).

59 The TGX brief in support of the motion for a temporary restraining order, id., reads
virtually verbatim, from the discussion of tax attributes from Fortgang & Mayer, Trading
Claims, supra note 4, at 111-13.
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§ 382(1 )(6). The parties in TGX agreed to a settlement which limited
the amount of debt securities Steinhardt Partners could acquire.' °

Notwithstanding the settlement, the bankruptcy court's entry of a
temporary restraining order does not appear to have proper eviden-
tiary support.

As noted above, the movant must show there is danger of immi-
nent, irreparable harm to the estate in order to obtain an injunction.
In the context of I.R.C. § 382(1 )(5), this would require a showing
both that the debtor has valuable NOLs and that the claim transfer
limits contained in I.R.C. § 382(1 )(5)(E) have not already been ex-
ceeded. For the NOLs to maintain their value, any plan proposed
must not only provide that fifty percent of the stock of the reorga-
nized debtor be issued to old shareholders or creditors who held their
claims for at least eighteen months prior to the chapter 11 filing, but
must also prevent an ownership change from occurring in the two
years following consummation of the plan. Creditors may be unwill-
ing to accept a stock plan where the stock in the reorganized company
can be sold only on a restricted basis. Consequently, the movant may
have difficulty showing that a plan of reorganization preserving the
full value of the NOLs could be confirmed. Where the value of the
NOLs under I.R.C. § 382(l )(5) is not substantially higher than when
subject to the limitation under I.R.C. § 382(1 )(6), the harm to credi-
tors restrained from converting their claims into cash may outweigh
any "harm" to the value of the debtor's NOLs. The issuance of an
injunction is an extraordinary remedy. Particularly where an express
statutory proscription is not being enforced, the court should be sure
that the requisites for injunctive relief have been satisfied.

b. Protection of the Voting/Distribution Process

Concerns such as claims splitting, vote buying, 6 and other mat-
ters affecting the mechanics of voting or distribution under a plan
may also be properly the subject of judicial action. Judge Lifland in
In re Ionosphere Clubs, Inc. (Eastern Air Lines, Inc.) invoked former
Bankruptcy Rule 3001(e)(2) to address a claims transfer that, in his
view, constituted improper claims splitting.62 Although former Bank-
ruptcy Rule 3001(e) could appropriately be used for this purpose, the
remedy fashioned by Judge Lifland went beyond that expressly con-
templated by the Rule, and even beyond what was necessary to pro-

60 Transcript of Hearing, TGX Corp. v. Steinhardt Partners (In re TGX Corp.), Ch. 11
Case No. 90BK-10499, Adv. Proceeding No. 91 Ap-1016 (Bankr. W.D. La. March 8, 1991).

61 See, however, the discussion on voting of purchased claims, infra Part III(C).
62 119 Bankr. 440 (Bankr. S.D.N.Y. 1990).

1991]



CARDOZO LAW REVIEW

tect against claims proliferation. The court effectively caused or
required a change in the economic terms of the agreement reached
between two financially sophisticated parties, and the remedy can be
viewed as a punitive measure against the claims purchaser.

In Ionosphere Clubs, Marriott Corporation filed proofs of claim
for amounts in excess of the amounts listed on the debtor's schedules.
Amroc Investments L.P. contracted to purchase the claims of Marri-
ott, but only to the extent the claims were listed as undisputed, liqui-
dated, and non-contingent on the debtor's schedules. Under the
terms of the assignment agreement, if the transfer was not approved
by the bankruptcy court within 180 days after the filing of a motion
for entry of an order approving the assignment, Amroc had the right
to rescind the purchase agreement.63 Shortly after a motion was fied,
the court "informed '64 the parties that it would not approve the
transfer because of the split nature of the assignment; that is, the
scheduled claims were transferred to Amroc, and Marriott retained
the portions of the claims in excess of the amounts scheduled. After
the expectations of a 100% recovery in the case had diminished sub-
stantially, Marriott sought to permanently withdraw the claims it had
retained, thereby permitting entry of an order approving assignment
prior to 180 days after the filing of the motion for transfer. The court,
over Amroc's objection, permitted the amendment of the claims and
issued an order approving assignment of the claims on the 180th day
after the filing of the motion for transfer.65 If, however, the court had
only been concerned with vote splitting, it could simply have entered
an order limiting Marriott's or Amroc's right to vote the claims or
participate in the case administration, as expressly contemplated by
former Bankruptcy Rule 3001(e)(3) or (4).

The recent changes in Bankruptcy Rule 3001(e) eliminate the
justification relied on by several courts to regulate the "fairness" of
claims trading. As noted above, courts appear to have regulated trad-
ing based upon personal views of the merits or demerits of trading,
without careful consideration of the permissible scope of judicial au-
thority under titles 11 and 28 of the United States Code and under the
Bankruptcy Rules.

Fashioning judicial "remedies" to deal with the perceived inequi-
ties of claims trading chills the market for claims. The cost of com-
plying with the courts' regulation of claims trading must be borne by

63 Id. at 442.
64 Id It appears from the opinion that Judge Lifland did not enter an order denying the

transfer at that time, but instead effectively left the parties in limbo.
65 Id. at 447.
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someone. A purchaser, to protect itself, must determine whether a
particular judge has devised his or her own rules or procedures for
approving transfers, and, if so, make sure that its papers comply with
those "rules." All this costs money, whether in time and effort, or in
legal fees. If selling creditors have a unilateral right to rescind assign-
ments up until the time of court approval of such assignment, as the
courts in Revere66 and Allegheny 6 effectively required, the economic
risk of delay and/or rescission suffered by the buyer will affect the
prices offered to the seller. From the date of purchase to the date of
court approval, a claims purchaser effectively is required to bear the
risk of loss. However, at the option of the seller, the claims purchaser
can be deprived of the benefits of an increase in the value of the claim.
Refusal or failure to enter an order either approving or denying as-
signment, as was done by Judge Lifland in Ionosphere Clubs,68 un-
fairly leaves the claims purchaser in limbo without serving any
bankruptcy purpose. In an efficient market, the transaction costs and
economic risk imposed on claims purchasers will be shifted to claims
sellers through lower prices for claims.

As noted above, the existence of a market for claims provides
substantial benefits to creditors who may themselves be facing finan-
cial difficulty and in desperate need of cash. The imposition of ad hoc
rules on claims trading to "protect" selling creditors effectively taxes
those creditors who would like to convert their claims into ready
cash. Absent a complaint of fraud, misrepresentation, or other cogni-
zable wrong from a party with standing, or a clear congressional man-
date, courts should not deprive creditors of the advantages of claims
trading based on judges' personal views of its merits or demerits.
Regulation of the marketplace is within the sound discretion of Con-
gress and not an appropriate subject for judicial "legislation." Fur-
ther, the "zealous protection of those who need it" urged upon
bankruptcy courts by Fortgang and Mayer 69 and the creation of
"remedies" by the court without request from parties to the assign-
ment, immerses the bankruptcy court in administration of the bank-
ruptcy case. This immersion is inconsistent with Congress's clear
intent to redefine the role of the bankruptcy court in title 11 cases as

66 In re Revere Copper & Brass, Inc., 58 Bankr. 1, 3 (Bankr. S.D.N.Y. 1985); see supra
notes 22-24 and accompanying text.

67 In re Allegheny Int'l, Inc., 100 Bankr. 241 (Bankr. W.D. Pa. 1988); see supra notes 25-
27 and accompanying text.

68 119 Bankr. at 442.
69 Fortgang & Mayer, Trading Claims, supra note 4, at 56.
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that of an impartial arbiter of disputes.7"
The revision of Bankruptcy Rule 3001(e) streamlines the transfer

process, and should limit court involvement to situations where a true
dispute exists between the alleged assignor and assignee of a claim.
Creditors in need of cash and entities willing to purchase claims
should be free to pursue their economic self-interest without interfer-
ence from suddenly beneficent debtors whose management may prefer
a passive creditor polity over "new equity" not of their choosing.

C. Exclusion for Claims Based on Publicly Traded
Bonds and Debentures

Under the prior version of Bankruptcy Rule 3001(e), the transfer
procedures did not apply to claims "based on a bond or debenture."'"
Because neither the Bankruptcy Code nor Bankruptcy Rules define
the terms "bond" or "debenture," the question of what type of debt
instruments were exempt from the Rule's requirements was open to
debate. The revised version of Bankruptcy Rule 3001(e) makes clear
that only publicly traded bonds or debentures are excluded from its
transfer procedures.7 2

Messrs. Fortgang and Mayer suggest that the exclusion of bonds
and debentures from Bankruptcy Rule 300 1(e) was intended to permit
public markets in debt securities to function during a bankruptcy case
without interference by the bankruptcy court.7 3 They further contend
that the revised rule is unnecessarily restrictive in that it regulates
institutional trading in nonpublicly traded debt securities where Rule
14A issued by the Securities and Exchange Commission permits such
trading.74 As 28 U.S.C. § 2075 makes clear, however, the Bankruptcy
Rules are not intended to abridge substantive legal rights.75 Messrs.
Fortgang and Mayer misperceive the purpose of Bankruptcy Rule
3001(e). Rule 3001(e) does not impose substantive regulations on the
trading of claims, whether institutional trading or otherwise.

Bankruptcy Rule 3001(e), in conjunction with other rules, is only
intended to facilitate recordkeeping and to insure an appropriate "rec-
ord" from which a court can determine which creditors are entitled to
vote on, or receive distributions under, a plan of reorganization. To
be treated as a creditor for purposes of voting and distribution, any

70 See H.R. REP. No. 595, 95th Cong., 2d Sess. 4, reprinted in 1978 U.S. CODE CONG. &
ADMIN. NEWS 5963, 5965-66; 1 COLLIER ON BANKRUPTCY 1.03[1] (L. King 15th ed. 1991).

71 BANKR. R. 3001(e), II U.S.C. app. at 246 (1988) (amended August 1, 1991).
72 See supra note 10.
73 Fortgang & Mayer, Trading Claims, supra note 4, at 21.
74 Fortgang & Mayer, Developments, supra note 5, at notes 28-30 and accompanying text.
75 See supra note 9 and accompanying text.
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creditor whose claim is not included on the debtor's schedules of as-
sets and liabilities, or whose claim is scheduled as disputed, contin-
gent, or unliquidated, must file a proof of claim with the court within
the deadline fixed by the bankruptcy court. 6 A proof of claim may be
filed by a creditor or by an indenture trustee.77

Publicly traded bonds and debentures are subject to the Trust
Indenture Act of 1939 which, inter alia, requires the appointment of
an indenture trustee.7 The Bankruptcy Code authorizes an indenture
trustee to file a proof of claim in respect of the indebtedness issued
pursuant to the indenture.79 Invariably the indenture trustee will file
such a claim. Individual bondholders are not required to file proofs of
claim, and claims filed will be disallowed as duplicates of the claim
filed by the indenture trustee. The transfer agent for the bonds pro-
vides the debtor or the court with the list of bond or debenture hold-
ers entitled either to vote on any plan of reorganization or to receive
distributions under any confirmed plan. The costs of complying with
the transfer requirements of Bankruptcy Rule 3001(e), if applied to
publicly traded bonds or debentures, would effectively impose a tax or
cost on the purchase and sale of those securities without enhancing or
improving the record-keeping function of Bankruptcy Rule 3001(e).

Debt securities not within the purview of the Trust Indenture
Act of 1939, whether publicly or privately traded, may not have an
indenture trustee. Although ownership of those securities may be re-
corded by a transfer agent, transfer agents are not authorized to file
proofs of claim, so that each claimant must file an individual claim.
Once a claim has been filed, the entity filing the claim is treated as the
owner for purposes of voting and distribution unless a transferee has
complied with the transfer procedures of Bankruptcy Rule 3001(e).
Although the beneficial interest in the claims may be legally trans-
ferred without compliance with Bankruptcy Rule 3001(e), the pur-
chaser or transferee may be dependent upon the record holders' good
faith in voting and transmitting any distributions received.

II. TRADING BY FIDUCIARIES

When "fiduciaries" in a chapter 11 case act in their own interest,
as distinguished from the interest of the estate and its creditors as a
whole, concerns arise that the "fiduciary" has somehow breached its

76 BANKR. R. 3003(c)(2), H.R. Doc. No. 102-80, 102d Cong., 1st Sess. 75 (as amended
August 1, 1991).

77 11 U.S.C. § 501(a) (1988); BANKR. R. 3003(c)(1), H.R. Doc. No. 102-80, id.
78 Pub. L. No. 76-253, 53 Stat. 1149, 15 U.S.C. §§ 77aaa-7Tobbb (1988).
79 11 U.S.C. § 501 (1988).
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fiduciary duties, or otherwise acted improperly. Selling claims, buy-
ing claims, or both buying and selling claims are instances of a party
acting in its own interest. Any of these activities may, in certain cir-
cumstances, constitute a breach of a fiduciary duty. However, before
rushing to condemn claims trading on that basis, it is appropriate to
note the admonition of Justice Frankfurter in SEC v. Chenery Corp.:

But to say that a man is a fiduciary only begins analysis; it gives
direction to further inquiry. To whom is he a fiduciary? What
obligations does he owe as a fiduciary? In what respect has he
failed to discharge these obligations? And what are the conse-
quences of his deviation from duty?"°

There are two categories81 of participants in chapter 11 cases
who are widely viewed as "fiduciaries" or at least as having fiduciary
duties. The first category consists of officers, directors and persons in
control of the debtor (i.e., statutory insiders); 2 the second consists of
members of official committees appointed under section 1102 of the
Bankruptcy Code. 3 Historically, regulation of claims trading focused
on these parties. Virtually all of the case law on claims trading prior
to adoption of the Bankruptcy Code arose in the context of trading by
an officer, director, or shareholder of the debtor, or trading by a com-
mittee member or a committee's professionals.

A. Regulation Under Prior Law

Prior to the adoption of the Chandler Act in 1938,84 courts some-
times limited claims to the purchase price paid or denied compensa-
tion where officers and directors of the debtor or committee members
purchased claims during the pendency of a bankruptcy case. 5 With

80 318 U.S. 80, 85-86 (1943).
81 A trustee appointed pursuant to 11 U.S.C. § 1104 (1988) would clearly qualify as a

fiduciary. However, because a trustee has no interest in the case apart from management of
the estate's assets, trustees will not be discussed.

82 See 11 U.S.C. § 101(30) (1988).
83 11 U.S.C. § 1102 (1988).
84 Chandler Act, ch. 575, 52 Stat. 840, 868-69 (1938) (repealed 1979).
85 See, e.g., In re Philadelphia & W. R.R., 64 F. Supp. 738 (E.D. Pa. 1946) (claims

purchased by directors during bankruptcy limited to price paid); In re Los Angeles Lumber
Products Co., 46 F. Supp. 77 (S.D. Cal. 1941) (claims purchased by officer, director, and chief
counsel to debtor during pendency of case through a corporation formed for that purpose
without disclosure that purchases made on officer's behalf); In re Republic Gas Corp., 35 F.
Supp. 300 (S.D.N.Y. 1936) (compensation denied to members of bondholder protective com-
mittee who bought or bought and sold bonds during pendency of bankruptcy case); In re
McCrory Stores Corp., 12 F. Supp. 267 (S.D.N.Y. 1935) (claims purchased by entity who
retained counsel to purchase claims, had counsel appointed to board, who then resigned from
the board after receiving information on claims settlements, and thereafter purchased those
claims, were limited to price paid).
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the adoption of the Chandler Act, Congress expressly authorized
bankruptcy judges to limit claims purchased by agents, attorneys, in-
denture trustees, or committees, to the purchase price paid. 6 Section
212 of the Bankruptcy Act provided:

The judge may examine and disregard any provision of a deposit
agreement, proxy, power or warrant of attorney, trust mortgage,
trust indenture, or deed of trust, or committee or other authoriza-
tion, by the terms of which an agent, attorney, indenture trustee, or
committee purports to represent any creditor or stockholder, may
enforce an accounting thereunder, may restrain the exercise of any
power which he finds to be unfair or not consistent with public
policy and may limit any claim or stock acquired by such person or
committee in contemplation or in the course of the proceeding
under this chapter to the actual consideration paid therefor.8

Section 212 did not absolutely prohibit trading by an agent, at-
torney, indenture trustee, or a committee, nor did it require that
claims be limited to the amount of the purchase price. Instead, its
language was permissive: a bankruptcy judge "may limit claims or
stock acquired" to the actual consideration paid. This is in contrast
to the language of section 249 of the Bankruptcy Act with respect to
compensation from the debtor's estate. Section 249 required that
such persons be denied compensation, if they purchased or sold
claims or stock, or if claims or stock were otherwise acquired or trans-
ferred without approval of the bankruptcy judge:

Any persons seeking compensation for services rendered or reim-
bursement for costs and expenses incurred in a proceeding under
this chapter shall file with the court a statement under oath show-
ing the claims against, or stock of, the debtor, if any, in which a
beneficial interest, direct or indirect, has been acquired or trans-
ferred by him or for his account, after the commencement of such
proceeding. No compensation or reimbursement shall be allowed
to any committee or attorney, or other person acting in the pro-
ceedings in a representative or fiduciary capacity who at any time
after assuming to act in such capacity has purchased or sold such
claims or stock, or by whom or for whose account such claims or
stock have, without the prior consent or subsequent approval of
the judge, been otherwise acquired or transferred.8"

86 The Chandler Act did not address trading by officers, directors or other "insiders." The
sections quoted below allowed the imposition of sanctions against agents, attorneys, indenture
trustees or committees purporting to represent any creditors or shareholders, or a committee,
attorney or other person acting in the proceedings in a representative or fiduciary capacity.
Insiders would not clearly fall within those categories.

87 Bankruptcy Act of 1898, § 212, 11 U.S.C. § 612 (1976) (repealed 1979).
88 Bankruptcy Act of 1898, § 249, 11 U.S.C. § 649 (1976) (repealed 1979).
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The procedural aspects of these sections were supplemented by Bank-
ruptcy Rules 10-211 and 10-215(c)(4).8 9 The Rules did not and could
not, however, affect the Bankruptcy Act's substantive regulations. 90

The Bankruptcy Reform Act of 19789' did not incorporate the
provisions of sections 212 and 249 of the Bankruptcy Act, nor indeed
any provision specifically regulating the purchase or sale of claims
against a debtor. Messrs. Fortgang and Mayer found the regulation
of fiduciary trading under the Bankruptcy Act to be "somewhat illogi-
cal" in that the sanctions against trading fiduciaries were remedies of
the estate and not the damaged claims seller,92 and further because
the sections did not explicitly sanction a fiduciary who profited by
purchasing claims and selling them to a third party.93 Nevertheless,
they suggest that by not including any specific sanctions for trading in
the Bankruptcy Code, Congress has failed to adequately regulate fidu-
ciary trading.94

In considering whether regulation of fiduciary trading is ade-
quate, it is perhaps appropriate to return to the questions raised by
Justice Frankfurter in SEC v. Chenery. 95 What parties in a chapter 11
case are fiduciaries? To whom are they fiduciaries? What duties are
owed? How does the sale, purchase, or purchase and sale of claims
breach those obligations? Careful consideration of these questions
leads to the conclusion that, although the Bankruptcy Code is silent
on the question of fiduciary trading, other well-established common
law doctrines adequately protect against abuse.

B. Officers, Directors, and Controlling Shareholders

Officers, directors, and majority shareholders owe fiduciary du-
ties to the corporation in which they serve or have control-both in
and out of bankruptcy. 96 This relationship has been variously de-

89 BANKR. R. 10-211, 11 U.S.C. app. at 552-53 (Supp. V 1975) (repealed 1983); BANKR. R.
10-215(c)(4), 11 U.S.C. app. at 554-55 (Supp. V 1975) (repealed 1983).

90 Messrs. Fortgang and Mayer seem to suggest that the Bankruptcy Rules could override
substantive regulations contained in the Bankruptcy Act. See Fortgang & Mayer, Trading
Claims, supra note 4, at notes 154-57 and accompanying text. Prior to the enactment of the
Bankruptcy Reform Act of 1978, 28 U.S.C. § 2075 did provide that "[a]ll laws in conflict with
such rules shall be of no further force or effect after such rules have taken effect." However, in
establishing the Supreme Court's power to prescribe the "practice and procedure" under the
Bankruptcy Act, Congress specifically stated "[s]uch rules shall not abridge, enlarge, or mod-
ify any substantive right."

91 Pub. L. No. 95-598, 92 Stat. 2549 (1978).
92 See Fortgang & Mayer, Trading Claims, supra note 4, at 31-35.
93 Id. at 31-32.
94 Id. at 28.
95 See text accompanying note 80.
96 See W. KNEPPER & D. BAILEY, LIABILITY OF CORPORATE OFFICERS AND DIRECTORS
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scribed as imposing "a high fiduciary duty of honesty and fair deal-
ing," a "strict fiduciary duty," "very strict fiduciary responsibilities,"
or as a "fiduciary relationship."97 A claim for breach of an officer's or
director's fiduciary duties belongs to the corporation. Any such ac-
tion brought by shareholders must generally be pursued on a deriva-
tive basis.9" The fiduciary relation of officers and directors is with
shareholders collectively, not individually, except in special circum-
stances. Breach of the fiduciary duty to an individual might be found
where an insider takes advantage of inside information to deliberately
mislead an ignorant shareholder, or where some individual right is
impaired by improper acts of an officer or director.99 The shareholder
may only maintain a direct action where there is a special injury to
the shareholder independent of the duties owed to the corporation. 00

Thus, it appears that many of the fiduciary duties purportedly owed
to shareholders are in fact duties owed to the corporation, although
the shareholders may have a right to enforce these duties on behalf of
the corporation.

Many complicated issues are raised by questioning whether of-
ficers, directors and/or majority shareholders owe a fiduciary duty to
creditors. Outside of bankruptcy, or absent special circumstances
such as fraud, insolvency, or violation of a statute, officers and direc-
tors do not generally owe any "fiduciary" duty to creditors of the
corporation.101 Indeed it appears anomalous to suggest that a "fiduci-
ary relationship," which connotes a relationship based on trust, spe-
cial confidence, and fairness, 10 2 can arise where each party is
presumed to be acting exclusively in its own interest. Certainly,
where the contract between a corporation and its creditor has been

§§ 1.06-1.08 (4th ed. 1988); 18B AM. JUR. 2d Corporations § 1684 (1985) (hereinafter
Corporations].

97 W. KNEPPER, supra note 96, at § 1.06.
98 See id. at § 1.07.
99 Corporations, supra note 96, at § 1692.

100 W. KNEPPER, supra note 96, at § 1.07.
101 See, e.g., Broad v. Rockwell Int'l Corp., 614 F.2d 418 (5th Cir. 1980); Simons v. Cogan,

549 A.2d 300 (Del. 1988); McGivern v. Amasa Lumber Co., 77 Wis. 2d 241, 252 N.W.2d 371
(1977).

102 Cf BLACK'S LAW DICTIONARY 564 (5th ed. 1979), which defines a "fiduciary" or "con-
fidential relation" to be:

... A relation subsisting between two persons in regard to a business, con-
tract, or piece of property, or in regard to the general business or estate of one of
them, of such a character that each must repose trust and confidence in the other
and must exercise a corresponding degree of fairness and good faith.... [B]usiness
shrewdness, hard bargaining, and astuteness to take advantage of the forgetfulness
or negligence of another (are] totally prohibited as between persons standing in
such a relation to each other.
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fulfilled, no further duty is owed.'0 3

In bankruptcy, officers and directors are sometimes described as
owing a duty to creditors. It is perhaps more accurate to say that
officers and directors owe a continued duty to the corporation which
may be enforced in a bankruptcy case by or for the benefit of credi-
tors. As the Supreme Court explained in Pepper v. Litton:' 4

A director is a fiduciary. So is a dominant or controlling stock-
holder or group of stockholders.... While normally that fiduciary
obligation is enforceable directly by the corporation, or through a
stockholder's derivative action, it is, in the event of bankruptcy of
the corporation, enforceable by the trustee. For that standard of
fiduciary obligation is designed for the protection of the entire
community of interests in the corporation---creditors as well as
stockholders.' 5

Following similar reasoning, courts have held that in bank-
ruptcy, any right of action against officers or directors for breach of
their fiduciary duties is an asset of the estate and enforceable only by
the trustee, or a creditors' committee acting on the debtor's behalf."' 6

Only where a creditor sustains an identifiable loss peculiar to itself by
reason of fraud or negligent mismanagement by officers or directors,
can a creditor bring a direct action against such officers or direc-
tors. 107 As with shareholders, it appears that the "fiduciary" duties of
officers, directors, and majority shareholders are in truth duties owed
to the corporation in the first instance.

The obligations or duties owed to a corporation by its officers,
directors, or majority shareholders are well established. Such persons
owe a duty of obedience; that is, a duty to see that the corporation
acts within its corporate powers and obeys the law.'08 They also owe
a duty of care. They must be diligent in respect of the management

103 See Broad v. Rockwell Int'l Corp., 614 F.2d 418 (5th Cir. 1980).
104 308 U.S. 295 (1939).
105 Id at 306-07 (citations omitted).
106 Louisiana World Exposition v. Fed. Ins. Co., 858 F.2d 233 (5th Cir. 1988) (creditor may

not bring direct action against directors of an insolvent corporation based on mismanagement
or breach of fiduciary duty, but corporation does have a cause of action which may be enforced
by creditors' committee on debtor's behalf); Koch Ref. v. Farmers Union Cent. Exch., Inc.,
831 F.2d 1339 (7th Cir. 1987) (individual creditors lacked standing to bring action to pierce
corporate veil; trustee in bankruptcy was proper party to bring alter ego action against debtor's
shareholders); Brown v. Presbyterian Ministers Fund, 484 F.2d 998 (3d Cir. 1973) (fiduciary
obligation of director normally enforceable by corporation may be enforced by trustee in bank-
ruptcy); Bayliss v. Rood (In re W. Va. Indus. Dev. Corp.), 424 F.2d 142 (4th Cir. 1970) (action
based on breach of director's duty to corporation may be brought by trustee on behalf of entire
community of interests in corporation-creditors as well as shareholders).

107 Ford Motor Credit Co. v. Minges, 473 F.2d 918 (4th Cir. 1973).
108 Corporations, supra note 96, at § 1684; W. KNEPPER, supra note 96, at § 1.05.

[Vol. 13:35



CLAIMS AND CONTROL

and administration of the affairs of the corporation; act in good faith,
with such care as an ordinarily prudent person in a like position
would use in similar circumstances; and act in a manner that the of-
ficer or director reasonably believes is in the best interest of the corpo-
ration."0 9 Finally, officers and directors owe a duty of loyalty to the
corporation they serve, which requires that a director or officer act at
all times in the best interest of the corporation, unhampered by per-
sonal pecuniary gain."' 0

The troublesome issue with respect to officers and directors who
purchase claims during a bankruptcy case is how claims trading
breaches or interferes with an officer's or director's duty to a debtor
corporation. Although case law under the Bankruptcy Act provides a
uniform rule as to the remedy to be granted,I1 ' the analysis of the
breach of duty giving rise to a remedy is less certain.

A few of the cases under the Bankruptcy Act involve clear abuse
of a director's position. For example, in In re McCrory Stores
Corp.,"2 a creditor and shareholder arranged for its attorney to be
appointed to the debtor's board of directors. During the attorney's
one-month tenure as a director, he obtained information on the
debtor's efforts to settle the claims of the landlords. The court found
that, prior to his appointment as director, the attorney had been re-
tained to acquire landlords' claims, and that immediately upon re-
signing as a director, the attorney resumed work and purchased the
landlords' claims for cash. Under those circumstances, the court held
that the director/creditor's claims would be limited to the purchase
price paid. Moreover, the court found that a director who uses confi-
dential information received as a director to compete with the corpo-
ration's efforts to settle claims patently violates his duty to the
corporation. "13

109 Corporations, supra note 96, at § 1698; W. KNEPPER, supra note 96, at § 1.05. But cf
Corporations at § 1696 (directors not judged by same strict standard as agent or trustee in
charge of private estate).

110 Corporations, supra note 96, at § 1711.
I I I Case law makes clear that as a consequence of an officer or director purchasing claims

during the course of a bankruptcy case, the allowance of those claims will be limited to the
purchase price paid. See, e.g., Sampsell v. Bridgford (In re Bridgford Co.), 237 F.2d 182 (9th
Cir. 1956); Monroe v. Scofield (In re Gallic-Vulcan Mining Corp.), 135 F.2d 725 (10th Cir.
1943); Terminal & Shaker Heights Realty Co. v. Van Sweringen Co. (In re Van Sweringen
Co.), 119 F.2d 231 (6th Cir. 1941); Schmitt v. Norcor Co. (In re Norcor Mfg. Co.), 109 F.2d
407 (7th Cir. 1940); In re Philadelphia & W. Ry. Co., 64 F. Supp. 738 (E.D. Pa. 1946); In re
Jersey Materials Co., 50 F. Supp. 428 (D.N.J. 1943); In re Los Angeles Lumber Prods. Co.,
Ltd., 46 F. Supp. 77 (S.D. Cal. 1941); In re McCrory Stores Corp., 12 F. Supp. 267 (S.D.N.Y.
1935).

112 12 F. Supp. 267 (S.D.N.Y. 1935).
113 Id. at 269.
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By the same token, a director who learns that a mortgage note
against the corporation's real property is available at a sharp discount
and finances a friend's purchase of the note, violates his duty to the
corporation if he fails to disclose the opportunity to his co-director
and shareholder.114 The duty of loyalty precludes an officer or direc-
tor from retaining a secret or private profit arising out of his official
position; he must account to the corporation for such a profit.'1 5

Limiting the allowed amount of a claim to the purchase price paid
increases the recovery to other claimants against the estate and is
comparable to accounting to the corporation for any profit.' 6

Certain courts, however, limited the allowed amount of claims
purchased by officers or directors to the purchase price paid, without
any discussion of wrongdoing on the part of the insider, or how the
purchase breaches any fiduciary duty." 7 These same courts also rec-
ognized that where the corporation is solvent, or a going concern, a
director may purchase a claim against the corporation at a discount
and enforce it for the full amount, absent a present duty to act for the
corporation, or overreaching or injury to the corporation. The ration-
ale for the limitation when the corporation is insolvent is unclear at
best. In SEC v. Chenery Corp. the Supreme Court held that equitable
principles do not impose upon officers and directors of a corporation
any fiduciary duty to stockholders which precludes the officers or di-
rectors from buying and selling stock with full disclosure and at the
market price, simply because they are officers and directors. "8 Why a

114 See In re Jersey Materials Co., 50 F. Supp. 428 (D.N.J. 1943); see also Terminal &
Shaker Heights Realty Co. v. Van Sweringen Co. (In re Van Sweringen Co.), 119 F.2d 231
(6th Cir. 1941) (pledged debentures of debtor, sold at foreclosure sale to corporation formed by
debtor's directors without notice to debtor, would be allowed only in amount paid for such
debentures).

"1 Corporations, supra note 96, at § 1717.
116 Messrs. Fortgang and Mayer question why, in cases under the Bankruptcy Act, reme-

dies against fiduciaries who traded claims were remedies of the estate and not the damaged
claims seller. Fortgang & Mayer, Trading Claims, supra note 4, at 28. Where the duty
breached is a duty owed to the corporation as opposed to any individual creditor or share-
holder, accounting to the corporation for the profit makes inherent sense.

117 See Monroe v. Scofield (In re Gallic-Vulcan Mining Corp.), 135 F.2d 725 (10th Cir.
1943); In re Philadelphia & W. Ry. Co., 64 F. Supp. 738 (E.D. Pa. 1946); but cf Schmitt v.
Norcor Co. (In re Norcor Mfg. Co.), 109 F.2d 407 (7th Cir. 1940) (claims purchased through
corporate entity without disclosure that purchase was on behalf of corporate officer); In re Los
Angeles Lumber Prods. Co., Ltd., 46 F. Supp. 77 (S.D. Cal. 1941) (claims purchased through
corporate entity without disclosure that purchase was on behalf of corporate officer).

118 318 U.S. 80 (1943). On a second appeal after remand to the SEC, the Supreme Court
held that the SEC could properly interpret the Public Utility Holding Company Act of 1935 to
require that stock purchased by officers and directors during the period of reorganization be
limited to the purchase price paid, even where such a finding could not be sustained based on
judicially established principles of equity. See SEC v. Chenery Corp., 332 U.S. 194 (1947).
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higher "fiduciary" standard should be called for in dealings with cred-
itors is questionable.

Although not suggested in the case law under the Bankruptcy
Act, established corporate law doctrines would provide a basis for
limiting claims purchased by officers and directors to the purchase
price paid, at least where the debtor is a going concern. A corporate
officer or director is under a fiduciary obligation not to divert a corpo-
rate business opportunity for personal gain. 1'9 Under the corporate
opportunity doctrine, a corporate officer or director may not seize for
himself a business opportunity which (i) the corporation is financially
able to undertake; (ii) is in the corporation's line of business and of
practical advantage to the corporation; and (iii) is one in which the
corporation has an interest or reasonable expectancy. If such an op-
portunity is diverted, the corporation may claim the benefit of the
transaction. 120

The purchase of claims against a debtor corporation, in and of
itself, would not appear to fall within this rule. A chapter 11 debtor is
generally precluded from making payments in respect of prepetition
claims except through a plan of reorganization, and in many circum-
stances will not have the financial wherewithal to purchase claims.
However, the ability to purchase claims implies the means to develop
financing sources to pay for those claims. Those financing sources are
themselves a corporate opportunity which may have substantial prac-
tical advantages for the corporation. The debtor corporation cer-
tainly has an interest or expectancy in financing sources. Indeed, the
debtor's officers may have been selected and hired based on their abil-
ity to develop financing for the corporation. Where an officer or di-
rector of a debtor corporation diverts such a corporate opportunity,
the corporation can properly claim the benefits by limiting the al-
lowed portion of the claims purchased with that financing to the price
paid.

Congress has not chosen to regulate the purchase and sale of
claims by officers, directors, or other insiders under the Bankruptcy
Code.'2 At the same time, nothing in the Bankruptcy Code overrides
or replaces the state law duties owed by officers and directors to the
corporation. Nor is there any provision preventing individual credi-
tors or shareholders from bringing an action against a corporate of-
ficer or director whose trading in claims results in a legally cognizable

119 Corporations, supra note 96, at § 1770.
120 Id
121 Nor was trading in claims by officers and directors regulated under the Bankruptcy Act.

See supra Part II(A).
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wrong to such creditor or shareholder. Bankruptcy courts should
tread lightly-if at all-when inventing new duties for directors
where Congress has not acted and where existing state law doctrines
are so well established.

C. Official Committees and Committee Members

Consideration of claims trading by members of official commit-
tees against the framework of Justice Frankfurter's analysis' 22 re-
quires travel through murkier waters. The extent and scope of the
"fiduciary" duties of committee members, and the consequences of
breaching those duties, are less well established.

Section 1102 of the Bankruptcy Code'23 provides for the appoint-
ment of a committee of unsecured creditors. That committee will or-
dinarily consist of persons 24 who are willing to serve and who hold
the seven largest claims of the kinds represented on the committee."'
The court may order appointment of additional committees if "neces-
sary to assure adequate representation of creditors or of equity secur-
ity holders."'2 6 An official committee appointed under section 1102
may:

(1) consult with the trustee or debtor in possession concern-
ing the administration of the case;

(2) investigate the acts, conduct, assets, liabilities, and finan-
cial condition of the debtor, the operation of the debtor's business
and the desirability of the continuance of such business, and any
other matter relevant to the case or to the formulation of a plan;

(3) participate in the formulation of a plan, advise those rep-
resented by such committee of such committee's determinations as
to any plan formulated, and collect and file with the court accept-
ances or rejections of a plan;

(4) request the appointment of a trustee or examiner under
section 1104 of this title; and

(5) perform such other services as are in the interest of those.
represented. 1

27

The role of a committee or a committee member in a chapter 11
case is distinct from the role played by a debtor's management, of-
ficers, and directors. A debtor in possession retains and manages the
pool of assets to which all creditors and equity security holders must

122 See supra text accompanying note 80.
123 11 U.S.C. § 1102 (1988).
124 "Persons" does not include governmental units. See 11 U.S.C. § 101(35) (1988).
125 11 U.S.C. § 1102(b)(1) (1988).
126 11 U.S.C. § 1102(a)(2) (1988).
127 11 U.S.C. § 1103(c) (1988).
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look for their recovery. As discussed in the previous section, well-
established duties go along with that control. In contrast, under state
law creditors ordinarily do not owe any special duty to one another or
to the debtor corporation. Each is presumed to act in its own best
interest. Absent fraud or tortious conduct, nothing requires or com-
pels a creditor to make a business opportunity available to its debtor,
to disclose its expected profits from a transaction, or to account for
those profits to a debtor or other creditors.

It follows that in chapter 11, "a creditors' committee and its
members owe no duty to the debtor or to the estate. A committee and
the holders of claims who serve on it only have a fiduciary duty to the
parties or class represented." 2 ' At the same time, .it would seem that
committee members must act as fiduciaries to the interests of the class
as a whole, and not to the interests of individual class members. 29

The bankruptcy court in In re Johns-Manville Corp. 130 summarized
the law as to the fiduciary obligations of committee members as
follows:

[T]he individuals constituting a committee should be honest, loyal,
trustworthy and without conflicting interests, and with undivided
loyalty and allegiance to their constituents. Conflicts of interest on
the part of representative persons or committees are thus not be
[sic] tolerated. Thus, where a committee representative or agent
seeks to represent or advance the interest of an individual member
of a competing class of creditors or various interests or groups
whose purposes and desires are dissimilar, this fiduciary is in
breach of his duty of loyal and disinterested service. 131

Many of the cases cited for the proposition that committee mem-
bers act as "fiduciaries" for creditors in fact stand for nothing more
than the proposition that committee members, attorneys, and agents
for a committee cannot act in a representative capacity or be compen-
sated for acting in such a capacity, where they hold or represent inter-
ests adverse to those represented. For example, in Woods v. City
National Bank 132 the Supreme Court upheld a district court's denial
of compensation to members of a bondholders' protective committee

128 In re Microboard Processing, Inc., 95 Bankr. 283, 285 (Bankr. D. Conn. 1989); cf In re
Standard Comm'l Tobacco Co., 34 F. Supp. 304 (S.D.N.Y. 1940).

129 For example, an official committee is a party in interest and may object to claims as-
serted in the case under 11 U.S.C. § 502 (1988). Such an objection would be contrary to the
interests of the affected creditor, but would benefit the class represented as a whole. Cf In re
Nat'l Equip. & Mold Corp., 33 Bankr. 574 (Bankr. N.D. Ohio 1983) (committee member
cannot act through committee in a manner which promotes only that creditor's interest).

130 26 Bankr. 919 (Bankr. S.D.N.Y. 1983).
131 Id at 925 (citations omitted).
132 312 U.S. 262 (1941).
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(who were also officers and employees of the underwriter); to the in-
denture trustee; 133 and to counsel for the committee (who also repre-
sented the indenture trustee and underwriter for the bonds). The
Court also noted that the underwriter was heavily invested in the
debtor's equity and that the underwriter's prospectus for the bonds
was under attack in the chapter X case.' 34 Similarly, in In re Realty
Associates Securities Corp. 135 a district court disqualified a committee
from acting on behalf of bondholders where members of the commit-
tee also served as the bondholders' representatives on the debtor's
board of directors. And the bankruptcy court in In re Johns-Manville
Corp. ,136 imposed sanctions against an attorney/committee member
for filing a motion in a state court action on behalf of a private litigant
in violation of the automatic stay, after noting that such an action
violated the committee member's fiduciary duties. 137

Although conflicting interests may prevent a person from serving
on a committee, once that hurdle is overcome the "fiduciary" duties
of committee members should not preclude members from acting in
their own interest. All claimants have conflicting interests in one
sense, because disallowance of any claim means fewer participants
will share in the estate. Even within a committee conflicts may exist
which require the members to negotiate against one another; for ex-
ample, where an unsecured creditors' committee includes senior debt,
subordinated debt, and trade debt. Bondholders sitting on a commit-
tee may have purchased their bonds at different prices, so that a plan
proposed may represent a profit to one holder but a loss to another.
Yet nothing requires committee members to disclose the purchase
price paid. These differing interests do not prevent entities from serv-
ing on a committee. Indeed, members are appointed because they
have claims against the debtor. At the same time, the committee
members share a common interest and duty to attempt to obtain the

133 Under chapter X of the Bankruptcy Act, committees were not appointed to represent
the interests of a class of creditors generally, as under section 1102 of the Bankruptcy Code.
Instead, they represented the bondholders or shareholders who deposited their securities or
gave powers of attorney to the committee. An indenture trustee must act in the interest of all
the bondholders under the indenture. The Court thus perceived a conflict in the indenture
trustees sitting on the committee. Id. at 266-69.

134 312 U.S. at 267; cf Shaw & Levine v. Gulf& W. Indus., Inc. (In re Bohack Corp.), 607
F.2d 258 (2d Cir. 1979) (law firm whose senior partner had close business and personal rela-
tionship with chairman of debtor's board was disqualified from acting as special counsel to
debtor in action based on allegations that debtor's board improperly manipulated).

135 56 F. Supp. 1008 (E.D.N.Y. 194); see also In re International Ry., 86 F. Supp. 546
(W.D.N.Y. 1949) (committee formed primarily to represent interest of bondholder, who was
also a significant shareholder, could not act for bondholders in reorganization proceeding).

136 26 Bankr. 919 (Bankr. S.D.N.Y. 1983).
137 Id. at 924-25.
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best recovery practicable, given the circumstances. Committee mem-
bership does not, however, place creditors in the position of true trust-
ees, where they might be expected or required to carry out their
responsibilities without regard to their own self-interest.

The parameters of a committee member's "fiduciary" duties are
fuzzy at best. That makes the determination of whether the sale,
purchase, or purchase and sale of claims violates those duties doubly
difficult. Prior to the Chandler Act,'38 courts used their power to
control compensation paid from the estate to deny compensation to
committee members who purchased securities during the course of
the proceeding, on the grounds that such purchases constituted a
breach of the committee member's duties to bondholders.' 39 This eq-
uitable rule was codified in section 249 of the Bankruptcy Act."M
Before rushing to condemn all claims trading on the basis of this prior
law, it is important to note the context in which the rule arose.

Under the Bankruptcy Act, committees obtained their authoriza-
tion to act on behalf of bondholders by soliciting bondholders to de-
posit their securities with the committee or to grant powers of
attorney. The agreements under which securities were deposited gave
the committees comprehensive powers. One court, describing a de-
posit agreement for a stockholders' committee, noted:

[S]tockholders gave the committee power to take any and all ac-
tions which the committee deemed expedient in connection with
the shares of stock of the stockholders in the reorganization pro-
ceeding; specifically, to represent the stockholders by intervention
or appearance or otherwise in the proceeding; to attend hearings
before the court; to vote and act for or against any proposal, reso-
lution or other matter that might be submitted in reference to the
estate of the corporation; to prepare, approve, accept or oppose
plans of reorganization; and to oppose and contest or assent to any
court orders or decrees relating to or affecting all or any part of the
property of the corporation; and to act for them with respect to
any court orders or decrees relating to or affecting any such
property.141
Against the backdrop of this type of agreement, statements that

"[m]embers of the committees . . . were trustees for the depositing

138 Supra notes 84-86 and accompanying text.
139 See In re Mountain States Power Co., 118 F.2d 405 (3d Cir. 1941); In re Republic Gas

Corp., 35 F. Supp. 300 (S.D.N.Y. 1936); In re Paramount.Publix Corp., 12 F. Supp. 823
(S.D.N.Y. 1935).
140 See supra note 88.
141 In re Standard Comm'l Tobacco Co., 34 F. Supp. 304, 308-09 (S.D.N.Y. 1940) (citations

omitted); cf In re Republic Gas Corp., 35 F. Supp. 300 (S.D.N.Y. 1936).
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bondholders"' 42 or that "it is a fraud in law for a trustee to purchase
property which is the subject matter of his trust and the making of
such a purchase is misconduct" '143 have a different meaning than if
made in the context of committees under chapter 11 of the Bank-
ruptcy Code. Bondholders whose securities were deposited with a
committee under the Bankruptcy Act, or who had given power of
attorney to a committee, were precluded or impeded from selling their
securities or acting on their own behalf in the bankruptcy case.

The potential for abuse by committees under these agreements
gave rise to section 212 of the Bankruptcy Act. 144 This section au-
thorized a bankruptcy judge to examine and disregard any provision
of a deposit agreement or other authorization by which a committee
purported to represent a creditor or stockholder. Section 212 also
stated that the bankruptcy judge "may limit any claim or stock ac-
quired by such person or committee in contemplation or in the course
of the proceeding under this chapter to the actual consideration paid
therefor."' 45 Despite this express statutory authorization, there ap-
pears to be only one reported case in which claims purchased by a
committee member during the course of the bankruptcy proceedings
were limited to the purchase price paid." At least under the Bank-
ruptcy Act, the most frequent consequence of a committee member's
deviation from his "fiduciary" duties was the denial of the right to act
in a representative capacity, or a denial of compensation from the
estate.

The role and function of committees under the Bankruptcy Code
is very different from practice under the Bankruptcy Act. Although a
committee acts as a representative or watchdog over the debtor's ac-
tivities on behalf of its constituency, the Code makes clear that any
creditor or equity security holder is a party in interest who may be
heard on any issue in the case.147 Nothing about a committee's opera-
tions prevents a creditor from selling its claim, or purchasing the
claims of others. Committees and committee members are not "trust-
ees" and do not hold in trust the property of the constituencies they
purport to represent.

In analyzing whether trading in claims by committee members
nevertheless violates their fiduciary duties, it is important to consider
separately the activities which may constitute "trading." It is not ap-

142 In re Republic Gas, 35 F. Supp. at 303.
143 Id.
144 See supra note 87.
145 Id.
146 In re Franklin Bldg. Co., 178 F.2d 805 (7th Cir. 1949).
147 See 11 U.S.C. § 1109 (1988).
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parent why a committee member who, because of a change in finan-
cial circumstances, is no longer willing or able to devote the time
necessary for participation on a committee, should be restricted from
resigning from the committee, selling its claims, and exitin& from the
case."14 A sale of claims simply replaces one creditor with another. It
does not result in a disposition of the debtor's assets,149 or in a trans-
fer of the position on the committee to the purchaser of the claims.
Such a transaction is not prohibited simply because there might be
some incidental impact on the constituency represented.

The purchase of claims or the purchase and sale of claims per-
haps raises more questions. At the same time, however, it is not clear
how the purchase of claims, if made with full disclosure of the com-
mittee members' status and without fraud, breaches any duty owed to
the constituency represented. Outside of bankruptcy, the federal se-
curities laws do not impose an absolute prohibition on the purchase of
securities by corporate insiders. No such absolute prohibition on
purchases by corporate insiders exists in bankruptcy. It is not clear
why a stricter standard should apply to committee members.

Certainly the purchase of claims does not prevent the member
from investigating the acts, conduct, assets, or financial condition of
the debtor, or other matters relevant to formulation of a plan; nor
does it prevent the committee member from carrying out any other
statutory duties of the committee. If, during the case, a committee
member acquires claims or interests adverse to those represented, the
remedy is simple. If the "disability" is temporary, the member can
recuse himself from the committee's discussions and/or votes on the
subject. If the conflict is substantial, the committee member can re-
sign or the court can order that individual removed from the commit-
tee. To the extent that claims purchases increase a member's financial
risk, they may provide added incentive for that creditor to carry out
the committee's duties with care.

Perhaps the real concern over trading by committee members is
that they will use "inside" information obtained through participation
in the committee for their individual benefit. 150 However, creditors

148 None of the cases under the Bankruptcy Act addressed the issue of whether the sale of
claims alone would violate a committee member's duties.

149 This assumes that the claim is not purchased by a corporate insider who has a duty to
make financing opportunities available to the debtor. See discussion supra text accompanying
notes 114-16.
150 See In re Allegheny Int'l, Inc., 100 Bankr. 241 (Bankr. W.D. Pa. 1988). Judge Cosetti

commented in establishing procedures for the transfer of claims:
We do not believe that Congress intended the trafficking in claims such as has
occurred in this case and others. Such concerns are evident from the 1983 Advi-
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making rational economic decisions should be reluctant to invest the
significant time and energy required, without obtaining some individ-
ual benefit from service on a committee. It would be naive to suggest
that major suppliers who sit on a committee do not use or consider
information gathered by the committee in making credit decisions. So
long as the use of that information does not result in abandonment or
a conflict with the member's responsibilities as a representative, it is
not apparent that any duty arising from committee membership is
breached.

Further, although a discussion of the antifraud rules of the fed-
eral securities law is beyond the scope of this article, it is important to
note that mere possession of internal corporate information15 will not
prevent a person, even a corporate insider, from purchasing or selling
securities of that corporation. Corporate employees, officers, and di-
rectors can and do purchase securities in the market. As noted by the
Supreme Court in SEC v. Chenery Corp. 152 established equitable prin-
ciples do not preclude officers and directors of a corporation from
buying and selling stock, when done in good faith with full disclosure.
There is no justification for applying a different rule to committee
members. This is not to say that where a committee member's con-
duct amounts to fraud 15 3 or violates some other applicable statute or
regulation 54 that a court of competent jurisdiction 55 cannot act. At
the same time, before condemning trading as a violation of "fiduci-
ary" duties, care should be taken to ascertain whether there is, in fact,
a duty impacted by that trading.

sory Committee Note, although we recognize that the cases cited therein involved
breaches of fiduciary duty. A breach of fiduciary duty implies inside knowledge.

Id. at 243 (emphasis added). Compare revised Bankruptcy Rule 3001(e) and the accompany-
ing Advisory Committee Note, supra notes 10, 13, which depart philosophically from Judge
Cosetti's rationale in Allegheny.

151 If the simple possession of internal corporate information were enough to prohibit an
entity from trading, all corporate insiders would be prohibited from purchasing or selling cor-
porate securities. The federal securities laws do not contain any such blanket prohibition,
although section 16 of the Securities Exchange Act of 1934 requires that insiders disgorge
short-swing profits resulting from the purchase and sale or sale and purchase of any equity
security within a six-month period. The possession of internal information should be distin-
guished from the possession of "material nonpublic information" standard applied under Rule
lOb-5. For a discussion of "material nonpublic information," see L. Loss, FUNDAMENTALS
OF SECURmEs REGULATION 718-22 (2d ed. 1988).

152 318 U.S. 80 (1943).
153 The insider trading doctrines under Rule lOb-5 are grounded in the common law tort

action of deceit. L. Loss, supra note 151, at 712.
154 For example, a committee member who is in possession of material nonpublic informa-

tion and uses that information to trade may thereby violate Rule lOb-5, or other regulations of
the SEC.

155 See supra notes 35-39 and accompanying text.

[Vol. 13:35



1991] CLAIMS AND CONTROL

D. Plan Proponents as Fiduciaries

Judge Cosetti's decision in In re Allegheny International, Inc. ,"56
which discussed the purchase of claims and control by Japonica Part-
ners, is reviewed at length below."5 7 One aspect of that opinion, how-
ever, warrants mention here. Judge Cosetti apparently takes the view
that possession of inside information makes an entity an insider and
fiduciary in a chapter 11 case.' The term "insider" is defined in
section 101(30) of the Bankruptcy Code.' Although Judge Cosetti
agreed that Japonica Partners was not an officer, director, general
partner, or affiliate of any of the debtors, and did not have actual
control or legal decision making power, his opinion states: "Japonica
sought and received inside information as a proponent of a plan. This
court finds as a matter of fact that Japonica is an insider and a fiduci-
ary for purpose [sic] of this reorganization."'' Such a notion is in-
consistent with basic legal concepts.

Black's Law Dictionary defines a "fiduciary" as:
[A] person holding the character of a trustee, or a character analo-
gous to that of a trustee, in respect to the trust and confidence

156 118 Bankr. 282 (Bankr. W.D. Pa. 1990).
157 See infra Part III.
158 See In re Allegheny, 118 Bankr. at 299.
159 That section states in relevant part:

"insider" includes-
(A) if the debtor is an individual-

(i) relative of the debtor or of a general partner of the debtor;
(ii) partnership in which the debtor is a general partner;
(iii) general partner of the debtor; or
(iv) corporation of which the debtor is a director, officer, or person in control;

(B) if the debtor is a corporation-
(i) director of the debtor;
(ii) officer of the debtor;
(iii) person in control of the debtor;
(iv) partnership in which the debtor is a general partner;
(v) general partner of the debtor; or
(vi) relative of a general partner, director, officer, or person in control of the

debtor;
(C) if the debtor is a partnership-

(i) general partner of the debtor;
(ii) relative of a general partner in, general partner of, or person in control of

the debtor;
(iii) partnership in which the debtor is a general partner;
(iv) general partner of the debtor; or
(v) person in control of the debtor;

(E) affiliate, or insider of an affiliate as if such affiliate were the debtor; and
(F) managing agent of the debtor.

11 U.S.C. § 101(30) (1988).
160 In re Allegheny, 118 Bankr. at 299.
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involved in it and the scrupulous good faith and candor which it
requires. A person having duty, created by his undertaking, to act
primarily for another's benefit in matters connected with such
undertaking.1 61

Corporate officers and directors manage the assets and affairs of
a corporation for the benefit of the corporation's shareholders, or per-
haps, in bankruptcy, for its creditors. The "fiduciary" relation arises
not from the possession of confidential information, 162 but from the
conduct of the business for the benefit of others. Nothing inherent in
the chapter 11 process or the process of proposing a plan of reor-
ganzation would impose upon a creditor or plan proponent a duty to
act primarily for another's benefit. Indeed, the opposite can be as-
sumed. A proponent attempting to purchase the debtor's assets natu-
rally wants to pay the lowest price possible, while creditors want to
receive the highest price. A creditors' plan may attempt to eliminate
equity interests, while a shareholders' plan limits the recovery of cred-
itors. Nothing in that process gives rise to a fiduciary obligation,
where one does not already exist. An obligation to act in good faith
may be assumed or imposed, 163 but that is not the same as a duty to
act primarily for another's benefit.

Messrs. Fortgang and Mayer suggest that Judge Cosetti's finding
that Japonica Partners was an insider can be justified, although not
for the reasons given by the judge. 6 4 They note that the definition of
"insider" includes "affiliates"' 6 5 (i.e., any entity which holds twenty
percent of the voting stock of the debtor), and that Japonica Partners

161 BLACK'S LAW DICTIONARY 563 (5th ed. 1979) (emphasis added).
162 For example, knowledge that a hostile offer for a corporation is about to occur is per-

haps the most market-sensitive information. Yet the entity with that knowledge, the potential
acquiror, has no duty to disclose that information until 5% of the stock is acquired. Even at
that point, the Williams Act, 15 U.S.C. §§ 78m-78n, does not prohibit further acquisitions of
stock, but merely requires disclosure of the purchaser's intentions.

163 See, for example, section 1-203 of the Uniform Commercial Code, which provides:
"Every contract or duty within this Act imposes an obligation of good faith in its performance
or enforcement." U.C.C. § 1-203 (1989).

164 Fortgang & Mayer, Developments, supra note 5, at notes 126-31 and accompanying text.
165 "Affiliate" is defined as:

(A) entity that directly or indirectly owns, controls or holds with power to vote,
20 percent or more of the outstanding voting securities of the debtor, other than an
entity that holds such securities-

(i) in a fiduciary or agency capacity without sole discretionary power to vote
such securities; or

(ii) solely to secure a debt, if such entity has not in fact exercised such power
to vote;
(B) corporation 20 percent or more of whose outstanding voting securities are di-
rectly or indirectly owned, controlled, or held with power to vote, by the debtor, or
by an entity that directly or indirectly owns, controls, or holds with power to vote,
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had purchased claims entitling it to receive more than twenty percent
of the stock to be issued under the plan of reorganization.'"s The"entitlement" to receive stock under a plan not yet confirmed or con-
summated, combined with "attempts to control" the debtors, 67 ac-
cording to Fortgang and Mayer, supports a finding that Japonica
Partners was an insider and that its votes against Allegheny's plan
should be disqualified. 6  This reasoning would permit a debtor to
confirm a plan of reorganization providing stock to creditors, over the
objection of any creditor large enough to receive at least twenty per-
cent of the stock, and who may have demanded that the debtor's man-
agement be removed. Surely they cannot be serious

Whatever one's views on the occasional "unfairness" of the mar-
ketplace and those who wield sigificant economic power within it,
courts should be cautious about inventing new categories of "fiducia-
ries" particularly in relationships where neither law, nor equity, nor
actual practice contemplates that a relation of trust or confidence
might exist. Similarly, courts should not rush to develop equitable
remedies for breaches of "duties" that are ill-defined at best. Reme-
dies for fraud, self-dealing by true fiduciaries, conversion, and other
cognizable wrongdoing are well established under non-bankruptcy
law. Where such conduct occurs, the bankruptcy court or another
court of competent jurisdiction can act to remedy the situation.
Whether, as a policy matter, further regulation makes good sense is a
question for Congress, not the courts, to decide.

20 percent or more of the outstanding voting securities of the debtor, other than an
entity that holds such securities-

(i) in a fiduciary or agency capacity without sole discretionary power to vote
such securities; or

(ii) solely to secure a debt, if such entity has not in fact exercised such power
to vote;
(C) person whose business is operated under a lease or operating agreement by a
debtor, or person substantially all of whose property is operated under an operat-
ing agreement with the debtor; or
(D) entity that operates the business or substantially all of the property of the
debtor under a lease or operating agreement.

11 U.S.C. § 101(2) (1988).
166 Fortgang & Mayer, Developments, supra note 5, at notes 126-31 and accompanying text.
167 Judge Cosetti found that Japonica Partners became "deeply involved" in the debtor's

insurance coverage and the disposal of certain assets, and demanded that a principal of Japon-
ica Partners be named to the debtors' board of directors, and that the chief executive officer of
Sunbeam Corporation (a subisidiary of Allegheny) be replaced with Japonica Partners' desig-
nee. In re Allegheny Int'l, Inc., 118 Bankr. 282, 298 (Bankr. W.D. Pa. 1990). Japonica's
alleged demands were not satisfied by the debtors.

168 Fortgang & Mayer, Developments, supra note 5, at notes 126-33 and accompanying text.
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III. BUYING CONTROL BY BUYING CLAIMS

The most interesting issues surrounding claims trading are those
raised by the purchase of claims for the purpose of taking control of
or acquiring the reorganized company or its assets. Both Judge
Abram in In re Revere Copper and Brass Inc. 169 and Judge Cosetti in
In re Allegheny International, Inc. 170 have expressed concern that
"solicitation" of claims is equivalent to the "solicitation" of accept-
ances or rejections of a plan, but is unaccompanied by the protections
of section 1125(b) of the Bankruptcy Code.171 Judge Cosetti has fur-
ther suggested that the purchase of claims by a plan proponent consti-
tutes an "end run" around the chapter 11 process. 72  Messrs.
Fortgang and Mayer contend that the purchase of claims by a party
who intends to file or has filed a plan of reorganization is itself a plan
of reorganization, and therefore must comply with the disclosure and
equal treatment requirements for a plan of reorganization. 73 Ques-
tions also arise in connection with voting on a plan of reorganization:
Who is entitled to vote on a plan? When should an acceptance or
rejection be designated under section 1126(e) of the Bankruptcy
Code 74 as having been made "not in good faith"? And how should
the votes of insiders or plan proponents be treated?

Many, if not most, of these issues arose in the chapter 11 cases of
Allegheny International and its subsidiaries. As is explained in more
detail below, Japonica Partners acquired control of Allegheny and its
subsidiaries through the purchase of claims, including purchases
made through a tender offer for certain publicly traded debentures
during the course of the chapter 11 cases. In July 1990, Judge Cosetti
issued a forty-six page memorandum opinion and order designating
and disallowing Japonica Partners' rejections of the debtors' plan and
imposing certain equitable remedies.'I" Many of the issues discussed
in or raised by the Allegheny opinion and Japonica Partners' activities
were settled by an agreement which led to a modification of the debt-
ors' plan, through which Japonica Partners acquired 99.6% of the
equity of the reorganized Allegheny. Although Judge Cosetti's opin-

169 58 Bankr. 1 (Bankr. S.D.N.Y. 1985); see also supra notes 22-24 and accompanying text.
170 100 Bankr. 241 (Bankr. W.D. Pa. 1988); see also supra notes 25-27 and accompanying

text.
171 11 U.S.C. § 1125(b) (1988).
172 In re Allegheny Int'l, Inc., 118 Bankr. 282, 295 (Bankr. W.D. Pa. 1990).
173 Fortgang & Mayer, Trading Claims, supra note 4, at 77-86; Fortgang & Mayer, Develop-

ments, supra note 5, at Epilogue. By suggesting that the purchase of claims must meet the
requirements of a plan of reorganization, Messrs. Fortgang and Mayer in essence contend that
claims cannot be purchased by a plan proponent.

174 11 U.S.C. § 1126(e) (1988).
175 See In re Allegheny, 118 Bankr. at 282.
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ion and the proceedings in the Allegheny chapter 11 cases are not the
exclusive focus of the following discussion, since it is the first-reported
decision in a case under the Bankruptcy Code addressing these issues,
both the opinion and the circumstances that led to its issuance cer-
tainly warrant consideration.

A. Allegheny International and Japonica Partners

Allegheny International and some of its subsidiaries filed for re-
lief under chapter 11 of the Bankruptcy Code in February 1988. Cer-
tain additional subsidiaries filed in May 1988. The chapter 11 cases
were tumultuous from the beginning.176 Numerous lawsuits were
filed, including an action against the senior secured bank lenders (the
"Bank Group") by unsecured creditors and equity holders seeking
subordination of the Bank Group's claims..17 7 For over a year, the
debtors proceeded with a merger and acquisition process in which
management attempted to market the companies. This process in-
cluded two unsuccessful bids by the investment banking firm of Don-
aldson, Lufkin & Jenrette ("DLJ"), the second of which fell through
in the spring of 1989. As part of the DLJ bid, Mr. James D. Milligan
would have been brought in to run the reorganized companies. 78 Fi-
nally after eight failed plans of reorganization, the debtors' exclusive
right to file a plan was terminated in June 1989.179 At approximately
the same time, Mr. Milligan was retained as a consultant to the debt-
ors. He was later named chief executive officer of Allegheny's Sun-
beam Corporation subsidiary. 80

The debtors continued their efforts to reorganize through the fall
of 1989, and filed two more plans of reorganization, both of which
failed. In December 1989, the debtors proposed a plan which pro-
vided for the distribution of cash to creditors of certain solvent sub-
sidiaries, and the distribution of stock to all creditors of Allegheny,
including the Bank Group. According to the debtors' disclosure

176 See Ansberry, Takeover Mayhem: When Will Somebody---Anybody--Rescue Battered
Allegheny?, Wall St. J., April 19, 1990, at Al, col. 6.

177 Debtors' Disclosure Statement and Joint Stock Plan of Reorganization, at V-IS, In re
Allegheny Int'l, Inc., Ch. 11 Case No. 88-448 (Bankr. W.D. Pa. February 5, 1990) [hereinafter
Debtors' Disclosure Statement].

178 Id. at VI-5 to VI-7.
179 Pursuant to 11 U.S.C. § 1121 (1988), the debtor has the exclusive right to file a plan of

reorganization for 120 days after the petition is filed, which time may be extended "for cause."
Numerous extensions were granted in the Allegheny case. Although the debtors went through
a "merger and acquisition process" it is important to note that because only the debtors had a
right to file a plan during that process, management was protected from offers to acquire the
company that management may have viewed as "hostile."

180 Debtors' Disclosure Statement, supra note 177, at VI-7 to VI-8.
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statement, the stock to be issued under the plan would have an "im-
plied value"""1 of $6.23 to $7.00 per share, subject to further dilution
for shares issued with respect to disputed claims, and for shares to be
reserved for or issued to management. 18 2 The debtors' disclosure
statement further advised that the reorganized companies intended to
adopt a compensation package for Mr. Milligan and senior executives
which would result in such management receiving approximately ten
percent of the stock of the reorganized Allegheny over a three-year
period. 1

83

The proposed articles of incorporation for the reorganized com-
panies were attached as an exhibit to the debtors' stock plan. The
articles provided that, in the event of a "control transaction," all
shareholders would have the right to "put" their shares to the "con-
trolling person" for the highest price per share paid by such person
for stock held at the time of the control transaction. Persons receiv-
ing stock under the plan of reorganization were excluded from the
definition of "control persons" unless they acquired additional shares
of common stock "for the actual purpose of exercising control over
the Corporation" or if "such person acquires beneficial ownership in
excess of 45% of the Common Stock of the Corporation."'81 4 Because
of the concentration of senior debt, up to 63% of the common stock
to be issued under the plan would be held by less than twenty-five
creditors.

In July 1989, following the termination of exclusivity, Japonica
Partners, a New York investment and advisory firm, began to investi-
gate the possibility of acquiring Allegheny and its subsidiaries. In
November 1989, Japonica Partners with the backing of Steinhardt
Partners, an investment firm managing approximately $1.5 billion in
equity assets, offered $683.8 million in cash and securities to purchase
Allegheny.8 5 That offer was rejected by the debtors' board, which
suggested that Japonica Partners file its own plan of reorganization.
Following rejection of its bid, Japonica Partners began to inquire
whether members of the Bank Group would be interested in selling
their claims. These negotiations were suspended when Japonica Part-

181 The Debtors' Disclosure Statement stated that the "implied value" was arrived at by
taking the assumed enterprise value of the corporation, less the amount of debt expected at
consummation, and dividing that amount by the number of shares to be issued. It further
warns that the implied value of the shares might differ from the actual trading price of the
securities. I at IX-6.

182 Id.
183 Id. at VII-2 to VII-3.
184 Debtors' Disclosure Statement, supra note 177, Exhibit A, Certificate of Incorporation

of Sunbeam/Oster Cos., at 3.
185 Wall St. J., Nov. 10, 1989, at B5, col. 3.
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ners determined it would file its own plan of reorganization. Japonica
Partners acquired one subordinated debenture-in the face amount of
$10,000-for $2,400, so that it would have standing to file a plan.'86

Then, on January 24, 1990, one day prior to the close of the hearing
on the debtors' disclosure statement, 1 7 Japonica Partners filed its
cash plan. That plan provided for the purchase of the debtors' assets,
with the cash proceeds to be distributed to holders of allowed claims
and interests, subject to certain holdbacks for claims that were not yet
allowed."88 The debtors' disclosure statement was approved by the
court on February 5, 1990, and the court set March 30, 1990 as the
last date for submitting acceptances or rejections of that plan.

After filing its plan, Japonica Partners resumed negotiations for
the purchase of bank claims. Late in February 1990, Japonica Part-
ners purchased approximately 17.3% of the Bank Group claims for
80% of the face amount of the claims. 18 9 On March 13, 1990 Japon-
ica Partners purchased another bank claim for 80% of the face
amount, so that it then owned approximately 21.8% of the claims in
the Bank Group.

In late February or early March, the agent bank for the Bank
Group contacted the debtors about its desire to sell the stock that
would be distributed to the Banks under the debtors' plan.' 90 Mr.
Milligan (then CEO of the debtor Sunbeam Corporation, who was to
receive along with other senior management approximately 10% of
the stock of the reorganized company over three years) had discus-
sions with a number of investors familiar to him who had "a desire to
own equity in whatever company [he] ran.' ' 9' Officers of the debtor
met and toured various facilities with investors, and with DLJ, who
was to represent the investors. 192 Certain officers and employees of
the debtors advised members of the Bank Group that they had identi-

186 11 U.S.C. § 1121(c) permits any "party in interest" to file a plan. "Party in interest" is
defined in 11 U.S.C. § 1109 to include "the debtor, the trustee, a creditors' committee, an
equity security holders' committee, a creditor, an equity security holder, or any indenture
trustee."

187 The version of Bankruptcy Rule 3016(a) then in effect provided that a party in interest,
other than the debtor, who is authorized to file a plan pursuant to 11 U.S.C. § 1121(c) could
file a plan at any time before the conclusion of the hearing on the disclosure statement.
BANKR. R. 3016(a), 11 U.S.C. app. at 253 (1988) (amended August 1, 1991).

188 Japonica Partners L.P. Fourth Amended Disclosure Statement and Joint Plan of Reor-
ganization, at 1-1 to 1-6, In re Allegheny Int'l, Inc., Ch. 11 Case No. 88-448 (Bankr. W.D. Pa.
May 3, 1990) [hereinafter Japonica's Disclosure Statement].

189 Id. at VII-I.
190 In re Allegheny Int'l, Inc., 118 Bankr. 282, 291 (Bankr. W.D. Pa. 1990).
'9' Id. (quoting deposition transcript of James D. Milligan).
192 Id. at 292.
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fled a potential buyer for the stock on a "when-issued" basis. 93

On March 16, 1990, DLJ contacted all members of the Bank
Group who had not sold their claims to Japonica Partners and ad-
vised them that a group of investors had proposed buying stock from
the Bank Group on a when-issued basis, at a price of $6.25 per share.
When combined with other cash to be received by members of the
Bank Group class under the debtors' plan, this offer amounted to a
101% recovery on the principal amount of their claims. Thirteen of
the sixteen remaining banks in the Bank Group entered into such con-
tracts. 194 Although the stock purchase agreements did not require the
banks to vote in favor of the debtors' plan, they did require the banks
to use their "best efforts" to effectuate the agreements.' 95 As a condi-
tion to closing, the contracts specified that no plan other than the
debtors' plan "shall have been approved by the requisite acceptances
of the claims of creditors so as to be confirmable under Section 1129
of the Code.' ' 196 The contracts also contained a confidentiality clause
which provided:

Except to the extent required by law, the terms and conditions and
other provisions of this Agreement, including, without limitation,
the purchase price hereunder and the nature of any transactions
contemplated hereby shall be strictly and absolutely confidential
and shall be disclosed by neither party hereto to any third person
(other than their respective officers, directors, counsel, auditors or
financial advisors to the extent such persons need to be apprised
thereof) without the express written consent of the other party
hereto.197

Prior to the close of balloting on the debtors' plan, holders of approxi-
mately 36.4% of claims in the Bank Group, who in the aggregate
were eligible to receive approximately 17.24% of the stock of the reor-
ganized debtors, entered into contracts to sell their when-issued
shares.

During this same period, Japonica Partners continued its efforts
to purchase claims. On March 23, it purchased a claim for 85% of

193 Id.
194 Under the terms of the debtors' plan, the Bank Group was entitled to nominate two

directors to the board of the reorganized company. One of the nominees of the Bank Group
participated in the arrangements for purchase of when-issued shares. See id.

195 Id.
196 Agreements to Purchase When-issued Shares, at § 4.6 (May 20, 1990) (on file with Car-

dozo Law Review office). Note that this condition apparently gave DLJ an "out" if creditors
voted to accept another plan, even if the debtors' plan was the plan ultimately confirmed.
Combined with the "best efforts" clause, this arguably required contracting banks to vote
against Japonica Partners' cash plan.
197 Id. at § 5.2.
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the face amount, and on March 26, it acquired a claim for 95% of the
face amount of the claim. After the purchase of the March 26 claim,
Japonica owned 33.9%, or more than one-third of the claims in the
Bank Group class.198 Also in March 1990, the debtors scheduled a
meeting in Switzerland with holders of claims evidenced by Swiss
franc notes issued by a dissolved subsidiary of Allegheny. DLJ at-
tended this meeting as representative of the purchasers of when-issued
shares. ' 99 The indenture trustee for the Swiss noteholders met sepa-
rately with Japonica Partners. Japonica Partners subsequently ten-
dered for the notes and acquired approximately 94.5% of such notes
for 66% of the face amount of the claims. The Swiss franc notes were
classified as senior unsecured claims under the debtors' plan. With
that purchase, Japonica Partners held 30.45% of the allowed claims
in the senior unsecured class, and caused those claims to be voted to
reject the debtors' plan.2 oo

The debtors failed to obtain the necessary acceptances from three
classes of claims or equity interests under the plan: the Bank Group
class, the senior unsecured class, and one of two classes of preferred
stock. Allegheny sought to designate and disqualify rejections sub-
mitted for the claims owned by Japonica Partners, and moved to ob-
tain confirmation of the plan, notwithstanding the failure of the
preferred stock class to accept the plan.20 1 Japonica Partners and the
Equity Security Holders' Committee objected to confirmation and
sought to designate the votes of the Bank Group and the entire vote
on the plan. The basis for the objection was that the solicitation of
contracts for the purchase of when-issued shares with the participa-
tion of debtors' management constituted an improper solicitation of
acceptances of the debtors' plan in violation of the Bankruptcy Code
and federal securities laws. In addition, they contended that the con-
tracts for when-issued shares, combined with the lack of disclosure of

198 "Acceptance" of a plan by a class of claims requires that of the claims submitting ac-
ceptances or rejections, at least one-half in number and two-thirds in amount accept the plan.
II U.S.C. § 1126(c) (1988). A creditor who holds over one-third of the claims in a class can
block acceptance by that class. Unless the rejection by that creditor is designated pursuant to
11 U.S.C. § 1126(e), the plan cannot be confirnied unless the cramdown standards of 11 U.S.C.
§ 1129(b) (1988) are met.

199 In reAllegheny, 118 Bankr. at 293.
200 Authors' calculations based on the record.
201 Under the absolute priority rule of 11 U.S.C. § 1129(b)(2XC), this meant that no class of

equity interests junior to the preferred stock class could receive any distribution under the
plan. Debtors' management nevertheless moved to "cramdown" the proposed plan and
thereby wipe out the debtors' existing shareholders, under circumstances where management
would wind up with 10% of the equity of the reorganized company. This came at a time when
there was another plan-Japonica Partners' plan-on the table that would provide a cash
distribution to equity security holders.
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the arrangement, would leave the remaining creditors and interest
holders as unwilling shareholders in a management-entrenched com-
pany under a plan never disclosed to such creditors and interest hold-
ers. Confirmation of the debtors' plan was bitterly contested.2 ' 2

As balloting on the debtors' plan proceeded, Japonica Partners
continued its efforts to have its disclosure statement approved and the
cash plan submitted to creditors for acceptance or rejection. On April
14, 1990, Japonica Partners announced a tender offer for all three is-
sues of subordinated debentures and for debentures issued by Cheme-
tron Corporation, a subsidiary of Allegheny.20 a The tender offer
documents explained that the amount offered pursuant to the tender
offer might be less than that offered under either plan of reorganiza-
tion; that the amounts offered under the plans might increase; and
that Japonica Partners had received non-public operational and finan-
cial information concerning the debtors.204 A complete description of
the tender offer, along with information on where parties could obtain
copies of the tender offer documents, was included in the disclosure
statement for Japonica Partners' cash plan. On May 3, 1990, the
court entered an order approving Japonica Partners' disclosure state-
ment (including the description of the tender offer) as containing "ad-
equate information"; it also established deadlines for the delivery of
the plan and disclosure statement to holders of claims and equity in-
terests, and for the submission of acceptances or rejections of the plan.
The tender offer closed on May 15, 1990 and Japonica Partners
purchased all securities validly tendered. This left Japonica Partners

202 See Ansberry, supra note 176.
203 Japonica's Disclosure Statement, supra note 188, at VII-I to VII-2.
204 The tender offer documents stated:

Certain Significant Considerations. Amendment of the Purchaser's Cash Plan or
the Debtors' Stock Plan. As discussed below... holders of Securities who tender
their Securities pursuant to the Offers will receive cash which may be less than the
value of the consideration that would be received under either the Debtors' Stock
Plan or the Purchaser's Cash Plan. Moreover, there can be no assurance that
either or both of such Plans will not be amended to increase or decrease the
amount of cash and/or the value of the securities to be distributed in respect of
Securities.

The Purchaser has entered into confidentiality agreements relating to the Debtors
pursuant to which the Purchaser is required to maintain the confidentiality of non-
public information relating to the Debtors. As a consequence of such agreement,
the Purchaser has received non-public operational and financial information con-
cerning the Debtors.

Offers by Japonica Partners to Purchase 9% Subordinated Sinking Fund Debentures due 1989
and 10 3/4% Subordinated Sinking Fund Debentures due 1999 and 10.4% Subordinated Sink-
ing Fund Debentures due 2002 of Allegheny International, Inc. and 9% Sinking Fund Deben-
tures due 1994 of Chemetron Corporation at 6, 17 (April 14, 1990).
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with approximately 15.3% of the claims in the Chemetron general
unsecured class, and 61.9% of the claims in the Allegheny
subordinated debenture class.2 °5

The last day for submitting, acceptances or 'rejections of the cash
plan was June 8, 1990. In advance of the close of balloting, the Bank
Group and certain insurance companies holding senior unsecured
claims with a sufficient percentage to "block" acceptance of Japonica
Partners' plan, announced that they had submitted rejections of that
plan. Thereafter, Japonica Partners purchased the insurance compa-
nies' claims for an amount equivalent to $7 per share under the debt-
ors' plan-higher than the amount then offered to the class of senior
unsecured claims under the cash plan. At the same time, Japonica
Partners moved to modify2°6 the cash plan to increase the purchase
price for the debtors' assets and the distribution to certain classes
under the plan.2 7 The insurance companies filed a motion seeking to
have the rejections previously submitted withdrawn or changed.208

The balloting period closed without a decision on the insurance com-
panies' motion, so that Japonica Partners' plan was not accepted by
two classes of claims.2

After purchasing the insurance company claims, Japonica Part-
ners issued a press release announcing the purchase and stating that
under the debtors' stock plan, it would own over fifty percent of the
stock of the reorganized company if the debtors' plan were confirmed.
Almost immediately thereafter, the Bank Group filed an adversary
proceeding in the bankruptcy court seeking equitable relief. The
Bank Group alleged that Japonica had attempted to control the
debtor, and that the control provision in the proposed articles of in-

205 Authors' calculations based on the record and on In re Allegheny Int'l, Inc., 118 Bankr.
282, 294 (W.D. Pa. 1990).

206 11 U.S.C. § 1127(a) provides:
The proponent of a plan may modify such plan at any time before confirma-

tion, but may not modify such plan so that such plan as modified fails to meet the
requirements of sections 1122 and 1123 of this title. After the proponent of a plan
files a modification of such plan with the court, the plan as modified becomes the
plan.

11 U.S.C. § 1127(a) (1988).
207 The modifications to Japonica Partners' plan increased the purchase price for the debt-

ors' assets and increased the distribution to the senior unsecured class and to one other class.
The increased distribution under the modified plan was higher than that paid to the insurance
companies for their claims.

208 The version of Bankruptcy Rule 3018(a) in effect at that time provided that "[ftor cause
shown and within the time fixed for acceptance or rejection of a plan" the court may permit a
creditor or equity security holder to change or withdraw its acceptance or rejection. BANKR.
R. 3018(a), 11 U.S.C app. at 254 (1988) (amended August 1, 1991).

209 In re Allegheny, 118 Bankr. at 295. The class of common stock also rejected the cash
plan.
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corporation for the reorganized company had been triggered, 210 so
that other creditors should have the opportunity to "put" their shares
to Japonica Partners for the same price per share paid to the insur-
ance companies-$7, per share. A trial was held on an emergency
basis.

On July 12, 1990, the court issued a memorandum opinion and
order confirming the debtors' plan. In general, the court found Ja-
ponica Partners' rejection of the debtors' plan to have been made in
bad faith, and therefore designated and disallowed its votes against
the debtors' plan.2 1' The court declined to disallow the votes of the
banks who entered into contracts with DJ, or the entire vote on the
debtors' plan. Although the court found the arrangements with DI.J
"inept and ill-timed and lacking disclosure, ' 21 2 it stated that only the
votes of creditors or interest holders who were engaged in wrongdoing
could be designated under section 1126(e) of the Bankruptcy Code.21 3

At the same time, however, the court noted that the transactions with
DLJ might have permitted DLJ or others to take control of the
debtor. The court therefore voided the contracts for the purchase of
when-issued shares.214 In respect to the adversary proceeding
brought by the Bank Group, the court found that Japonica Partners'
purchase of claims while a plan proponent was in bad faith.2 5 The
court further held that Japonica Partners' purchase of the insurance
company claims triggered the control transaction provision in the
proposed articles of incorporation for the reorganized companies. As
a sanction against Japonica Partners' "inequitable and bad faith be-
havior, '' 216 the court ordered that shares to be distributed to Japonica
or its affiliates be held in trust by the debtors for a period of three

210 The articles of incorporation in question were proposed articles for a Delaware shell
corporation with which Allegheny International would have merged, when and if its plan were
confirmed and consummated. The actual articles on file with the State of Delaware did not
include such a provision. In response to the adversary proceeding brought by the Bank
Group, Japonica Partners took the position that the appropriate court to interpret the articles
of incorporation would be a Delaware court. Further, Japonica Partners contended that be-
cause the articles of the shell corporation did not yet include the control provision, and that
such a provision would only take effect when and if the debtors' plan was confirmed and
consummated, that the Bank Group was improperly requesting that the bankruptcy court
issue an advisory opinion on Delaware law that the court did not have subject matter jurisdic-
tion to give.

211 In re Allegheny, 118 Bankr. at 289-90.
212 Id. at 294.
213 11 U.S.C. § 1126(e) (1988).
214 In re Allegheny, 118 Bankr. at 316.
215 Id. at 297. The court made no attempt to reconcile its approval of the Japonica Part-

ners' disclosure statement and the implicit authorization to solicit consents to the Japonica
Partners' plan with this finding.

216 Id. at 301.
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years.2 17 The shares were not to be entitled to vote on any matter
while in trust or while owned by Japonica Partners, although other
benefits of ownership would be retained. Japonica Partners could
avoid the sanction by establishing its ability and agreement to accept
other creditors' and equity security holders' rights to "put" their se-
curities to Japonica Partners within forty-five days from the date of
the confirmation order.218

Perhaps the best thing about Judge Cosetti's decision is that all
the parties were so unhappy with the result that they agreed to settle.
Pursuant to the settlement entered into by the parties, Japonica Part-
ners agreed to provide financing for the debtors' plan. The settlement
also gave certain classes of claims and equity interests the opportunity
to elect to receive their distributions in securities provided for under
the plan, or cash approximately equal to $7 per share or $1.53 per
warrant, with distributions in accordance with the election to occur
approximately seventy-five days after consummation of the modified
debtors' plan. Japonica Partners posted funds to assure payment of
the "cash election." The Bank Group received cash payments on the
effective date of the plan equal to approximately 105% of the princi-
pal amounts of their claims. Japonica Partners obtained control and
creditors received the cash recovery they had been looking for, at the
highest price per share estimated by the debtors.

B. Purchase of Claims as a Plan

Messrs. Fortgang and Mayer contend that claims purchases
made by a party who has filed, or intends to file, a plan of reorganiza-
tion should be viewed as part of a plan and must be measured against
the Bankruptcy Code standards applicable to plans of reorganiza-
tion.219 Judge Cosetti apparently takes a similar position. In Alle-
gheny, Judge Cosetti condemned Japonica Partners' claims purchases
as an "end run" around the bankruptcy process.220 In essence,
Messrs. Fortgang and Mayer and Judge Cosetti suggest that the
purchase of claims amounts to a de facto or sub rosa plan of reorgani-
zation. From the perspective of claims sellers, an offer to purchase
claims may not differ substantially from a plan of reorganization.

217 11 at 303.
218 Id. at 301.
219 Fortgang & Mayer, Developments, supra note 5, at note 141 and accompanying text.
220 In re Allegheny, 118 Bankr. at 295. It is interesting to note that in this regard the court

discusses only Japonica's tender offer for the publicly traded debentures and its purchase of the
insurance company claims, and not its earlier purchases of the bank claims and Swiss franc
notes. Virtually all of the claims held by Japonica Partners were purchased while it was a plan
proponent.
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However, when considered from the perspective of the estate and its
creditors as a whole, the transactions are legally and economically
distinct.

In Allegheny the court found that Japonica Partners' purchases
of claims to advance its position as a plan proponent constituted "bad
faith" in the pursuit of confirmation of its plan.221 Although Judge
Cosetti has made clear his distaste for claims trading generally,222 the
July 1990 opinion identifies three areas of concern that prompted the
court to conclude that the purchases were in bad faith. First, the
court found that Japonica Partners had solicited claims through the
tender offer outside its plan both before and after approval of its dis-
closure statement.223 The court equated the purchase of claims with
the solicitation of acceptances of a plan, and noted that Japonica Part-
ners could not have solicited acceptances of its plan under section
1125(b) of the Bankruptcy Code until after a disclosure statement had
been approved by the court.224 Second, the court found that the
purchases and offers to purchase resulted in discriminatory treat-
ment-both within the class of claims to whom offers were made, and
between junior and senior classes. Within the class to whom offers
were made, creditors who accepted Japonica Partners' offer received
immediate cash. In contrast, non-accepting creditors would receive
their distribution at some undetermined future date when the "offi-
cial" plan might be confirmed and consummated. 225 The court fur-
ther indicated that payment of junior classes prior to the senior
classes would defeat application of the absolute priority rule226 in the
event that a more senior class of creditors rejected the plan.227 Fi-
nally, the court reiterated its concern that the purchase of claims al-
lows a plan proponent to do something the debtor could not: pay

221 Id at 296.
222 The 1988 opinion on claims transfers stated, "We do not believe that Congress intended

the trafficking in claims such as has occurred in this case and others." In re Allegheny Int'l,
Inc., 100 Bankr. 241, 243 (Bankr. W.D. Pa. 1988).

223 In re Allegheny, 118 Bankr. at 294.
224 Id. at 295.
225 Id at 296.
226 If a plan is to be confirmed notwithstanding the failure of a class of unsecured claims to

accept that plan, then 11 U.S.C. § 1 129(bX2)(C) requires either that the creditors in the non-
accepting class receive property with a value equal to the allowed amount of their claims, or
that holders in junior classes receive nothing.

227 In re Allegheny, 118 Bankr. at 296. Judge Cosetti also suggests that a plan provision
providing for a tender offer would not meet the "best interests of creditors test" of 11 U.S.C.
§ 1129(a)(7)(A). The best interest test requires that each creditor receive at least as much
under the plan as would be received in a chapter 7 liquidation, or have accepted the plan.
Assuming that the purchase of claims would constitute a plan of reorganization, it is not clear
how the purchase of claims would result in a failure to meet that standard.
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creditors outside a plan of reorganization.228

Messrs. Fortgang and Mayer voice similar concerns. They state:
From the perspective of the debtor or other creditors, the purchase
of claims can at least be a solicitation of support for a plan or a
solicitation of a rejection of a plan already filed. The more wide-
spread the offer to purchase claims, the more it resembles and has
the effect of a plan. If the debtor were to offer a group of creditors
a cash recovery prior to a plan, it would have to comply with sec-
tion 1125, so that claims sellers would need a disclosure statement
so they could judge whether or not to accept the cash offer. Why
should a nondebtor claims purchaser not have to comply with
these provisions?229

Messrs. Fortgang and Mayer ask the right question: Why should
a third party be permitted to provide cash to creditors who want to
liquidate their claims against the debtor and exit the case, when the
debtor cannot? They overlook the simple answer: Third parties are
not using assets of the estate to pay creditors.23 0 The transfer of
claims against the estate from the original claim holder to a claims
purchaser does not dissipate or diminish the assets in the estate avail-
able to satisfy the claims and interests of creditors and equity security
holders as a whole.

Bankruptcy is a collective proceeding; it requires creditors to
proceed as a group through the bankruptcy court to collect on the
debts owed them. Once a debtor fies a petition for relief, the auto-
matic stay23 I restrains creditors from attempting to collect their
prepetition claims outside of the bankruptcy process. Without the au-
tomatic stay, creditors could pursue their own remedies against the
debtor's property. Those acting first, and able to seize or attach the
debtor's property, would receive payment in preference to and to the
detriment of other creditors.232 A business's assets may have substan-
tially more value when operated or sold as a going concern, than if
sold through piecemeal liquidation.

The purpose of a title 11 reorganization is to give the debtor and
its creditors an opportunity to preserve that value, and to provide an
opportunity for the debtor and its creditors, with its shareholders, to
analyze the debtor's financial problems and negotiate a restructur-

228 In re Allegheny, 118 Bankr. at 296.
229 Fortgang & Mayer, Trading Claims, supra note 4, at 44-45.
230 A different analysis would apply if the third party were an affiliate or insider of the

debtor. See supra Part 11(B).
231 11 U.S.C. § 362(a) (1988).
232 H.R. REP. No. 595, 95th Cong. 2d Sess. 340, reprinted in 1978 U.S. CODE CONG. &

ADMIN. NEWS 5963, 6297.
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233ing.23 The plan of reorganization determines how much and in what
form creditors will be paid, whether stockholders will continue to re-
tain any interests, and in what form the business will continue. Re-
quiring acceptance of the plan by a certain percentage of creditors and
interest holders necessitates negotiation among the affected parties.234

Permitting the debtor to pay certain, presumably complaining, credi-
tors outside of a plan upsets this process. Such a payment prefers
those creditors over others, and correspondingly decreases the
amount of assets available to satisfy the other claims against the es-
tate. The remaining creditors, however, are still restrained from pur-
suing collection activity against the debtor and its assets; further, they
have lost their right to negotiate with the exiting creditors for a com-
promise in the restructuring process.

1. Effect on Estate Assets
The key focus in determining whether a transaction constitutes a

de facto plan, and therefore an end run around the protections
granted creditors in chapter 11 cases,235 is whether the transaction
allocates assets or value among classes of claims or interests, specifies
the terms of a reorganization plan to be adopted, or restructures the
rights and priorities of creditors.236 For example, in In re Braniff the
debtor sought approval of a transfer of its cash, airplanes, and equip-
ment, and terminal leases and landing slots, in exchange for travel
scrip, unsecured notes, and a profit participation in the transferee's
proposed operation.2 " The agreement, however, provided that the
scrip could be issued only to the debtor's former employees and share-
holders, or in a limited amount, to unsecured creditors. Noting that
any reorganization plan would have to allocate the scrip according to
the terms of the sale agreement or forfeit a valuable asset, the Fifth

233 Id at 220, reprinted in 1978 U.S. CODE CONG. & ADMIN. NEWS at 6179.
234 Id. at 221, reprinted in 1978 U.S. CODE CONG. & ADMIN. NEWS at 6180.
235 Specifically, those protections consist of the right to receive a disclosure statement, 11

U.S.C. § 1125; the power of creditors holding claims in an impaired class to vote, 11 U.S.C.
§ 1126; the entitlement of dissenting creditors and equity interest holders to a return equal to
or greater than would be received in a chapter 7 liquidation; the requirement that a dissenting
class of unsecured creditors be paid in full prior to a junior class receiving or retaining any
interest or property, 11 U.S.C. § 1 129(b)(2)(B); and the ability of all parties in interest to be
heard as to other matters affecting confirmation. See, e.g., In re Crowthers McCall Pattern,
Inc., 114 Bankr. 877, 881 (Bankr. S.D.N.Y. 1990).

236 See, e.g., Institutional Creditors of Continental Air Lines, Inc. v. Continental Air Lines,
Inc. (In re Continental Air Lines, Inc.), 780 F.2d 1223, 1226-27 (5th Cir. 1986); Pension Bene-
fit Guar. Corp. v. Braniff Airways, Inc. (In re Braniff Airways, Inc.), 700 F.2d 935, 940 (5th
Cir. 1983); In re Naron & Wagner Chartered, 88 Bankr. 85, 88 (Bankr. D. Md. 1988).

237 Pension Benefit Guar. Corp. v. Braniff Airways, Inc. (In re Braniff), 700 F.2d 935 (5th
Cir. 1983).
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Circuit reversed the bankruptcy court, finding the transaction to be a
sub rosa plan.2 a8

The purchase of a claim simply substitutes the purchaser for the
original holder. Transfer of a claim from one holder to another does
not result in assets being taken from the estate, 239 and does not change
or alter the allocation of the debtor's assets among claims against the
estate.2' The new holder of the claim takes over the right to seek
recovery from the estate on that claim, and also inherits the risks that
the debtor's business will decline, that reorganization will be delayed,
or that recoveries from the estate will otherwise be adversely affected.
There is no change in the amount or type of assets in the debtor's
estate that would or could result in a de facto plan.

2. Impact on Priorities

Considered in this light, the concern that the claims purchases by
a plan proponent constitute an end run around the plan approval pro-
cess may be ameliorated. The court in Allegheny found that Japonica
Partners' purchase of claims outside its plan "caused discriminatory
treatment among members of the same class in violation of 11 U.S.C.
§ 1123(a)(4)" because creditors who accepted the offer received im-
mediate cash, and those who did not accept were left to receive their
distribution at some undetermined date.241 Messrs. Fortgang and
Mayer adopt a, similar view, but with a twist. They suggest that a
claims purchaser who later proposes a plan (or increases distributions
under a plan) paying more to claims in that class, violates section
1123(a)(4) of the Bankruptcy Code because some creditors (those who
did not sell) received better treatment than others (those who did

238 Id. at 939-40.
239 Judge Cosetti, in Allegheny, suggested that a plan proponent purchasing claims is some-

how using assets of the estate rather than the proponent's own resources. The opinion states:
In a prior opinion in this case, this court declared that the assignment of claims
"allows a third party to do something which the debtor cannot" before confirma-
tion of a plan because of the constraints of sections 1125 and 1129. Although the
court was critical of the process, the court allowed the trading in claims because
the purchasers of claims there were speculators who were using their own re-
sources. Under the special facts of this case, the court cannot apply the same
distinction to Japonica. The earlier purchasers of claims were not proponents of a
plan-Japonica isl

118 Bankr. 282, 296 (Bankr. W.D. Pa. 1990), quoting In re Allegheny Int'l Inc., 100 Bankr.
241, 243 (Bankr. W.D. Pa. 1988). The basis for this statement is unclear. Nothing in the
record in that case indicated that claims were paid for with any funds other than those pro-
vided by Japonica Partners or its investors.

240 A different rule might apply if the purchaser of the claim were a corporate insider. See
discussion supra Part II(B).

241 In re Allegheny, 118 Bankr. at 295-96.
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sell).242 It follows, they assert, that a plan proponent who purchases
claims cannot later amend its plan to provide more favorable treat-
ment to non-sellers, unless all prior sellers are given a chance to share
in the higher premium. Early sellers must be afforded the right to
share in the later increase, they contend, because at the time the early
sellers were "solicited" they did not have adequate information so as
to choose less favorable treatment than is offered under the plan.24 3

A transfer of a claim from one holder to another, even where the
transferee is a plan proponent, does not result in a violation of section
1123(a)(4) of the Bankruptcy Code. That section requires that a plan
"provide the same treatment for each claim or interest of a particular
class, unless the holder of a particular claim or interest agrees to a less
favorable treatment of such particular claim or interest." 2" The con-
fusion on this point arises from the failure to distinguish between"creditors" and "claims." A "claim" is defined in the Bankruptcy
Code as a "right to payment" or a "right to an equitable remedy for
breach of performance. " 245 A "creditor" is defined in turn as an en-
tity that has a "claim. '246 Section 1123(a)(4) does not require that
creditors receive the same treatment; it does require that claims within
a class receive the same treatment. The fact that creditors who sell
their claims receive cash from the purchaser does not affect or dictate
the ultimate treatment of the transferred claim under a plan. That
claim may be satisfied by cash, securities, stock, or other property
under a plan, so long as all claims within the class receive the same
treatment, or the holders elect less favorable treatment.

For the same reasons, the purchase of claims by a non-debtor
plan proponent does not defeat application of the absolute priority
rule of section 1129(b)(2)(B). 247 If a plan of reorganization is to be
confirmed notwithstanding the failure of an unsecured class of claims
to accept the plan, the absolute priority rule requires that either (i)
each holder of a claim within the class must receive or retain property
of a value equal to the allowed amount of such claim or (ii) holders of
claims or interests junior to the non-accepting class will not receive or

242 Fortgang & Mayer, Trading Claims, supra note 4, at 49.
243 Fortgang & Mayer, Developments, supra note 5, at notes 141-42 and accompanying text.

Messrs. Fortgang and Mayer appear to be concerned here about the lack of disclosure to the
selling claimants. Japonica Partners, however, included a clause in the tender offer documents
and in its assignment agreements that indicated the distributions offered under its plan might
be increased. See supra note 204. It is not clear whether Messrs. Fortgang and Mayer would
view such a disclosure as removing any problem under 11 U.S.C. § 1123(a)(4).

244 11 U.S.C. § 1123(a)(4) (1988) (emphasis added).
245 11 U.S.C. § 101(4) (1988).
246 11 U.S.C. § 101(9) (1988).
247 11 U.S.C. § 1129(b)(2)(B) (1988).
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retain any property under the plan on account of the junior claim or
interest. After a claim purchase, a plan could still be crammed down
pursuant to section 1129(b) of the Bankruptcy Code notwithstanding
the failure of a senior class of claims to accept. The claims purchaser,
however, as the new holder of the purchased claims, would not re-
ceive any distribution on account of those junior claims unless the
non-accepting senior class is paid in full.

As noted above, transfer of a claim results in a substitution of
holders and nothing more. Holders of other claims and equity inter-
ests merely have a new face with which to negotiate. They may find
the new face more aggressive or less pleasant, but beauty is in the eye
of the beholder. The underlying rights and priorities of the parties
have not changed.

3. Purchase of Claims as "Solicitation"

Judge Cosetti, in his July 1990 decision, found that Japonica
Partners' tender offer for publicly traded debentures prior to the time
it had an approved disclosure statement was a violation of section
1125(b). 248 Messrs. Fortgang and Mayer apparently share the view
that the purchase of claims alongside a plan of reorganization and
prior to approval of a disclosure statement constitutes improper solici-
tation.24 9 The views of Judge Cosetti and of Messrs. Fortgang and
Mayer are perhaps tied to the view that the widespread purchase of
claims constitutes a plan of reorganization. The language of section
1125(b) and the case law on the topic, however, suggests that "solici-
tation" for the purpose of purchasing claims is not proscribed by sec-
tion 1125(b). 250

The statute does not restrict "solicitation" generally; but it does
limit solicitation of "an acceptance or rejection of a plan" from a
"holder of a claim or interest with respect to such claim or inter-

248 In re Allegheny Int'l, Inc., 118 Bankr. 282, 295-97 (Bankr. W.D. Pa. 1990). The court
made no attempt to reconcile its approval of the Japonica Partners' disclosure statement and
the implicit authorization to solicit consents to the Japonica Partners' plan with this finding.

249 See, Fortgang & Mayer, Trading Claims, supra note 4, at 44-45; Fortgang & Mayer,
Developments, supra note 5, at 29.

250 Section 1125(b) of the Bankruptcy Code provides in relevant part:
An acceptance or rejection of a plan may not be solicited after the commence-

ment of the case under this title from a holder of a claim or interest with respect to
such claim or interest, unless, at the time of or before such solicitation, there is
transmitted to such holder the plan or a summary of the plan, and a written disclo-
sure statement approved, after notice and a hearing, by the court as containing
adequate information.

11 U.S.C. § 1125(b) (1988).
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est."2 ' An entity purchasing claims is not seeking the acceptance or
rejection, or even any decision regarding the merits or demerits of a
plan of reorganization "with respect to such claim." '252 Indeed one
can assume the purchaser is reserving the right to make that decision
itself. Upon transfer, the purchaser itself becomes the holder of the
claim entitled to vote.

The Third Circuit, in Century Glove, Inc. v. First American Bank
of New York, indicated that "solicitation" within the meaning of sec-
tion 1125 is to be construed narrowly, so as not to preclude negotia-
tion and discussion among creditors.253 The purchase of claims by a
plan proponent does not necessarily determine how those claims will
be voted. While it can be expected that a proponent will vote any
claims it owns in favor of its own plan, it could also vote the claims in
favor of any competing plan.2"4 Further, if a disclosure statement for
any plan is later approved, the holder of the claim at that time-the
claim purchaser-may reconsider any decision on how to vote those
claims. 255

C. Buying Claims or Buying Votes?

For an entity seeking to buy control of a debtor corporation
through buying claims, the ability to vote those claims either for or
against a plan of reorganization is key. A purchaser who invests sub-
stantial sums of money in the purchase of claims will want to have
some say about the debtor's future operations, and the structure of
any plan. If debtor's management is hostile, 256 then the claims pur-

251 Id.
252 Id.
253 860 F.2d 94, 101-02 (3d Cir. 1988).
254 11 U.S.C. § 1129(c) (1988) expressly contemplates that holders of claims and equity

interests may vote to accept more than one plan of reorganization. Pursuant to that section,
the court may only confirm one plan, and is to consider the preferences of creditors and equity
security holders in determining which plan to confirm.

255 Cf Century Glove, where the court stated:
A narrow definition [of acceptance] might allow a debtor to send materials seeking
to prepare support for the plan, "for the consideration of creditors," without ade-
quate information approved by the court. Though such preparatory materials may
undermine the purpose of adequate disclosure, the potential harm is limited in
several ways. First, a creditor still must receive adequate information before cast-
ing a final vote, giving the creditor a chance to reconsider its preliminary decisionL

860 F.2d at 102 (emphasis added).
256 Because of the risks involved, a potential suitor might not want to attempt to acquire a

debtor through the purchase of claims unless its other efforts have been completely rebuffed.
There may, however, be advantages to acquiring control through the purchase of claims. For
example, where the equity value of the debtor is low and the debtor has valuable NOLs, the
acquisition of claims which are later converted into stock may preserve the use of the debtor's
NOLs despite a change in control. See supra Part I(B)(2Xa).
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chaser's acceptance or rejection of the plan may be the only say it has
in the process.

1. Acceptance Requirements

Section 1129 of the Bankruptcy Code, which sets the standards
for confirmation of a plan, requires inter alia that each class of claims
or equity interests have either accepted the plan, or not be impaired
under the plan.2" A class of claims has accepted a plan if creditors
holding at least t~o-thirds in amount and more than one-half in
number have accepted. 258 A class of equity interests has accepted a
plan if holders of at least two-thirds in amount of the allowed interests
in that class have accepted the plan.259 In determining whether these
thresholds have been met, only those creditors or equity security
holders who submit acceptances or rejections are counted.2 ° Accept-
ances or rejections designated under section 1126(e) are further ex-
cluded in making this determination.

A plan may be confirmed notwithstanding the failure of a class of
claims or equity interests to accept if the treatment of the non-ac-
cepting class meets the standards set forth in section 1129(b) of the
Bankruptcy Code, including the requirement that the plan be "fair
and equitable" to the non-accepting class.261 As applied to a class of
unsecured claims or of equity interests, the fair and equitable standard
is often referred to as the absolute priority rule, and requires that a
dissenting impaired class receive full compensation for its allowed
claims or for its equity interests before a junior class receives any-
thing.2 62 Failure to obtain acceptance from all classes of claims or
interests does not prevent confirmation of a plan, but it carries a price
tag: strict compliance with the chapter 7 priority rules for the non-
accepting class.

2. Purpose of Voting

Before considering when acceptances or rejections may be desig-
nated and disallowed under section 1126(e), it is perhaps relevant to

257 11 U.S.C. § 1129(a)(8) (1988). A class of claims is "impaired" under 11 U.S.C. § 1124
unless the plan leaves unaltered the legal, equitable and contractual rights to which the claim
entitles the holder, cures any defaults, and reinstates all other legal and equitable rights to
which the claim entitles the holder; or provides for 100% payment in cash on the effective
date.

258 11 U.S.C. § 1126(c) (1988).
259 11 U.S.C. § 1126(d) (1988).
260 See 11 U.S.C. § 1126(c)-(d) (1988).
261 11 U.S.C. § 1129(b) (1988).
262 11 U.S.C. § 1129(b)(2)(B)-(C) (1988).
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consider why creditors and equity security holders have a right to
submit acceptances or rejections of a plan at all. The House Report
accompanying the bill including the Bankruptcy Code explains the
philosophy behind chapter 11:

* The parties are left to their own to negotiate a fair settle-
ment. The question of whether creditors are entitled to the going-
concern or liquidation value of the business is impossible to an-
swer .... [N]egotiation among the parties after full disclosure will
govern how the value of the reorganizing company will be distrib-
uted among creditors and stockholders. The bill only sets the
outer limits on the outcome: it must be somewhere between the
going-concern value and the liquidation value.

Only when the parties are unable to agree on a proper distri-
bution of the value of the company does the bill establish a finan-
cial standard. If the debtor is unable to obtain the consents of all
classes of creditors and stockholders, then the court may confirm
the plan anyway on request of the plan's proponent, if the plan
treats the nonconsenting classes fairly. The bill defines "fairly" in
terms of the relative rights among the classes. Simply put, the bill
requires that the plan pay any dissenting class in full before any
class junior to the dissenter may be paid at all. The rule is a partial
application of the absolute priority rule now applied under chapter
X and requires a full valuation of the debtor as the absolute prior-
ity rule does under current law. The important difference is that
the bill permits senior classes to take less than full payment, in
order to expedite or insure the success of the reorganization.263

The right of creditors to accept or reject a plan or to propose a
plan of reorganization reflects "the legitimate interests of creditors,
whose money is in the enterprise as much the debtor's, to have a say
in the future of the company. ' 264 Each holder of a claim or interest
must (i) be left unimpaired, (ii) accept the plan, or (iii) receive at least
as much as the holder would receive in a chapter 7 liquidation. 265

Beyond that, allocation of value is a matter for negotiation among the
parties, provided the requisite majority in each class accepts. The re-
quirement that each class of impaired claims or interests accept the
plan, combined with the alternative treatment under section 1129(b),
establishes a mechanism through which a minority in a class can re-
fuse to "give up" value to junior classes unless the minority's class is
paid in full.

263 H.R. REP. No. 595, 95th Cong., 2d Sess. 224, reprinted in 1978 U.S. CODE CONG. &
ADMIN. NEWS 5963, 6183-84.

264 Id. at 231-32, reprinted in 1978 U.S. CODE CONG. & ADMIN. NEWS at 6191.
265 11 U.S.C. § 1129(a)(7) (1988).
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3. Designation and Disallowance of Acceptances or Rejections
Pursuant to Section 1126(e)

The policies underlying chapter 11 link a claimant's or share-
holder's economic interest in the estate with the right to vote to ac-
cept or reject a plan of reorganization. This right may be withheld in
certain circumstances pursuant to section 1126(e) of the Bankruptcy
Code, which provides:

On request of a party in interest, and after notice and a hear-
ing, the court may designate any entity whose acceptance or rejec-
tion of such plan was not in good faith, or was not solicited or
procured in good faith or in accordance with the provisions of this
title.266

Nothing in the Bankruptcy Code defines "not in good faith," or
even "good faith." In general, "good faith" is an intangible and ab-
stract quality with no technical meaning. 267 This creates difficulty in
determining precisely when a claim holder's acceptance or rejection
should be designated and disallowed. General wisdom has it that sec-
tion 1126(e) incorporates pre-Code case law with respect to the dis-
qualification of claims.268 Virtually all of the cases interpreting the
language of section 1126(e) look to case law developed under chapter
X of the Bankruptcy Act.269

Despite the prevailing view, nothing in the legislative history to
section 1126(e) suggests that Congress intended pre-Code case law to
govern what circumstances will result in an acceptance or rejection's
being "not in good faith. ' 270 In light of the imprecise nature of a

266 11 U.S.C. § 1126(e) (1988).
267 BLACK'S LAW DICTIONARY 623 (5th ed. 1979).
268 See, e.g., 5 COLLIER ON BANKRUPTCY 1126.05[2] (L. King 15th ed. 1991).
269 See, e.g., In re Gilbert, 104 Bankr. 206 (Bankr. W.D. Mo. 1989); In re A.D.W. Inc., 90

Bankr. 645 (Bankr. D.N.J. 1988); Insinger Machine Co. v. Federal Support Co. (In re Federal
Support Co.), 859 F.2d 17 (4th Cir. 1988); In re MacLeod Co., Inc., 63 Bankr. 654 (Bankr.
S.D. Ohio 1986); In re Featherworks, Corp., 36 Bankr. 460 (E.D.N.Y. 1984); In re Landau
Boat Co., 8 Bankr. 432 (Bankr. W.D. Mo. 1981).

270 S. REP. No. 95-989, 95th Cong., 2d Sess. 123, reprinted in 1978 U.S. CODE CONG. &
ADMIN. NEWS 5787, 5909, states: "Subsection (f) excludes from all these calculations claims
not voted in good faith.., or not in accordance with the provisions of this title." The House
Report states: "Subsection (f) permits the court to designate any person whose acceptance or
rejection of the plan was not in good faith or in accordance with the provisions of the bank-
ruptcy code." H.R. REP. 595, 95th Cong., 2d Sess. 411, reprinted in 1978 U.S. CODE CONG. &
ADMIN. NEWS. 5963, 6367. The House Report also contained an explanation of a separate
subsection that would have permitted designation based on conflicts of interest:

Subsection (e) permits the court to designate for any class of claims or inter-
ests any person that has, with respect to that class, a conflict of interest that is of
such nature as would justify exclusion of that person's claim or interest from the
amounts and number specified in subsection (c) or (d). A person might have such
a conflict, for example, where he held a claim or interest in more than one class.
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"good faith" standard, it is not at all clear that Congress intended to
import the standard used under the Bankruptcy Act. Further, a con-
sideration of the differences between chapter 11 under the Bankruptcy
Code and chapter X under the Bankruptcy Act suggests that a whole-
sale adoption of the standard used under prior law may not be
appropriate.

a. Chapter X as a Model

Chapter X contemplated a rigid and formalized procedure, in-
cluding the mandatory appointment of a trustee, and the imposition
of strict financial rules governing a plan or reorganization. 27  Appli-
cation of the absolute priority rule was a requirement of chapter X. 272

An approval hearing was required, at which the valuation of the busi-
ness (and therefore compliance with the absolute priority rule), and
other requirements for confirmation had to be established. After the
approval hearing, the plan was sent to the SEC for development of an
advisory report on the content of the approved plan.2 73  The plan
could only be submitted to creditors and shareholders for acceptance
once all these steps had been completed.27 4 Acceptance by two-thirds
in amount of the allowed claims of a class was required. 27 -

Claim holders voting on a plan in a chapter X proceeding had
already received the protections of the absolute priority rule. A valu-
ation of the debtor's business had been made and a court had estab-
lished that either the dissenting class was receiving payment in full, or

Exclusion from one class for voting purposes would not require his exclusion from
the other class as well. The result is to overrule cases such as Aladdin Hotel Corp.
v. Bloom, 200 F.2d 627 (8th Cir. 1953), which, though not in the bankruptcy con-
text, would appear to count votes for a reorganization plan motivated by an at-
tempt to squeeze out a minority of a class. In that case, the conflict of interest of
those voting for the plan was clear, but the court permitted the votes.

Id. Subsection (e) of section 1126 in the original H.R. 8200 was deleted on the basis that
section 105 constitutes sufficient power to designate exclusion of a creditor's claim based on
conflict of interest. 124 CONG. REC. S17420 (daily ed. October 6, 1978).

271 H.R. REP. No. 595, 95th Cong., 2d Sess. 221, reprinted in 1978 U.S. CODE CONG. &
ADMIN. NEWS 5963, 6181.

272 Bankruptcy Act § 221, 11 U.S.C. § 621 (repealed 1979).
273 Bankruptcy Act § 172, 11 U.S.C. § 572 (repealed 1979).
274 Bankruptcy Act § 174, 11 U.S.C. § 574 (repealed 1979):
275 Bankruptcy Act § 179, 11 U.S.C. § 579 (repealed 1979). Section 203 of the Bank-

ruptcy Act provided:
If the acceptance or failure to accept a plan by the holder of any claim or stock is
not in good faith, in light of or irrespective of the time of acquisition thereof, the
judge may, after hearing upon notice, direct that such claim or stock be disquali-
fied for the purpose of determining the requisite majority for the acceptance of a
plan.

11 U.S.C. § 603 (repealed 1979).
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that no class junior to the dissenting class would receive any distribu-
tion under the plan. In contrast, in a chapter 11 case under the Bank-
ruptcy Code, the designation of an acceptance or rejection of a plan
deprives the dissenters of their right to insist on application of the
absolute priority rule. 76 Given these differences, the key focus under
the "not in good faith" standard of section 1126(e) should be whether
the entity whose vote is being designated has used its acceptance or
rejection in such a way that it should be deprived of the right to insist
on the absolute priority rule. In that light, instances of designation
should be relatively rare.

b. "Ulterior Motives" and Bad Faith

Holders of claims against, and interests in, the debtor's estate
have a right to vote on a plan of reorganization because their recov-
eries are dependent on the outcome and form of that plan. The basic
rule for deciding whether an acceptance or rejection will be deemed to
have been made "not in good faith" in cases under the Bankruptcy
Act, as followed in cases under the Code, is easy to explain in theory,
but difficult to apply to specific instances.

In general, good faith in accepting or rejecting a plan does not
require selfless disinterest; each creditor is expected to cast his vote in
accordance with his perception of his own interest.277 The test seems
to be whether the party whose acceptance or rejection is to be disal-
lowed had some improper ulterior reason for their action. 78 The
"unfair advantage" or "ulterior motive" may arise from "pure malice,
strikes and blackmail" or with a purpose to destroy an enterprise in
order to advance the interests of a competing business.2 79 The
Supreme Court in Young v. Higbee, discussing the history of section
203 of the Bankruptcy Act, stated: "The history of this provision
makes clear that it was intended to apply to those stockholders whose
selfish purpose was to obstruct a fair and feasible reorganization in the
hope that someone would pay them more than the ratable equivalent of
their proportionate part of the bankrupt assets. 280

As noted above, the examination of "ulterior" motives in chapter
X cases arose in the context in which the naysayers had already re-

276 Presumably, 11 U.S.C. § 1126(e) would only be used against dissenters where they have
a sufficient amount of claims to block acceptance in a class.

277 See, eg., Insinger Machine Co. v. Federal Support Co. (In re Federal Support Co.), 859
F.2d 17, 19 (4th Cir. 1988); In re MacLeod Co., 63 Bankr 654 (Bankr. S.D. Ohio 1986); In re
Landau Boat Co., 8 Bankr. 432 (Bankr. W.D. Mo. 1981).

278 In re MacLeod, 63 Bankr. at 655-56; In re Landau Boat, 8 Bankr. at 434.
279 In re Federal Support, 859 F.2d at 19 (citations omitted).
280 Young v. Higbee Co., 324 U.S. 204, 211 (1945) (emphasis added).
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ceived the protection of the absolute priority rule. In that situation,
the holder of a claim or equity interest might jeopardize the entire
reorganization by refusing to consent, without obtaining any substan-
tial economic benefit for its class.2"' In that context, it may have been
appropriate for courts to take a closer look at whether the naysayers
were acting in respect of an interest other than their interests as credi-
tors of the estate.

A different circumstance presents itself in chapter 11 cases. Fail-
ure to obtain the necessary consents does not prevent confirmation of
a plan; it merely requires that the plan or the plan proponent satisfy
the section 1129(b) standards for "cramdown." A dissenting creditor
in this context is not seeking more than its ratable share of the assets;
rather, it is insisting on receiving full payment, or if not entitled to full
payment, assurance that no distributions are made to junior classes.
Why should a creditor or equity interest holder, even one with an-
other interest that would be served if the plan were defeated, not be
entitled to insist on the application of the absolute priority rule? All
claims in the rejecting class would share equally in the benefit; specifi-
cally, either in payment in full or in reallocation of the value that
otherwise would be distributed to junior claims or interests.

Nothing in the Bankruptcy Code requires a senior class of claims
or equity interests to give up value to junior claims or interests-or as
in Allegheny, to the debtor's management-without the consent of the
requisite majority of the claims and interests in each impaired class.
Although there may be circumstances where an "ulterior" motive or
secondary interest may truly jeopardize a reorganization, a reorgani-
zation is not jeopardized because senior classes decline to give up
value. Bankruptcy courts should proceed cautiously when permitting
a debtor or junior creditor to use designation and disallowance of
claims pursuant to section 1126(e) to circumvent the application of
the absolute priority rule.

c. Purchase of Claims as Bad Faith
A majority of the cases considering the question have indicated

that the purchase of claims by itself does not amount to bad faith,
even if the purchase was for the purpose of obtaining approval or re-
jection of a plan.2"2 The Allegheny decision, 83 however, stands for

281 To satisfy the absolute priority rule, all of the debtor's value must have been distributed
to classes senior or equal to the dissenting class. 11 U.S.C. 129(b)(2) (1988).

282 In re Federal Support, 859 F.2d at 20 (purchaser of claims from holders who had previ-
ously voted for plan, did not act in bad faith in casting deciding votes against plan); In re
Gilbert, 104 Bankr. 206, 216-17 (Bankr. W.D. Mo. 1989) (as long as creditor acts to preserve
what he perceives as his fair share of the debtor's estate, bad faith will not be attributed to
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the proposition that the purchase of claims by a plan proponent per se
constitutes bad faith. This conclusion is not supported by prior case
law.

In Allegheny the court concluded that by acquiring a blocking
position in a senior class, Japonica Partners "defeated the debtor's
plan and can defeat any other plan and thereby obstruct a 'fair and
feasible reorganization.' ,284 The court went on to note that Japonica
Partners was a "voluntary claimant" and had the option of not be-
coming a creditor if it was unsatisfied by the proposed distribution. 8 5

Finally, Judge Cosetti expressed concern that if an outsider can
purchase a blocking position, the votes of other creditors and interest
holders are rendered meaningless.286

Judge Cosetti's opinion in this regard fails to consider the legal
effect of the claims transfers, and the economic realities that would
prevent a significant creditor from acting willy-nilly to drive down
claim prices or recoveries. The purchaser of a claim becomes the
holder of the claim and is entitled to all the protections and rights in
respect of that claim. The purchaser also accedes to the economic
benefits and risks associated with the claim. A party who buys claims
which are the subject of a proposed plan has the legal right to insist
on more favorable treatment for the class or classes in which its
claims are included under the proposed plan.

Holders of claims against, and interests in, the debtor's estate are
entitled to vote to accept or reject a plan of reorganization because it
is their economic interests that are adjusted or restructured through
that plan. An entity that holds over one-third in amount of the claims
in a class has a significant economic interest in the treatment of claims
in that class. In setting the thresholds for acceptances pursuant to
section 1126(c) and (d), Congress determined that holders of over
one-third in amount of the claims in a class should have "veto power"
to insist on application of the absolute priority rule. At the same

purchase of claims to control a class vote); In re Frank Fehr Brewing Co., 268 F.2d 170, 180
(6th Cir. 1959) (purchase of claims for purpose of securing approval of a plan which purchaser
believes to be in his best interest does not itself amount to bad faith); In re Pine Hill Collieries
Co., 46 F. Supp. 669, 671 (E.D. Pa. 1942) (to find bad faith there must be more evidence of
ulterior purpose than mere fact controlling votes acquired during progress of proceedings,
without regard to their intrinsic value and for purpose of defeating plan); but cf In re P-R
Holding Corp., 147 F.2d 895, 897 (2d Cir. 1945) (mere fact purchase is for purpose of securing
approval or rejection of plan does not amount to bad faith, but purchase of claims which
results in more favorable treatment to sellers is in bad faith).

283 In re Allegheny Int'l, Inc., 118 Bankr. 282 (Bankr. W.D. Pa. 1990).
284 Id. at 289.
285 Id
286 Id at 290.
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time, because of the concentration of claims, those entities bear a sig-
nificant economic risk if the debtor's business or the values in the es-
tate deteriorate. Remaining claim holders can use this economic
pressure, along with their own veto, to protect their interests.

d. Buying Votes as Bad Faith
A different problem exists where a person who accepts or rejects

a plan, does not share the economic risk that delay in confirming a
plan may impose on the debtor's estate. This separation of the eco-
nomic risk from the voting power might occur where the claims pur-
chaser had a right to rescind claim purchases if its plan of
reorganization was not ultimately successful, or where an entity ob-
tains an option, rather than the claim itself. In either of those circum-
stances, the party with the option or right to rescind can take a "full
speed ahead-damn the torpedoes" approach to its preferred plan of
reorganization, because it is insulated from the damage that may be
caused to the estate. It can shift any losses caused by such an ap-
proach, either by exercising its right to rescind or declining to exercise
its option.

The contracts for when-issued shares in Allegheny are an exam-
ple of this type of arrangement. The contracts were to become effec-
tive only if the debtors' plan were confirmed and consummated, and
required that the contracting banks use their "best efforts" to effectu-
ate the contracts. Further, it was a condition to the contracts' effec-
tiveness that no other plan be accepted by the requisite classes of
creditors so as to be capable of confirmation. Combined with the
"best efforts" clause, this pre-condition arguably required the banks
to vote against Japonica Partners' plan. The banks had to vote
against Japonica Partners' plan, or run the risk that DLJ would find
that the conditions for effectiveness of the contract had not been met.
At the same time, DLJ had no obligation to pay under the contract
unless the debtors' plan was confirmed and consummated, and James
Milligan was CEO of the reorganized companies-and was not at risk
if neither the debtors' plan nor the Japonica Partners' plan was con-
firmed. This type of "no risk" option would constitute an impermissi-
ble "ulterior purpose" and should cause designation and disallowance
of any acceptance or rejection of a plan submitted as a result of such a
device.

e. Voting Claims to Obtain Control
In Allegheny, Judge Cosetti designated and disallowed Japonica

Partners' rejections of the debtors' plan, pursuant to section 1126(e)
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of the Bankruptcy Code. The court held that votes must be desig-
nated under that section when the "creditor has cast his vote with an
'ulterior purpose' aimed at gaining some other advantage to which he
would not otherwise be entitled in his position. ' 287 Japonica Part-
ners, the court found, obtained a blocking position in two senior
classes under the debtors' plan, and voted against the plan to "ob-
struct a fair and feasible reorganization" so that it could obtain con-
trol of the debtors. According to the court, in seeking to acquire
control, 'Japonica Partners acted in aid of an interest other than its
interest as a creditor so that its rejection of the debtors' plan was not
in good faith.2 88

The thrust of the opinion on the issue of good faith seems to be
that control of the debtor is an "advantage to which [Japonica Part-
ners] would not otherwise be entitled in [its] position."2 9 That notion
does not find support in the Bankruptcy Code. Section 1121 provides
that if a trustee has been appointed, or after expiration of the period in
which the debtor has the exclusive right to file a plan, "any party in
interest, including.., a creditor[],... may file a plan. ' 290 The legis-
lative history indicates Congress understood that the right of non-
debtors to file a plan could take control away from the debtor-a fea-
ture that was even viewed as a desirable feature of the Bankruptcy
Code.291 Further, nothing in the Bankruptcy Code requires a credi-
tor's plan to take any particular form; nor does the Code require that
any control premium be shared among all creditors.

Judge Cosetti correctly noted that bankruptcy is a collective and
compulsory process. However, the court criticized Japonica Partners
for seeking a control profit for itself rather than sharing such a profit
with all creditors and all interest holders under a plan of reorganiza-
tion.292 Nothing in the Bankruptcy Code or inherent in the bank-
ruptcy process requires any creditor to act principally for another's
benefit or to cease looking out for his own private interests. While the
collective nature of the process may impose limits on individual credi-
tors' actions, it does not require a creditor to affirmatively act for
another.

The demands of creditors and equity security holders under a

287 Id. at 290 (citing In re Gilbert, 104 Bankr. 204, 216 (Bankr. W.D. Mo. 1989) and In re
Federal Support Co., 859 F.2d 17 (4th Cir. 1988)).

288 Id. at 289.
289 Id. at 290 (citations omitted).
290 11 U.S.C. § 1121 (1988).
291 H.R. REP. No. 595, 95th Cong., 2d Sess. 231-32, reprinted in 1978 U.S. CODE CONG. &

ADMIN. NEWS 5963, 6191.
292 In re Allegheny, 118 Bankr. at 299.
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plan may take many forms: they can demand cash, they can demand
debt securities, or they can demand a controlling interest in the stock.
Nothing suggests that such demands would not be in furtherance of
their right to seek recovery from the assets of the estate. The court
did not, and could not, find that Japonica Partners voted against the
debtors' plan in order to force the creditors to accept less favorable
treatment under the Japonica Partners' cash plan. Cash recoveries
under Japonica Partners' plan were within the range of predicted
trading values for the stock to be issued under the debtors' plan. Ja-
ponica Partners did not have the power to impose its plan without the
consent of creditors, since it did not hold two-thirds in amount and
more than one-half in number of the claims in each impaired class.
As the largest single creditor of Allegheny, Japonica Partners had an
interest in avoiding stalemate, and not in creating it.

Judge Cosetti appears to have been disturbed that by voting to
reject the debtors' plan, Japonica Partners could be attempting to in-
crease pressure on claimants to sell their claims. He suggests that the
strategic purchase of claims is a "manipulation of the reorganization
process" and does not maximize the result for all creditors.293 Per-
haps, however, the pressure on claimants to sell their claims came
from the two years, and eight failed plans of reorganization, that had
passed before Japonica Partners purchased a single claim. Entrance
on the scene of a competitor to the debtors' management-one which
was not asking creditors to give up ten percent of the equity value of
the company for the right to manage the company,294 but instead was
willing to pay, and pay handsomely for that right-did maximize the
result for all holders of claims and equity interests. At a minimum, its
participation in the process was not prejudicial to equity security
holders who were assured of cash distributions under Japonica Part-
ners' plan and would have been wiped out under the debtors' plan.

Outside of bankruptcy, a competitive bid for control of a com-
pany can substantially benefit the stakeholders in that company as the
competitors increase the offered prices to achieve their end. Judge
Cosetti recognized that in filing its plan, Japonica Partners was in
competition with the debtor for control.295 In filing for protection
under chapter 11, the board of directors of a debtor corporation puts
the company "in play." Once exclusivity is terminated, non-debtors
may file a plan that takes control away from the debtor's manage-
ment, and gives it to another. For creditors looking for cash and not

293 Id. at 299-300.
294 See supra Part 111(A).
295 In re Allegheny, 118 Bankr. at 290.
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equity, a contest for control may be a most advantageous turn of
events and the prospect of such a battle may encourage creditors to
seek termination of the debtor's exclusive right to file a plan of reor-
ganization in order to encourage third parties to make a market for
claims and develop alternatives to a debtor-controlled plan. This de-
velopment in the marketplace may be inimical to the interest of en-
trenched management, but not necessarily to the interest of creditors
and equity security holders.

To the extent that Judge Cosetti's opinion stands for the proposi-
tion that a creditor cannot vote against a debtor's plan if it is the
proponent of a plan that would take control of the corporation away
from the existing debtor, it is unsupported in either case law or stat-
ute. To the extent that Judge Cosetti's decision attempts to discrimi-
nate between "old" and "new" creditors who purchase their claims in
the post-filing market, the court is making a distinction which has
absolutely no juridical support. Unless and until Congress limits the
rights of creditors to sell their claims to whom and for such considera-
tion as the sellers deem appropriate, the "new" creditors are entitled
to the same rights in chapter 11 cases as the "old" creditors including
the right to vote against a plan which the "new" creditors deem to be
inferior.

IV. CONCLUSION

Trading in claims raises many interesting and complex issues.
When do claims sellers need to be protected from the claims traffick-
ers? How much disclosure is required? Should "fiduciaries" be per-
mitted to sell, or buy and sell, claims? Is the purchase of claims a
plan of reorganization? How does the purchase of claims fit within
the requirements of a plan of reorganization? The list is
inexhaustible.

The Bankruptcy Code is silent on the question of claims trading.
When new issues and problems arise in a bankruptcy case, the first
impulse may be to parse through the Bankruptcy Code and Bank-
ruptcy Rules to find a hook on which a bankruptcy court can hang an
equitable remedy. In doing so, a number of courts seem to have made
a policy decision about the wisdom of claims trading. But policy deci-
sions are for Congress, not the courts, to make.
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