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42 US.C. § 9601(23). Thus, expenses in-
curred for monitoring a waste site and
developing a clean-up plan are recoverable
response costs. See Artesian Water Co. v.
Government of New Castle County, 851
F.2d 643, 651 (3d Cir.1988) (costs incurred
for monitoring and evaluating the impact
of a spill are recoverable); Ascon Proper-
ties, Inc. v. Mobil Oil Co., 866 F.2d 1149,
1154 (9th Cir.1989) (costs of developing a
remedial action plan are recoverable); Cad-
tllac Fairview/California, Inc. v. Dow
Chemical Co., 840 F.2d 691, 695 (9th Cir.
1988) (costs of hiring experts to conduct
chemical testing and monitoring of a waste
site are recoverable).

[8] AL Tech contends that it did not
incur any pre-petition response costs as to
some of the waste sites at issue. (Brief of
appellant at 34-35). Debtor vigorously dis-
putes this contention, arguing that AL
Tech incurred response costs as to each of
its sites as early as 1987 when it hired an
expert “to assess all of the environmental
problems at the plants and prioritize AL
Tech’s efforts with respect to each of its
environmental problems.” (Brief of appel-
lee at 44). The bankruptey court conducted
a hearing during which “AL Tech d[id] not
dispute that it incurred various response
costs, such as hiring an in-house environ-
mental specialist and using consultants to
perform various tests and evaluations.”
Slip op. at 22. The bankruptey court's
finding, however, does not detail whether
response costs were incurred as to each of
AL Tech’s waste sites. Therefore, this
Court must remand this issue to the bank-
ruptey court for further findings regarding
the response costs incurred by AL Tech as
to each of its waste sites. As to each
facility, if any costs were incurred pre-peti-
tion, then a CERCLA claim arose as to that
facility pre-petition, and all response costs
incurred and to be incurred remediating the
facility are dischargeable. Alternatively, if
AL Tech proves that it did not incur any
pre-petition response costs for a facility,
then a dischargeable CERCLA claim did
not arise as to that facility.”

7. AL Tech bears the burden of proving that the
sites for which it asserts pass-through status
constitute facilities distinct from those for
which pre-petition response costs were incurred.
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III. Conclusion

The bankruptcy court’s determination
that the non-assignment clause of the 1976
agreement of sale prohibits AL Tech from
asserting the indemnity provision of the
1976 agreement is affirmed. The bank-
ruptey court’s entry of summary judgment
on debtor’s motion and denial of AL Tech’s
cross-motion are reversed. This matter is
remanded to the bankruptcy court for a
determination of what response costs were
incurred by AL Tech and when, as well as
an estimation of AL Tech’s claim.

An appropriate Order will be issued.

w

o EKEV NUMBER SYSTEM
T

In re PAPERCRAFT CORPORATION,
Debtor-In-Possession.

SECOND PENNSYLVANIA REAL ES-
TATE CORPORATION, Movant,

V.

PAPERCRAFT
CORPORATION, Respondent.

Bankruptcy No. 91-0903 JKF.
Motion No. 91~-2790-M.

United States Bankruptcy Court,
W.D. Pennsylvania.

April 30, 1991.

As Amended on Reconsideration
June 14, 1991.*

Lessor moved to compel payment of
administrative rent allegedly owed it by
Chapter 11 debtor. The Bankruptey Court,
Judith K. Fitzgerald, J., held that: (1) ab-
sent any evidence that rent for its business
premises was not actual and necessary ex-
pense to preserve estate pending rejection
of lease and move to new headquarters,
debtor was obligated to pay April rent, for
first full month following filing, according
to lease at contract rate; (2) debtor’s pre-

*See 127 B.R. 346.
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payment of lease payments prior to bank-
ruptey filing was preserved for benefit of
estate so as to permit estate credit against
postpetition rent it owed for prepetition
prepayments, despite alleged lack of mutu-
ality; and (3) debtor was entitled to set off
insurance and broker commissions that it
had paid for benefit of lessor against ad-
ministrative rent claim.

So ordered.

1. Bankruptcy ¢2876

Debtor is required to pay contract rate
of rents during any of first 60 days post-
petition in which it has possession of prem-
ises and has not rejected lease, rather than
merely being obliged to pay reasonable
rent or rent that is not actual and neces-
sary expense to preserve estate. Bankr.
Code, 11 U.S.C.A. §§ 365(d}3), 503(b)(1)(A).

2. Bankruptcy €=2876

Absent any evidence that rent for its
business premises was not actual and nec-
essary expense to preserve estate pending
rejection of lease and move to new head-
quarters, Chapter 11 debtor was obligated
to pay April rent, for first full month fol-
lowing filing, according to lease at contract
rate; lessor was unable to rerent premises
while debtor remained, and debtor received
and kept rent from its subtenant. Bankr.
Code, 11 U.S.C.A. §§ 365(d)(3), 503(b)(1)(A).

3. Bankruptcy €=2876

Once lease is rejected by debtor or
trustee, landlord must establish administra-
tive claim by showing that rent was reason-
able and was actual and necessary expense
of preserving estate; specific rent provided
in lease may or may not be reasonable
rental value upon which the landlord will
be entitled to postrejection payments.
Bankr.Code, 11 U.S.C.A. §§ 365(d)3),
503(b)(1)(A).

4. Bankruptcy €2675

Chapter 11 debtor’s prepayment of
lease payments prior to bankruptey filing
was preserved for benefit of estate, so as
to permit estate credit against postpetition
rent it owed for prepetition prepayments,

despite alleged lack of mutuality. Bankr.
Code, 11 U.S.C.A. §§ 553, 558.

5. Bankruptcy ¢=2876

Creditors’ committee failed to show
good cause to withhold payment of Chapter
11 debtor’s postpetition rental obligation
for requested 60 days, despite contention
that general unsecured creditors would suf-
fer irreparable harm if debtor were re-
quired to pay administrative rent prior to
rejection of lease; debtor filed plan of reor-
ganization containing provision to pay all
administrative expenses in full in cash and
asserted at preliminary hearing that it had
cash available to pay administrative ex-
penses as they became due. Bankr.Code,
11 U.S.C.A. §§ 365(g)(1), 503(b)1).

6. Bankruptcy ¢=2876

Chapter 11 debtor was entitled to set
off insurance and broker commissions that
it had paid for benefit of lessor against
administrative rent claim to extent paid by
debtor, as well as pass through utility ex-
penses actually paid by debtor. Bankr.
Code, 11 U.S.C.A. §§ 365(g)1), 503(b)(1).

7. Bankruptcy ¢=2876

Practice of Chapter 11 debtor and les-
sor, and local custom, established that tax-
es were prorated on calendar year rather
than on fiscal year of taxing body involved,
so that debtor was not entitled to claim
credits against administrative rent for al-
leged prepaid tax deposits on fiscal year
theory, even though debtor paid taxes for
period of time in which it might not be in
possession of property. Bankr.Code, 11
U.S.C.A. §§ 365(g)(1), 503(b)(1).

George M. Cheever, Kirkpatrick & Lock-
hart, Pittsburgh, Pa., for debtor.

Philip E. Beard, Stonecipher, Cunning-
ham, Beard & Schmitt, Pittsburgh, Pa., for
Creditors’ Committee.

Robert G. Sable, Sable, Makoroff, Sher-
man & Gusky, P.C., Pittsburgh, Pa., for
Second Pennsylvania Real Estate Corp.
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MEMORANDUM OPINION

JUDITH K. FITZGERALD, Bankruptcy
Judge.

Before the Court is the motion of Second
Pennsylvania Real Estate Corporation (Les-
sor) to compel payment of administrative
rent allegedly owed it by the Debtor-in-Pos-
session, Papercraft Corporation (Debtor).
Debtor was not in default prepetition.
Debtor filed this Chapter 11 bankruptcy on
March 22, 1991. The first rental payments
due postpetition were to be paid to Lessor
on April 1, 1991. Debtor failed to make the
payments required by the written lease
agreement and contends that it is entitled
either to set off or to recoup against its
April rent obligation certain prepetition
prepayments it made pursuant to the lease.

The Official Committee of Unsecured
Creditors (Committee) also answered the
motion and contends that the entire matter
should be postponed until May 22, 1991,
sixty (60) days post filing, pursuant to 11
U.S.C. § 365(d)(3) because Debtor has filed
a motion to reject the lease which is sched-
uled to be heard on May 16, 1991. Section
365(d)(3) allows the Court, for cause, to
extend the time for a debtor’s performance
of any obligation pursuant to a lease which
arises within sixty (60) days after the date
of the order for relief, provided that the
performance is not extended beyond such
sixty (60) days. Lessor asserts that it is
entitled to full payment as provided in the
lease as administrative rent and that there
is no purpose to be served in delay. Debt-
or intends to vacate the leased premises on
or about May 1, 1991, and has entered into
a new lease with a different landlord at a
different location.

An evidentiary hearing was conducted.
From the evidence adduced and the stipula-
tions of the parties, the Court finds as
follows: Debtor listed Lessor as one of its
largest creditors, holding a claim in excess

1. First Pennsylvania changed its name to Sec-
ond Pennsylvania Real Estate Corporation.

2. Debtor's testimony and that of Lessor are not
identical regarding the square footage leased,
used and sublet by Debtor. The differences are
not material for purposes of this opinion. We
use Debtor’s figures.
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of $20 million. Lessor’s claim arises from
a series of transactions in May of 1988
wherein Debtor sold its principal manufac-
turing facility and warehouse located in
O'Hara Township, Allegheny County,
Pennsylvania, to First Pennsylvania Real
Estate Corporation.! As part of that trans-
action, First Pennsylvania leased back to
the Debtor approximately one-third (%) of
the premises or 292,440 square feet for a
period of fifteen (15) years at a base rental
of §1 million per year plus certain addition-
al rental payments, reimbursement of tax-
es, and utility payments. Debtor took pos-
session of the leased space. Some time
after May of 1988 and before the bankrupt-
cy petition was filed, Debtor sublet approx-
imately 196,000 2 square feet of its space.
Debtor collected the rental payments from
its subtenant and received the rent for
April. The base rent which Debtor is re-
quired to pay to Lessor under the lease is
$83,333.33 per month. Debtor’s monthly
prorated tax payment is $18,437.26 based
upon last year’s tax assessments. The par-
ties adjust the total tax payments and oth-
er “pass through” charges?® on an annual
basis at the end of the calendar year.

The lease contains a detailed explanation
of the parties’ obligations to apportion and
pay various real estate taxes. Both sides
agree, however, that the lease was never
followed with respect to the taxes. For
example, under 1 5.1 of the lease, Debtor is
liable to Lessor for the payment of all
regular taxes and general or special assess-
ments attributed to the property including
real estate taxes. Lessor’s responsibility is
to pay timely all the taxes affecting the
property directly to the appropriate taxing
authority. Lessor also is required to pro-
vide Debtor with a copy of the tax bills and
a statement of the amount of taxes owed
by Debtor within sixty (60) days before the
due date. In turn, Debtor is to pay its

3. Debtor makes utility and other payments for
all tenants and receives their proportionate
shares from Lessor, which collects it from the
other tenants and “passes it through” to Debtor.
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proportionate share to Lessor not later
than thirty (30) days before the due date of
any tax. Despite those provisions, Debtor
paid all of the applicable real estate taxes
directly to the taxing bodies, including that
to the Fox Chapel School District which is
in issue. In turn, Lessor collected from the
other tenants their proportionate share and
remitted same back to Debtor at or before
the annual reconciliation.

I

The first issue is whether Debtor, which
has not yet rejected the lease, is obligated
to pay the full April rent required under
the lease, as suggested by Lessor, or is
required to pay only a reasonable rental
value for the portion of the property which
it occupies. Debtor is in actual possession
of an office building in the complex which
contains approximately 35,000 square feet
and of an additional 8,148 square feet of
warehouse space. Debtor’s subtenant oc-
cupies 196,000 square feet. It is not clear
from the testimony whether any entity,
including Debtor, actually occupies the re-
mainder which Debtor leases but does not
sublet. At least 239,158 of the 292,440
square feet leased by Debtor is occupied.

[1] There are two lines of cases cover-
ing this subject. The first applies
§ 503(b)}(1XA) and requires the administra-
tive claimant to establish that the obli-
gations incurred by the Debtor were rea-
sonable rent or were actual and necessary
expenses to preserve the estate. Great
Western Savings Bank v. Orvco, Inc., 95
B.R. 724 (9th Cir. BAP 1989) (distinguish-
able in that case dealt with a lease which
had been deemed rejected); In re Tammey
Jewels, Inc., 116 B.R. 292 (Bankr.M.D.Fla.
1990) (distinguishable in that debtor never
took possession of leased space). The oth-
er represents the greater weight of author-
ity. These cases rely upon the language of
§ 365(d)(3) which requires a trustee to per-
form timely all of the obligations of a debt-

4. There were a few exceptions to the method by
which rents, utilities, and taxes were paid
and/or collected. The exceptions were based

or concerning payments of rents in the
initial sixty (60) days postpetition including,
when lessor files a motion demanding
same, full payment. In re Rare Coin Gal-
leries of America, Inc., 72 B.R. 415, 416
(D.Mass.1987) (collecting cases); In re Gil-
lis, 92 B.R. 461, 465 (Bankr.D.Haw.1988).
See also In re U.S. Fazx, Inc., 114 B.R. 70,
73-74 (E.D.Pa.1990); In re Damianopou-
los, 93 B.R. 3, 8 (Bankr.N.D.N.Y.1988); In
re Dieckhaus Stationers of King of Prus-
sta, Inc., 73 B.R. 969, 972 (Bankr.E.D.Pa.
1987). In the case at hand, we find that
Debtor is obligated to pay the contract rate
of rents during any of the first sixty (60)
days postpetition in which it has possession
of the premises and has not rejected the
lease, including the month of April, 1991.

[2] Section 365(d)(3) was added to the
Code as the result of a strong commercial
landlord’s lobby to protect the lessor from
providing current services without the abili-
ty to collect rents or to regain possession
of its property. On that basis alone, Debt-
or would be responsible for the rent as
provided in the lease, but there are other
facts which support this conclusion. Debt-
or owned and occupied the property before
the sale to First Pennsylvania. Debtor oc-
cupies or has sublet approximately one-
third (“3) of the total premises and has
possession of the entire office building.
Lessor is unable to rerent the premises
while Debtor remains. Debtor receives
and keeps the rent from its subtenant.
Debtor is operating and recently filed mo-
tions to assume certain executory contracts
with its key personnel. Obviously, the
Debtor needs a location from which to con-
duct its business and has no other space
available until it can take occupancy under
its new lease, on or after May 1, 1991.
Debtor brought forth no evidence to sub-
stantiate that rent for its business premis-
es is not an actual and necessary expense
to preserve the estate pending rejection of
the lease and Debtor’s move to new head-

upon certain lease provisions for tenants who
were in occupancy prior to the sale to First
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quarters.® In the absence of such evi-
dence, the Court determines that Debtor is
obligated to pay the April rent according to
the lease.

[3] Once the lease is rejected, however,
the landlord must establish its administra-
tive claim, if any, pursuant to § 503(b)(1).
In re Orveo, 95 B.R. 724, 727 (9th Cir. BAP
1989); In re Patella, 102 B.R. 223, 226
(Bankr.D.N.Mex.1989). The specific rent
provided in the lease may or may not be
the reasonable rental value upon which the
landlord will be entitled to post-rejection
payments. In re Chandel Enterprises, 64
B.R. 607, 610 (Bankr.C.D.Cal.1986). That
issue is for another day.

I1.

[41 Next, the Court must consider Debt-
or’s claim that it is entitled to offset some
prepetition prepayments which Debtor
made under the lease. Debtor contends
that the Court is bound to follow § 558 in
this regard rather than § 553 which, Debt-
or claims, is limited to creditors who want
to offset against the Debtor a mutual pre-
petition debt. Debtor asserts that § 558
provides to the estate any defense available
to the debtor, including personal defenses.
Further, Debtor argues that even if a set-
off theory were determined to be improper
because the payments sought to be set off
occurred prepetition whereas the rent obli-
gation arose postpetition, it is entitled to
recoup the prepetition payments because
they arose out of the same transaction,
to-wit, the lease. The parties, and some of
the cases they rely upon, use the terms
“setoff” and ‘“‘recoupment” interchange-
ably as applied to an estate’s claim to cred-
its against rents it owes and we follow that
practice.

The Court agrees with Debtor’s sugges-
tion that § 558 governs this situation rath-

Pennsylvania. They are not contested, nor are
they material to the pending dispute.

5. Some courts presume that the lease rate is the
reasonable rental value of the premises unless
an opposing party produces evidence to the con-
trary. See In re Gillis, 92 B.R. 461, 465 (Bankr.
D.Haw.1988); In re Rare Coin Galleries of Amer-
ica, Inc, 72 B.R. 415, 417 (D.Mass.1987). No
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er than § 553. Section 558 specifically pre-
serves to the trustee, in this case, to the
Debtor-in-Possession, any defenses that the
Debtor has to a claim. In re Standard
Furniture Co., 3 B.R. 527 (Bankr.S.D.Cal.
1980).5 Debtor’s interpretation is in accord
with Matter of McGuire, 11 B.R. 649
(Bankr.W.D.Pa.1981) (setoff claimed by
creditor distinguished from setoff claimed
on behalf of the estate).

Lessor argues that Debtor has no claim
to setoff because there is no mutuality of
parties and because setoff is inappropriate
where prepetition payments would reduce
postpetition rent. However, In re Stan-
dard Furniture Co., 3 B.R. 527 (Bankr.S.
D.Cal.1980), dealt with essentially the same
issue and permitted the setoff. In that
case, the original lessee deposited $5,000.00
as security prepetition. The lease was as-
signed to the debtor. Postpetition, the
Chapter 7 trustee of the debtor was permit-
ted to offset the estate’s postpetition rent
obligation (i.e., landlord’s claim) against the
prepetition security deposit. The court de-
termined that § 553 did not affect the
trustee’s claim of offset because by its
terms that section is limited to the setoff
right of a creditor. Rather, the operative
section was § 541(e), the predecessor to
§ 558, which permitted the trustee to as-
sert the offset as a defense to the adminis-
trative rent claim. See also Tavormina v.
Alexander Grant & Co., 6 B.R. 71 (Bankr.
S.D.Fia.1980) (trustee permitted to set off
lessor’s postpetition claim against debtor’s
prepetition claim). Cf. In re Jarvis Kitch-
enware of D.C., Inc., 13 B.R. 230, 232
(Bankr.D.C.1981) (although trustee could
not offset because prepetition defaults ex-
ceeded the security deposit, the court noted
that a trustee may set off postpetition rent
owed against prepetition claim to the ex-
tent that debtor was not in monetary de-
fault prepetition).

evidence was produced by any party concerning
the reasonable rental value of the subject prem-
ises.

6. Standard Furniture dealt with former § 541(e)
of the Code. The 1984 Amendments to the Code
replaced § 541(e) with current § 558 without
change.
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Lessor contends that the cases relied
upon by Debtor in support of its § 558
argument are inapposite because they ig-
nore the distinction between a debtor and a
debtor-in-possession. The Court of Ap-
peals for the Third Circuit recognizes that
a debtor-in-possession is “a new entity, sep-
arate and apart from the prebankruptcy
company....” In re Bildisco, 682 F.2d 72,
78-9 (3d Cir.1982), aff'd, 465 U.S. 513, 104
S.Ct. 1188, 79 L.Ed.2d 482 (1984). Cf. Mat-
ter of West Electronics, Inc., 852 F.2d 79,
83 (3d Cir.1988) (debtor and debtor-in-pos-
session are ‘“‘closely related ...” and “ma-
terially distinct entities.”). In a § 558 con-
text, the distinction is of no significance
because the very purpose of § 558 is to
preserve for the estate the benefit of any
defense “available to the debtor as against
an entity other than the estate....” 11
U.S.C. § 558. The estate has the benefit of
such a defense even if Debtor, after the
commencement of the case, waives it. The
waiver is not binding upon the estate. Id.

Here, but for the bankruptcy, Debtor
would have had a claim against Lessor for
prepaid rents. Following the filing of the
bankruptcy, Debtor has the same defense
available to Lessor’s claim even if the ap-
propriate name given to that defense is
“recoupment” 7 rather than “setoff”.

Because § 558 preserves for the estate
the benefit of any personal defense avail-
able to the Debtor, the lack of mutuality
argument must fail. 4 COLLIER ON
BANKRUPTCY, 1 558.02 (15th ed. 1990) (to
defeat improper claims against the estate,
debtor-in-possession must be able to assert
all defenses that debtor could have assert-
ed had bankruptey not intervened). See In
re M.W. Ettinger Transfer Co., 1988 WL
129334 (Bankr.D.Minn.1988) (unpublished)
(refusing to follow In re Braniff Airways,
Inc., 42 B.R. 443 (Bankr.N.D.Tex.1984) in
that Braniff failed to consider the impact
of § 558, stating “[m]oreover, even under
the Braniff Airways analysis, [prepetition-
postpetition] crossover would be allowed in
a case where justice would require it,” and
concluding that “the doctrine of mutuality

7. As to recoupment, the prepetition-postpetition
time difference is irrelevant. There is no dis-
pute between the parties concerning the fact

of parties does not foreclose debtor from
offsetting its claim to prepaid rent against
current rents accruing.”).

III.

[5] Having determined that Debtor is
entitled to deduct its prepetition prepaid
rents from its postpetition rental obli-
gation, the Court must decide (a) whether
the Committee’s suggestion for a sixty-day
(60) deferral of the payment is appropriate
and (b) how much of an offset Debtor may
make. With respect to the deferral, the
Committee asserts that general unsecured
creditors will suffer irreparable harm if the
Debtor is required to pay administrative
rent prior to the rejection of the lease.
However, the Court has determined that
the Debtor’s use of the leased facility con-
stitutes an actual and necessary expense of
the estate. Thus, the administrative rent is
entitled to priority over and above the gen-
eral unsecured creditors. There is no point
to be served by requiring the Debtor to
accrue administrative priority expenses.
See In re Dieckhaus Stationers of King of
Prussia, Inc., 73 B.R. 969, 973 (Bankr.E.D.
Pa.1987) (collecting cases which state that
the postpetition, pre-rejection right of land-
lords to sixty (60) days’ rent at the contract
rate is a basis upon which to order immedi-
ate payment of that sum absent good cause
for withholding). See also Local Rule
Bankruptey Procedure 2015.1 (requiring,
inter alia, the payment when due of post-
petition rents on real estate). The timing
of payment of ordinary administrative
claims is within the court’s discretion. In
re Rare Coin Galleries of America, Inc.,
72 B.R. 415 at 417. Here, no good cause to
withhold payment has been shown to exist.
To the contrary, Debtor filed a plan of
reorganization which contains a provision
to pay all administrative expenses in full in
cash. See Article IV, § 4.1 of the Debtor’s
Plan of Reorganization, Docket Entry No.
3. Debtor also asserted at the preliminary
hearing on this matter that it has the cash
available to pay administrative expenses as

that the claimed prepayments arose from the
same transaction.
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they come due. Moreover, Lessor contends
that its mortgage on the property is in
jeopardy because without the rent pay-
ments it cannot meet its mortgage obli-
gation. If any entity were to suffer preju-
dice as a result of the nonpayment, it
would be the Lessor. Thus, to the extent
that the prepetition prepaid rents, utility
payments, and taxes do not exceed the
April rental obligation, the Debtor shall
pay the difference forthwith to Lessor.?

V.

[6] We turn now to what, if any,
amount Debtor owes Lessor on the admin-
istrative rent claim. Debtor contends that
it is entitled to a credit for prepaid tax
deposits in the amount of $52,204.43, pass
through insurance and broker commissions
of $4,737.30, prepaid utilities of $70,426.11
and interest as of March 1, 1991, in the
amount of $26,229.60 which is owed to
Debtor by Lessor on the promissory note.
The Court agrees that the promissory note
interest which has not yet been paid to
Debtor is an appropriate offset and will
allow it.

Concerning the insurance and broker
commissions, Debtor testified that it has
paid all but $480.00, or $4,257.30, to date.
The Court agrees that the setoff is appro-
priate but only to the extent Debtor has
paid it. Therefore the $4,257.30 will be
allowed as a credit against the April rent
due.

Likewise, with respect to the utilities,
Debtor acknowledged that it has paid only
$37,871.61. The remaining sums represent
prepetition, unsecured claims which Debtor
cannot pay pending confirmation of a plan.
Although Debtor may have to pay these
charges through a plan, it is also possible
that in the interim the utility companies
will be paid by tenants in the building or by
the landlord. These utility charges are, in
large measure, other ‘“‘pass through” items
which Debtor pays in advance for all ten-
ants in the building and which Lessor re-

8. This Opinion and Order does not affect Les-
sor’s obligation to prove its § 503(b)(1) claim
following Debtor’s rejection. Debtor is not re-
quired to pay rejection damages as an adminis-
trative priority claim. 11 U.S.C. § 365(g)(1).
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bates to Debtor pursuant to the terms of
the lease. Therefore, to allow Debtor to
decrease its postpetition rent by a sum of
money for which a claim may be filed
against it but which it ultimately may not
owe would be inequitable and speculative.
Of the $70,426.11 that Debtor claims as a
credit for prepaid utilities, $37,871.61 will
be allowed.

[71 The final offset claim concerns the
alleged prepaid tax deposits made by Debt-
or. Debtor contends it is entitled to a
credit based on the fiscal year of the taxing
body involved which is the Fox Chapel
Area School District. Lessor contends that
the parties have established a practice of
settling accounts on a calendar year basis
and, therefore, Debtor is not entitled to
claim credits on a fiscal year theory. The
parties stipulated that the school district’s
fiscal year runs from July 1 through June
30. Debtor counters that the issue was
never relevant before and therefore the
custom between the parties should not be
determinative of the issue of tax proration.

The evidence established that the Fox
Chapel School District bills real property
owners in July or August and that the
billing period runs from July 1 through the
following June. The evidence also estab-
lished that Debtor paid the most recent Fox
Chapel School District taxes in full. From
a strictly economic point of view, the Court
would be inclined to say that Debtor should
have the benefit of a prepayment measured
from the date of payment and based on the
fiscal year within which the school district
had the use of the money. However, in the
case of In re Wheeling Pittsburgh Steel
Corporation, 109 B.R. 689 (Bankr.W.D.Pa.
1990), Judge Bentz held that the method of
tax proration is governed by contract. In
the absence of a contract, local custom will
dictate tax proration. Judge Bentz noted
that in Allegheny County, the county in
which the Fox Chapel School District is
located, all real estate taxes are “deemed”
to be based on a calendar year running
from January 1 through December 31. In

Moreover, in the event that other administrative
claimants are not paid in full, Debtor has the
right to seek disgorgement. In re Dieckhaus, 73
B.R. at 973.
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Wheeling Pittsburgh, certain taxes which
were billed on August 1, 1988, were
deemed by custom to be for calendar year
1988 despite the taxing body’s fiscal year
or billing periods. In the pending case, the
taxes were billed and paid in 1990 and, by
local custom and the parties’ practice,
would be prorated for calendar year 1990.
As a result, Debtor is entitled to make no
offset for the taxes it paid. If any rebate
is due by Lessor to Debtor, the annual
reconciliation will account for it. As in
Wheeling Pittsburgh, it is immaterial that
the Debtor paid taxes for a period of time
in which it may not be in possession of the
property, i.e., after May 1, 1991. However,
tax proration is not a matter of fairness or
equity but has been established by custom
to provide certainty and foreseeability in
dividing expenses. Judge Bentz found that
the certainty and foreseeability factors out-
weigh economic fairness or equity between
buyer and seller: ‘“Seller’'s good luck or
bad luck at some remote earlier year
should have no bearing on the proration of
current costs.” 109 B.R. at 692.

Wheeling Pittsburgh is not on all fours
with the pending case inasmuch as the
issue dealt with a tax proration on a sale of
real estate. However, in this case the par-
ties have established the practice of set-
tling their mutual obligations at calendar
year end. Either party had the option of
holding to the lease terms prior to the
bankruptey. Neither did so. For that rea-
son, the Court finds that the parties’ prac-
tice and local custom must govern on this
issue in accord with Wheeling Pittsburgh.

Concerning the local custom, Lessor
presented testimony from Jeffrey Wagner,
a closing officer with Commonwealth Land
Title Insurance Company. Mr. Wagner’s
testimony was received on rebuttal subject
to Debtor’s objection as to relevance. Mr.
Wagner identified the practice followed by
closing officers in Allegheny County con-
cerning the proration of taxes. His testi-
mony, consistent with the stipulation of the
parties accepted by Judge Bentz in Wheel-
ing Pitisburgh, was that taxes are pro-
rated on a calendar year when real estate
sales close. Based upon the Wheeling
Pittsburgh case, the Court finds the testi-

mony to be relevant. Federal Rules Evi-
dence 401, 406. Moreover, it is cumulative
to the testimony of Philip Beard, an attor-
ney called as a witness by the Debtor, who
testified that the local practice is to prorate
taxes on a calendar year basis but who
opined that that practice may be incorrect
with respect to the Fox Chapel School Dis-
trict taxes because of its fiscal year billing
policy.

The Debtor is entitled to credit $68,-
358.51 against the rental obligation it owed
to Lessor on April 1, 1991. An appropriate
Order will be entered.

ORDER

And now, to-wit, this 30th day of April,
1991, for the reasons set forth in the fore-
going Memorandum Opinion, it is OR-
DERED that Debtor shall pay forthwith to
its Lessor, Second Pennsylvania Real Es-
tate Corporation, the rents which were due
on April 1, 1991, to the extent that they
exceed $68,358.31.

O ¢ KEY NUMBER SYSTEM
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In re IAN HOMES, INC,, Debtor.

JOHNSON HYDRO SEEDING
CORPORATION, Movant,

v.
IAN HOMES, INC., Respondent.
(Two Cases)

Bankruptcy No. 90-4-3862-PM.
Motion Nos. 91M-0639-PM,
91M-0640-PM.

United States Bankruptey Court,
D. Maryland.

May 9, 1991.

Mechanics’ lien claimant moved for re-
lief from stay in order to proceed with
state court litigation to perfect its mechan-
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mine the rights by and between the parties,
the Court exercises discretion to deny the
request for declaratory relief. See Brown
v. Ferro Corp., 763 F.2d 798, 801 (6th
Cir.1985), cert. denied, 474 U.S. 947, 106
S.Ct. 344, 88 L.Ed.2d 291 (1985) (concerning
ripeness, balancing the need for decision as
a ‘“function of the probability and impor-
tance of the anticipated injury” with the
risks of decision ‘“measured by the difficul-
ty and sensitivity of the issues presented”
and the necessity of further factual devel-
opment) (quoting WRIGHT, MILLER &
COOPER, 13A Federal Practice and Proce-
dure, § 3532.1, at 114. Even if this action
is ripe, the Court can deal more appropri-
ately with the validity of an affirmative
defense in the context of actual litigation.

An appropriate Order will be entered.

ORDER

And now, to-wit, this 28th day of May,
1991, for the reasons set forth in the fore-
going Memorandum Opinion, it is OR-
DERED that the request for declaratory
judgment is DENIED; the motion to dis-
miss the complaint is GRANTED, and the
complaint is DISMISSED.

The Clerk shall close this Adversary.

W
O £ keY NUMBER SYSTEM
U

In re PAPERCRAFT CORPORATION,
Debtor-In-Possession.

SECOND PENNSYLVANIA REAL ES-
TATE CORPORATION, Movant,
Y.

PAPERCRAFT
CORPORATION, Respondent.

Bankruptcy No. 91-009803 JKF.
Motion No. 91-2790-M.

United States Bankruptcy Court,
W.D. Pennsylvania.

June 14, 1991.

Chapter 11 petition was filed. The
Bankruptcy Court, Fitzgerald, J., 126 B.R.
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926, ordered debtor to make its postpetition
lease payments but permitted certain re-
ductions in April rent based on prepaid
items. Debtor and creditors’ committee
moved for reconsideration., On reconsider-
ation, the Bankruptey Court, Judith K.
Fitzgerald, J., held that: (1) record did not
support debtor’s contention of surprise
with respect to lessor’s claim that offset
should not be permitted for prepaid taxes
on fiscal year proration given that parties
conducted their business on calendar year
basis; (2) debtor was entitled to credit
against postpetition rent payments for pre-
petition utility services provided to third-
party tenants for which debtor had actually
paid, but not for unpaid services for which
debtor might be liable; (3) debtor had de-
fense of setoff available; and (4) doctrine
of recoupment applied, despite debtor’s ef-
forts to reject lease.

So ordered.

1. Bankruptcy &=2675

Record did not support debtor’s claim
that it was surprised by creditor-lessor’s
claim that offset against postpetition rent
should not be permitted for prepaid taxes
on fiscal year proration in light of parties’
use of annual reconciliation at calendar
year end, where first and only time that
anyone requested change in calendar year
adjustments was when debtor decided to
reject lease, and, prior to inception of bank-
ruptey case, parties never used fiscal year
calculation.

2. Bankruptcy €=2832

Record did not support debtor’s con-
tention that real estate taxes should be
prorated on fiscal year basis for purposes
of setoff against postpetition lease pay-
ments, where testimony fully established
custom and practice between parties of an-
nualizing credits and debits on calendar
year basis.

3. Bankruptcy &=2832

Debtor was entitled to reduce its post-
petition rent payments by amounts it actu-
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ally paid for utility services provided to
third-party tenants, but not for utility ser-
vices for which debtor might be liable but
which debtor had not yet paid, where par-
ties had ongoing, competing claims, debtor
might or might not pay all unsecured credi-
tors 100 cents on dollar, and sole payment
obligation for utilities for third-party ten-
ants might not rest with debtor.

4. Bankruptey €=2675

Debtor was entitled to setoff its pre-
petition payment of taxes against its post-
petition rental obligation in case of sale and
leaseback, where debts were mutual and
neither debtor’s nor lessor’s position would
be improved. Bankr.Code, 11 U.S.C.A.
§ 558.

5. Bankruptcy ¢=2674

To establish setoff as defense in bank-
ruptey case, movant must show that there
are mutual prepetition debts and that re-
sult of offsets will not improve position of
creditor.

6. Bankruptcy €=2675

Recoupment doctrine applied to give
debtor credit against postpetition rent for
prepetition payment of taxes and utilities
for third-party tenants, despite debtor’s ef-
fort to reject lease and fact that lease did
not oblige debtor to pay taxes and utilities
for third parties, where business practice
of parties was to have debtor pay taxes and
utilities and to receive credit against rent in
exchange and to net out claims via annual
reconciliation, and court required debtor to
make prerejection, postpetition rent pay-
ments in accord with provisions of lease.

George M. Cheever, Kirkpatrick & Lock-
hart, Pittsburgh, Pa., for debtor.

Philip E. Beard, Stonecipher, Cunning-
ham, Beard & Schmitt, Pittsburgh, Pa., for
Unsecured Creditors’ Committee.

1. This motion was filed by Debtor and the Cred-
itors Committee at the same motion number as
the original pleading. The references to mov-
ants, therefore, refer to them with respect to
this motion for reconsideration only.

2. Debtor claimed at argument on this motion
that it was surprised because Lessor did not
provide its witness, a Mr. Karlton, for deposi-

Robert G. Sable, Stephen J. Laidhold,
Sable, Markoroff, Sherman & Gusky, P.C,,
Pittsburgh, Pa., for Second Pennsylvania
Real Estate Corp.

MEMORANDUM OPINION ON MOTION
FOR RECONSIDERATION

JUDITH K. FITZGERALD, Bankruptey
Judge.

Before the court are motions for recon-
sideration filed on behalf of Debtor and on
behalf of the Official Committee of Unse-
cured Creditors concerning the order of
this court dated April 30, 1991, 126 B.R.
926 which required the Debtor to make
post-petition lease payments but permitted
certain reductions in the April rent based
on prepaid items. At the hearing on the
motion for reconsideration held on May 21,
1991, Movants ! contended that at the hear-
ing which led to the April 30 order they
were surprised by Second Pennsylvania’s
(Lessor’s) claim, based on the parties’ use
of an annual reconciliation at calendar year
end, that an offset should not be permitted
for prepaid taxes on a fiscal year proration.
The parties conducted their business on the
calendar year basis even though the taxing
body at issue bills on a fiscal year.

[11 The court provided an opportunity
for the Debtor and the committee to cite in
the record where surprise was claimed.
Despite the requests of both parties for a
week following the hearing of May 21 in
which to do so, neither party submitted any
information to the court.? Moreover, a fair
reading of the record would substantiate
that even if Debtor so claimed, the claim
would not be meritorious. If any entity
was surprised by a change in a relationship
and practice among the parties, it would be
Lessor. The first and only time that any-
one requested a change in the calendar

tion prior to hearing. Lessor responds that Mr.
Karlton was present in court and available al-
though not called to testify. Had Debtor re-
quested time at the evidentiary hearing to talk
with him and/or to depose him about this mat-
ter the court would have granted that request.
No request was made during that hearing.

10
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year adjustments was when Debtor decided
to reject the lease, the motion for which
also is pending. Debtor then claimed a
credit for prepaid taxes based on a fiscal,
rather than calendar, year proration. The
testimony establishes that, prepetition, the
parties credited prepaid taxes against rent
by taking one-twelfth of the previous calen-
dar year tax payments and attributing that
twelfth to the monthly rent. Prior to the
inception of this bankruptcy case, the par-
ties never used a fiscal year calculation.
Therefore, the Debtor's request to offset
all of its prepaid tax liability against one
month’s rent is not supported by the evi-
dence and the motion for reconsideration
on this basis must be denied.

[2] The next issue raised also concerned
the tax proration. The ecourt requested
Debtor and the committee to provide cases
which indicated that there was some sup-
port for the proposition that because a tax-
ing body bills on a fiscal year basis, the
offset, if any, must be determined on the
fiscal year of the taxing body rather than
on the parties’ established method of con-
dueting business. No such cases were sub-
mitted. The testimony clearly established
a custom and practice between these par-
ties of annualizing credits and debits on a
calendar year basis® Despite the clear
provisions of the lease concerning who was
to pay taxes and when, the parties’ actual
practice differed from their written con-
tract. They agreed that the lease provi-
sions were never followed. There is no
evidence to support Debtor’s claim that
taxes should be prorated on a fiscal year
basis for purposes of the requested setoff.
For the reasons expressed by this court in
its opinion of April 30, 1991, and by Judge
Bentz in In re Wheeling Pittsburgh Steel
Corp., 109 B.R. 689 (Bankr.W.D.Pa.1990),
the motion for reconsideration on this
ground must be denied.

[3] Debtor next contended that its lease
obligation is to provide utility services for
various other tenants in the building, to

3. The lease itself is silent as to whether the
parties would allot payments on a calendar or
fiscal year. However, { 5.1(d) of the lease pro-

pay for those utilities and then to be given
a credit by Lessor for those payments
made on behalf of third-party tenants. A
reexamination of the lease reveals this ar-
gument to be spurious. There is no such
obligation attributed to Debtor in the lease.
The lease specifically requires Lessor to
make electricity, water, sewer service and
steam heat available. See 112(a) of the
Lease. Debtor’s responsibility is to pay for
those utilities plus gas, power, telephone,
ete., which i¢ consumes. The lease specifi-
cally provides that Lessee (Debtor) has no
obligation to pay for utilities for third-party
tenants. See T12(f). Nonetheless, the tes-
timony supports Debtor’s contention that it
paid for utility services for third-party ten-
ants and was reimbursed for those services
by Lessor.

The only issue addressed by the court in
the April 30 Memorandum Opinion and Or-
der was whether payments made, or to be
made, by Debtor for utilities could be de-
ducted from the April rent. The court de-
termined that it would be appropriate to
permit Debtor a credit for the utility servie-
es for which it had actually paid. For
unpaid services, which are all prepetition
unsecured claims, the Debtor may have an
entitlement to an offset at some point in
the future. The parties have on-going,
competing claims. The Debtor may or may
not pay all unsecured creditors 100 cents
on the dollar. For this reason, it would be
inequitable to allow Debtor an offset at 100
cents on the dollar for monies it has not
expended against a rent obligation which it
clearly owes at a time when it has not
made the payment it seeks to offset. The
court was concerned that the sole payment
obligation for utilities for third-party ten-
ants may not rest with the Debtor. Debtor
contended that it is solely liable to the
utility companies by contract with those
companies but no evidence was introduced
on this point. Debtor agreed that the utili-
ty companies may seek payment from Les-
sor, which, if it pays, would seek subroga-

vides for monthly prorations and reimburse-
ments of the 1988 prepaid taxes.

11
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tion from Debtor.! However, no utility
company is before the court seeking pay-
ment. Instead, the Debtor is attempting to
reduce its monthly rent obligation to its
landlord by the amount of a utility payment
for which Debtor may be liable but which
Debtor has not made. To the extent that
Debtor pays unsecured creditors through
its plan of reorganization, Debtor will satis-
fy its obligation to the utility companies.
At that point if the Debtor has expended
funds on behalf of third-party tenants,
Debtor can seek reimbursement under and
to the extent provided by the lease.

Debtor contended that the testimony of
Frank Kane would substantiate its position
concerning both surprise and the unpaid
utilities. The court listened to the tape of
Mr. Kane’s testimony 3 again and finds no
change in its earlier assessment of his testi-
mony. For these reasons, the motion for
reconsideration based on the claim for an
additional credit for unpaid utilities will be
denied.

The committee also contends that the
setoff of the unpaid utilities should be per-
mitted. The argument is that in other situ-
ations, a creditor who has an outstanding
obligation to the Debtor is permitted an
offset against unpaid obligations owing to
it by the Debtor. Thus, the creditor’s en-
tire claim against the Debtor is reduced but
no money changes hands. This situation is
not analogous. Debtor’s obligation in this
case is not to make utility payments to
Lessor. In fact, according to the lease,
Debtor has no obligation to make the utili-
ty payments on behalf of third-party ten-
ants at all. To the extent that the Debtor
has an obligation to make the utility pay-
ments, that obligation runs to the utility
which provided the service, not to Lessor.
The parties, as a matter of convenience,

4. Of course, any subrogation claim would be
limited to the charges attributable to Debtor’s
use of the facility, which is significantly less
than the total utility payments which Debtor
makes. Lessor reimburses Debtor for the por-
tions attributable to third-party usage.

5. The court also instructed Debtor’s counsel to
provide a transcript of that portion relative to
surprise. Counsel did not do so. The court
discovered none in its review of Kane's testimo-
ny.

adopted the practice of having Debtor
make utility payments, billing Lessor for
the amounts chargeable to third-party ten-
ants, and then receiving reimbursement
from Lessor. Debtor has no right to cred-
its from Lessor for amounts which remain
unpaid. Debtor is entitled to reimburse-
ment only after it pays the bill and invoices
Lessor for the proportionate share.

Even the analogy to triangular setoffs is
not appropriate in this situation. If Debtor
were permitted to reduce its rent claim 100
cents on the dollar but then to pay the
utility company less than in full, it would
have received a windfall. Because there
will be time to adjudicate the issues in an
orderly fashion in claims litigation, the
most reasonable solution is to allow the
Debtor to deduct from its rent obligation
those utility payments which it actually has
made on behalf of third parties and to deal
later with the issue of reimbursement for
the as yet unpaid portion.

[4] The next issue is whether or not the
credit allowed against the rent is in the
nature of setoff or recoupment.® As indi-
cated in the opinion of April 30, 1991, the
court did not draw a fine distinction be-
cause the parties had not done so at the
initial hearings. Although the elemental
differences in the doctrines are evident
when a creditor attempts to establish a
setoff or recoupment, they are blurred
when a debtor invokes § 558, particularly
in circumstances such as presented in this
case. We note at the outset that § 553 of
the Bankruptcy Code prescribes setoff but
applies only to creditors. Recoupment is
not mentioned in the Code but is utilized in
bankruptey by decision. Lee v. Schweiker,
739 F.2d 870, 875 (3d Cir.1984). Debtor’s

6. Recoupment is “the setting up of a demand
arising from the same transaction as the plain-
tiff’'s claim or cause of action, strictly for the
abatement or reduction of such claim.” 4 COL-
LIER ON BANKRUPTCY ¢553.03 (15th ed.
1991). The doctrine has been utilized in bank-
ruptcy to allow prepetition claims to be reduced
by postpetition obligations arising from the
same transaction. See, eg., Waldschmidr v.
CBS, Inc, 14 B.R. 309, 314 (M.D.Tenn.1981).

12



350 127 BANKRUPTCY REPORTER

claim to setoff or recoupment, therefore,
must be based on the implicit incorporation
of the doctrines into § 558, or by way of
preservation of the Debtor’s defenses by
contract, or by some common law entitle-
ment. Thus, we examine only this defen-
sive action by Debtor, invoking § 558, to
determine whether the postpetition rent
may be reduced by amounts owed to Debt-
or, prepetition, by Lessor.

Section 558 preserves to the Debtor its
prepetition defenses to causes of action.
In that context, either setoff or recoupment
would be available as a defense and, if
established, would result in a netting out of
what each party owes the other.

[5] To establish setoff, the movant
must show that there are mutual prepeti-
tion debts and that the result of the offsets
will not improve the position of the credi-
tor. The essential element of recoupment
is that the debts must arise out of the same
transaction. Setoff is a narrower, more
restrictively applied doctrine than is re-
coupment. See University Medical Center
v, Sullivan, 122 B.R. 919 (E.D.Pa.1990); In
re California Canners & Growers, 62 B.R.
18 (9th Cir. BAP 1986); In re Vaughter,
109 B.R. 229 (Bankr.W.D.Tex.1989). The
issues which typically arise with respect to
setoff include how to determine what con-
stitutes a prepetition obligation, how to de-
fine what is a mutual debt, and how to
determine whether an improvement in posi-
tion would result. With respect to recoup-

7. Mutuality requires contemporaneous transac-
tions between parties acting in the same capaci-
ty. Stamp v. Insurance Company of North
America, 908 F.2d 1375 (7th Cir.1990). In this
case the sale and leaseback were contemporane-
ous transactions by parties who had the same
right and capacity, i.e., Debtor = Sellor and
Lessee; Second Pennsylvania = Purchaser and
Lessor. See In re Drexel Burnham Lambert
Group, Inc., 113 B.R. 830 (Bankr.S.D.N.Y.1990).
See also In the Matter of Bevill, Bresler & Schul-
man Asset Management Corp., 896 F.2d 54 (3d
Cir.19%0).

8. As stated in 4 COLLIER ON BANKRUPTCY
11 558.02 (15th ed. 1991), in order to defeat im-
proper claims against the estate, the Trustee
“must be able to assert all the defenses that the
Debtor could have asserted had bankruptcy not
intervened.”

ment, the issues tend to be focused on
what constitutes the ‘“same transaction.”

Concerning setoff as applied in this case,
the parties have substantiated the mutuali-
ty 7 of the debts and the court finds that
neither Debtor’'s nor Lessor's position
would be improved by virtue of the limita-
tions to rent reduction authorized by the
court in these opinions and orders. The
problem is that Debtor seeks to offset its
prepetition prepayment of taxes against its
postpetition rental obligation. Were this a
creditor seeking a setoff, that time differ-
ential would be fatal to applying setoff
principles. However, because § 558 pre-
serves to the Debtor the defenses it would
have had prepetition, the court must exam-
ine the transaction as though the bankrupt-
cy had not been filed.®* Doing so eliminates
the prepetition/postpetition distinction and,
in essence, obliterates the requirement that
the mutual debts must both be prepetition
obligations in a § 558 context. Removing
that distinction further obscures the differ-
ence between ‘“setoff” and “recoupment.”
What remains clear in this case, though, is
that without the time line barrier, Debtor
has the defense of setoff available.

[6] The recoupment doctrine has a dif-
ferent constraint, i.e., the necessity that the
debts arise out of the same transaction. In
this case, the parties agree that the obli-
gations at issue derive from the same
transaction,? i.e., the sale and leaseback of
Papercraft Park. Cf, In re Vaughter, 109
B.R. 229 (Bankr.W.D.Tex.1989) (obligations

9. We note that setoff is used in situations in
which the parties engaged in different transac-
tions but see nothing to prohibit its use in this
case. For this purpose, the sale could be seen
as one transaction and the lease another. Part
of the setoff involves unpaid interest due by
Lessor to Debtor on the note and mortgage
issued at the sale closing. That obligation is not
part of the lease. However, the sale was subject
to Debtor's agreement to lease back part of the
building. In these circumstances, the parties
intended to engage in a course of dealing
through their contemporaneous transactions.
To separate out the parts of the transaction is
contrived. To say that all obligations arose
from one contractual instrument is equally as
contrived. This sequence of events is not un-
common in today’s economic climate and leads
to the conclusion that this whole transaction is
the sum of its parts. The effort to characterize
the events as separate or as one pinpoints even

13
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arising from a lease are part of a recurring
transaction which are governed contractu-
ally by the terms of the lease). We must
then examine whether there is a contractu-
al or other basis for recoupment.

The lease, which is an executory con-
tract, does not require Debtor to pay taxes
and utilities for third parties and to receive
a credit against rent in exchange. How-
ever, the business practice of the parties
was to have Debtor do so and to “net out”
their claims via an annual reconciliation.
There is, therefore, a course of dealing
which purportedly recognizes recoup-
ment.!?

In the context of this case, whether one
chooses to apply the label “setoff” or “re-
coupment” seems of little import. Because
the court has required the Debtor to make
the prerejection, postpetition rent pay-
ments in accord with the provisions of the
lease, the court finds that recoupment is
appropriate in this case despite Debtor’s
effort to reject the lease. The court has
balanced the equities and exercises its dis-
cretion to limit the reduction to the April
rent as indicated. In this case the netting
out of the claims as provided by this
court’s opinion and order of April 30 and of
today is permissible under either doctrine:
setoff or recoupment. See footnote 9, su-
pra.

Finally, after the court issued its opinion
of April 30, Debtor filed an affidavit indi-
cating that Frank Kane’s testimony had
been incorrect in its computation of the
portions of the utilities which had been
paid. Because the affidavit substantiates
that there was less money paid to the utili-
ties than Kane’s testimony indicated, Les-
sor agreed to a recomputation of the setoff

further the confusion in labeling the “netting
out” in this case as “setoff” or as “recoupment.”
The parties routinely conducted their business
relationship in this fashion prepetition and it
makes little sense to require a different practice
while that relationship continues in Chapter 11.
One author suggests that the origins of setoff
may have their roots in the context of one
transaction. See Sepinuck, The Problems With
Setoff: A Proposed Legislative Solution, 30 WIL-
LIAM & MARY L.REV. 51, 52-53 (1988). 1If this
is so, the necessity to find two separate transac-
tions for setoff may be unnecessary on the facts
of this case.

amounts based upon the information in the
affidavit. Therefore, the motion for recon-
sideration concerning the amount of the
offset will be granted. At page 12 of the
Memorandum Opinion of April 30, 1991, the
court found that Debtor had paid $37,-
871.61 with respect to utilities. The affida-
vit, however, substantiated that Debtor had
paid only $26,229.50. Thus, the credit to
Debtor against the April rent must be de-
creased by $11,642.11. The Order of April
30, 1991, will be amended to require Debtor
to pay to lessor the rents which were due
on April 1 to the extent that they exceed
$56,716.40.

An appropriate Order will be entered.
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In re H. Maynard CLARK, Debtor.

McDEVITT & STREET
COMPANY, Plaintiff,

V.

HAMMONS/CLARK PARTNERSHIP
NO. 1; H. Maynard Clark; W.B. Scott
and John Q. Hammons, individually
and d/b/a Hammons/Clark Partner-
ship No. 1; and Barclays Bank of North
Carolina, Defendants.

C-C-91-102-P.

United States District Court,
W.D. North Carolina,
Charlotte Division.

April 30, 1991.

Appeal was taken from bankruptey
court orders denying motions for absten-

10. Authority exists in the case law for the propo-
sition that the Debtor may not recoup unless he
assumes an executory contract. See In re Me-
morial Hospital, 82 B.R. 478 (W.D.Wis.1988),
appeal dismissed, 862 F.2d 1299 (7th Cir.1988).
But see, University Medical Center v. Sullivan,
122 B.R. 919 (E.D.Pa.1990) (recoupment permit-
ted before executory contract was either as-
sumed or rejected). This Debtor seeks to reject
the lease and to terminate its landlord-tenant
relationship with Lessor. Debtor has substanti-
ated its entitlement to the defense of recoup-
ment through custom and usage.

14



56 129 BANKRUPTCY REPORTER

In re PAPERCRAFT CORPORATION,
Debtor-In-Possession.

Bankruptcy No. 91-00903 JKF.
Motion Nos. 91-2790-M, 91-
4352-M and 91-4169-M.

United States Bankruptcy Court,
W.D. Pennsylvania.

July 11, 1991.

Lessor moved for payment of adminis-
trative rent, and debtor claimed offset.
The Bankruptcy Court, Judith K. Fitzger-
ald, J., held that debtor would be permitted
to offset its postpetition, administrative
rents against note given by lessor which
became due postpetition.

Ordered accordingly.

1. Bankruptcy 2675

Debtor would be permitted to offset its
postpetition, administrative rents against
note given by lessor which became due
postpetition. Bankr.Code, 11 U.S.C.A.
§ 558.

2, Bankruptcy €¢=2674

Lessor could not assert recoupment as
equitable defense to debtor’s claim that its
administrative rental obligation should be
offset against note given by lessor; lessor
was movant in proceeding to compel pay-
ment of rents, with lessee not filing any
action or raising any affirmative claim to
recovery against it.

George M. Cheever, Pittsburgh, Pa., for
Debtor.

1. This motion is pending at Motion No. 91-
4352-M. Consolidated with this motion is Mo-
tion No. 91-2790-M (Second Pennsylvania’s Mo-
tion to Compel Payment of Administrative Rent
for April, 1991) and Motion No. 91-4169-M
(Motion to Alter or Amend Judgment or Grant
Relief from Judgment [concerning April rent] ).
These matters are inter-related and are consol-
idated specifically to enable the parties, if they
desire, to file one appeal on all the issues raised

Philip E. Beard, Stonecipher, Cunning-
ham, Beard & Schmitt, Pittsburgh, Pa., for
Unsecured Creditors’ Committee.

Robert G. Sable, Stephen J. Laidhold,
Sable, Makoroff, Sherman & Gusky, P.C.,
Pittsburgh, Pa., for Second Pennsylvania
Real Estate Corp.

MEMORANDUM OPINION

JUDITH K. FITZGERALD, Bankruptcy
Judge.

Before the Court are various motions.
We will discuss them seriatim.

1. May 1991 Rent, Motion
No. 91-4352-M

Second Pennsylvania Real Estate Corpo-
ration, Debtor’s landlord, seeks an order
compelling Debtor’s payment of adminis-
trative rent for May 1991.! The Debtor
and Creditors’ Committee contend that any
amounts due for the month of May should
be set off, along with any amounts due for
the month of April, against an obligation
Second Pennsylvania has to Debtor. That
obligation consists of a matured note in the
principal amount of $1,150,000.002% (“the
Note”) which was due and payable in full
on May 23, 1991. Second Pennsylvania
failed to make the payment. The note is
secured by a mortgage on real estate, a
portion of which Debtor rents from Second
Pennsylvania.

In Court during the hearing on June 18,
1991, the parties agreed that the amount of
rent at the contract rate for the month of
May without any setoffs was $101,770.59.
Despite their agreement, the Court must
find that the correct amount is $106,770.59.
The Court believes the parties made a
mathematical error. The $106,770.59 con-
sists of the base rent in the amount of
$88,333.33 per month plus the monthly tax
allocation in the amount of $18,437.26.2 In

in these motions rather than to present another
court with pieces of the issues.

2. For purposes of this opinion the note shall be
designated in its face amount, i.e., $1,150,
000.00.

3. In the opinion explaining Judgment Order dat-
ed June 27, 1991, the Court considered the
monthly allocation for prepaid taxes to be $18,-
435.71. The difference of $1.55 in this opinion

15
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addition, the parties agree that Debtor
made utility payments during the month of
May in the amount of $19,132.43 which the
Court finds to be a proper offset against
the rental obligation. Therefore, the out-
standing obligation at the contract rate of
Debtor to Second Pennsylvania for the
month of May for rent is $87,638.16.

Debtor filed this bankruptcy on March
22, 1991. By virtue of this Court’s opinions
of April 30, 1991, and June 14, 1991, at
Motion No. 91-2790-M, the Court has de-
termined that for any of the first sixty
days postpetition during which Debtor had
possession of the premises and had not
rejected the lease it was obligated to pay
rent at the contract rate. The sixtieth day
was May 20, 1991. Debtor vacated the
premises on May 22, 1991, but did not turn
over full possession to the landlord until
May 31, 1991.¢

Of the $87,638.16 contract rent due for
May, $56,540.75% represents the portion
which Debtor is obligated to pay according
to the lease terms. The remaining $31,-
097.41 may or may not fall within the provi-
sions of § 365(d)3) requiring timely per-
formance of nonresidential realty lease ob-
ligations depending on whether or not
Debtor’s pending motion to reject the lease
is granted® In the event that Debtor’s
motion is denied, some or all of the addi-
tional $31,097.41 rent at the contract rate
may be allowable. In the event that the
motion is granted, the issue will arise as to
whether the contract rate will apply or
whether the provisions of 11 U.S.C.
§ 502(b)6) (limiting the allowed claim of
lessors in some cases) and § 503(b)(1) (pro-

is based upon Second Pennsylvania’s calcula-
tions because the parties stipulated to them in
Court.

4. Between May 20 and May 31, 1991, Debtor
sold certain excess furniture and equipment and
allowed the buyer to remove it from the premis-
es.

5. The calculation is as follows: $87,638.16 X
20/31 days in possession = $56,540.75.

6. Concerning Debtor’s motion to reject the lease
which was filed in April, 1991, Second Pennsyl-
vania filed a response challenging Debtor’s good
faith in exercising its business judgment. An

viding for payment of the actual and neces-
sary costs and expenses of preserving the
estate as administrative expenses) will ap-
ply and thereby alter the allowed rent
claim. Until the motion to reject the lease
is decided, the Court is in a position neither
to determine the allowable rent claim nor
its priority under the Bankruptcy Code nor
to enter a judgment in favor of Second
Pennsylvania for rents owed after May 20,
1991. Therefore, whether the rent owed
after May 20, 1991 is due at the contract
rate will be held in abeyance pending the
outcome of Debtor’s motion to reject the
lease.

In accord with the earlier opinions of this
Court, a judgment will be entered in favor
of Second Pennsylvania and against Debtor
in the amount of $56,540.75 representing
the twenty (20) days in May, i.e., the re-
mainder of the first sixty days postpetition
in which the Debtor had actual possession
of the premises and had not rejected the
lease. By virtue of the judgment entered
on June 27, 1991,7 against Debtor for the
$50,776.37 due as April rent and the judg-
ment entered today for the $56,540.75 due
as partial May rent, Debtor owes adminis-
trative rent at the contract rate in the
amount of $107,317.12.

2. Creditors’ Committee’s Motion
to Alter or Amend Judgment,
Motion No. 91-4169-M

Debtor® and the Committee of Unse-
cured Creditors requested the Court to al-
ter, amend or otherwise provide relief from
the judgment order entered for April rent
and, to the extent that the Court would

evidentiary hearing on that matter has been
continued until September 16 and 17, 1991. If
the motion is granted, § 365(g)(1) requires that
the rejection be treated as a breach occurring
immediately before the bankruptcy filing date,
i.e., as a prepetition claim.

7. On June 14, 1991, the Court entered judgment
in a larger amount but because the amount was
incorrect, the judgment was vacated and a new
judgment was entered on June 27, 1991.

8. Debtor filed its motion at Motion No. 91-
4684-M which has been disposed of in a sepa-
rate order without opinion. Thus, Debtor’s ar-
gument is set forth herein.
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enter an order concerning May rent, for
that purpose as well. Debtor and the Cred-
itors’ Committee contend that although
there is an obligation to pay administrative
rent, Debtor, under § 558, has an addition-
al offset available? because, on May 23,
1991, the Note in favor of Debtor granted
by Lessor became due and payable in full
and the payment was not made. The par-
ties’ briefs recite that on June 28, 1991,
Debtor confessed judgment on the note in
the principal amount of $1,150,000.00. As
a result, there are competing judgments by
and between Debtor and Second Pennsylva-
nia.

[1] The law in Pennsylvania is well set-
tled that competing judgments may be off-
set against each other on the theory that it
is pointless to require one party to turn
over dollars to another party only to re-
ceive them back. Therefore, the mutual
reduction of the competing judgments is
appropriate and Debtor will be permitted to
offset 10 its administrative rents for the
month of April and the period May 1
through May 20, 1991, in the total amount
of $107,317.12 against the Note which Sec-
ond Pennsylvania owes it. See Fidelity
Bank v. Act of America, Inc., 258 Pa.Su-
per. 261, 392 A.2d 784, 785-86 (1978). Be-
cause an offset is appropriate, the Debtor’s
request for relief from payment of the
judgment will be granted. Debtor will not
be compelled to make a payment of the
rents owed from April 1 through May 20,
1991, but shall offset the obligation against
amounts owed to it by Second Pennsylva-
nia.

9, Debtor and the Creditor's Committee both
contend that setoff ought to be awarded on
equitable grounds, citing Pennsylvania case law,
because Second Pennsylvania is insolvent and
to fail to allow setoff against an insolvent entity
would deprive the Debtor forever of enforcing
its valid claim. However, Second Pennsylvania
argues with equal force that Debtor is insolvent.
Thus, the Court is faced with a dispute as to the
collectibility of competing judgments based
upon the solvency or insolvency of both entities.
The Court need not reach this issue now for the
reasons stated in this opinion.

10. For the reasons expressed in this Court’s
opinion of June 14, 1991, the term “offset” is
selected because, under § 558 of the Bankrupt-

4. Second Pennsylvania’s Request for an
Offset Under Motion to Compel Pay-
ment of Administrative Rent Motion
No. 91-4352-M

The final issue for resolution is Second
Pennsylvania’s contention that its claim for
Debtor’s breach of the lease should be off-
set against its obligation to pay on the
Note which came due May 23, 1991. The
Court finds that this issue is not ripe.
First, Debtor’s motion to reject the lease
has not been adjudicated. Until it is, nei-
ther the nature (i.e., pre- or postpetition)
nor the amount of Second Pennsylvania’s
claim can be fixed. In addition, Second
Pennsylvania asserts that a portion of its
claim is the result of environmental dam-
age caused by Debtor before and after the
sale to Second Pennsylvania, which damage
Debtor ultimately must remediate. The
Court cannot determine at this time wheth-
er Second Pennsylvania has an allowable
environmental claim or, if one is proven,
whether it would qualify for setoff where
Second Pennsylvania, a creditor, is the
movant.!! Next, Second Pennsylvania con-
tends at page 9 of its Memorandum in
Support of its Motion to Compel Payment
of Rent filed on June 28, 1991, that if the
motion to reject the lease is denied Second
Pennsylvania will be in a position to meet
the terms of the note. If that is the case,
that fact also will be a factor in the deter-
mination of whether an offset is necessary
or appropriate.

[2] Second Pennsylvania argues that
even if it is not entitled to setoff now,
recoupment is available to it as an eq-

cy Code, the Debtor need not establish that the
obligations to be offset all arose prepetition
even though a creditor would have that burden
under § 553. “Recoupment” also would apply
to permit the netting out of these claims.

11. The parties dispute whether the matured note
is a prepetition or postpetition obligation, a mat-
ter which the Court would have to decide if a
creditor proves a prepetition environmental
damage claim, but which is not significant to
today’s opinion. As movant, a creditor must
establish the prepetition status of the mutual
claims it wishes to set off under § 553, a re-
quirement not applicable to Debtor’s setoff un-
der § 558.
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uitable defense. However, Second Penn-
sylvania is the movant in the pending pro-
ceeding to compel payment of rents. Debt-
or has defended the concept of paying in
cash by proving that there are credits to
which it is entitled and which it may use as
a setoff. Second Pennsylvania now tries to
defend affirmatively against the defense,
an action which is not contemplated in the
motions practice in bankruptcy court.
Debtor has not filed an action or raised any
affirmative claim to recovery against Sec-
ond Pennsylvania. Debtor’s only course
has been to establish why it should not be
required to pay cash to an entity which
owes cash to Debtor. Moreover, the par-
ties dispute that all of Second Pennsylva-
nia’s claim would arise from the sale and
leaseback transaction. Rather, they argue
that some components may involve other
events; for example, the environmental
problem which Second Pennsylvania alleg-
es was caused by Debtor prior to the sale
and leaseback. The Court finds it prema-
ture to reach Second Pennsylvania’s re-
coupment defense, which must await an
appropriate action.

For the reasons expressed in this opinion,
a Judgment Order will be entered against
Debtor and in favor of Second Pennsylva-
nia fixing its rent claim at the contract rate
for the period from May 1 through May 20,
1991, in the amount of $56,540.75. Fur-
ther, an Order will be entered granting
relief from the Judgment Orders entered at
Motion Nos. 91-2790-M and 91-4352-M to
provide that those judgments may be set
off against the judgment held in favor of
Debtor and against Second Pennsylvania
on the Note in the principal amount of
$1,150,000.00.

ORDER

And now, to-wit, this 11th day of July,
1991, for the reasons expressed in the fore-

going Memorandum Opinion, the Court
finds:

A. At Motion No. 91-4352-M: the
amount of the administrative contract rate
rent for the period May 1 through May 20,
1991, owed by Debtor to Second Pennsylva-
nia is $56,540.75 and judgment will be en-

tered in that amount. There is an addition-
al $31,097.41 claimed by Second Pennsylva-
nia as the balance of the contract rate for
the period May 21 through May 31, 1991,
but whether this sum is entitled to treat-
ment under § 363(d)(3) or must be treated
under § 5038(b)(1) must await the conclusion
of Debtor’s motion to reject lease which is
scheduled for trial on September 16 and 17,
1991,

B. By virtue of the judgment orders
entered this date at Motion No. 91-4352-M
and on June 27, 1991, at Motion No. 91-
2790-M, Debtor owes Second Pennsylvania
$107,317.12 in administrative contract rate
rent for the period April 1 through May 20,
1991.

Therefore, it is ORDERED

1. At Motion No. 91-2790-M (regarding
April) and Motion No. 91-4352-M (regard-
ing May), Second Pennsylvania’s motions to
compel payment of administrative rent are
granted in part and denied in part as fol-
lows:

a. The motions are granted in that the
initial sixty (60) day postpetition, pre-rejec-
tion rents are fixed at the contract rate and
are allowed as administrative claims.

b. However, Debtor has established a
valid setoff and recoupment claim against
Second Pennsylvania on a judgment en-
tered in favor of Debtor in the Court of
Common Pleas against Second Pennsylva-
nia on June 28, 1991. By virtue of that
judgment, Second Pennsylvania owes Debt-
or $1,150,000.00 in principal on an outstand-
ing matured note. Therefore, the motions
are denied in that Debtor shall not be com-
pelled to make a physical payment of the
rent but shall set off its obligation to Sec-
ond Pennsylvania against the $1,150,000.00
Note owed to it by Second Pennsylvania;
and

2. The motion to alter or amend the
judgment filed at Motion No. 914169-M is
granted as modified herein. Debtor forth-
with shall offset its April 1 through May
20, 1991, rental obligations as provided
herein against the judgment in its favor
held against Second Pennsylvania Real Es-
tate Corporation; and
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3. As a result of the setoff, Second
Pennsylvania’s principal obligation on the
Note to Debtor is hereby reduced to
$1,042,682.88.

JUDGMENT ORDER
And now, to-wit, this 11th day of July,
1991, it is hereby ORDERED that judg-
ment is entered in favor of Second Pennsyl-
vania Real Estate Corporation and against
Debtor, Papercraft Corporation, in the
amount of $56,540.75.

W
© £ KEV NUMBER SYSTEM
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HOMEOWNERS FUNDING
COMPANY, Appellant,

v.

Kenneth W, SKINNER and Mary
K. Skinner, Appellees.

No. 91-66~-CIV=5-F.

United States District Court,
E.D. North Carolina,
Raleigh Division.

May 20, 1991.

Secured creditor objected to confirma-
tion of Chapter 13 plan. The United States
Bankruptey Court for the Eastern District
of North Carolina denied objection, and ap-
peal was taken. The District Court, James
C. Fox, Chief Judge, held that claim of
undersecured creditor, with security inter-
est in debtors’ mobile home, could be bifur-
cated with unsecured claim paid through
plan and secured claim paid outside plan
over period that extended beyond term of
plan.

Affirmed and remanded.

1. Bankruptcy &=2852

Bankruptey Code provision allowing bi-
furcation of claim into secured and unse-
cured portions based upon its value applies

to Chapter 13 proceedings. Bankr.Code, 11
U.S.C.A. §§ 506(a), 1301 et seq.

2. Bankruptcy ¢=3708(9)

Claim of undersecured creditor, with
security interest in debtors’ mobile home,
could be bifurcated with unsecured claim
paid through plan and secured claim paid
outside plan over period that extended be-
yond term of plan.

3. Bankruptcy $=3708(8)

When Chapter 13 debtor bifurcates un-
dersecured claim, cures arrearages and
maintains regular monthly payments until
principal and accrued interest on secured
portion has been paid, that secured claim
has not been “provided for by the plan,”
within meaning of Bankruptcy Code cram
down provision. Bankr.Code, 11 U.S.C.A.
§§ 506(a), 1325(a)(5).

4. Bankruptcy €3708(8)

Even if cram down requirements were
applicable to Chapter 13 plan bifurcating
undersecured creditor’s claim, plan satis-
fied present value test by providing for
payment in full of secured portion of claim
plus contract rate of interest, with credi-
tor’s lien extinguished only upon satisfac-
tion of debt. Bankr.Code, 11 U.S.C.A.
§§ 506(a), 1325(a)(5)(B)i, ii).

Theodore Adelbert Nodell, Jr., Raleigh,
N.C., for Homeowners Funding.

William E. Brewer, Jr., Raleigh, N.C,, for
Kenneth and Mary Skinner.

ORDER
JAMES C. FOX, Chief Judge.

STATEMENT OF THE CASE

This is an appeal from an Order of the
United States Bankruptey Court for the
Eastern District of North Carolina denying
the creditor Appellant’'s objection to the
confirmation of debtor Appellees’ Chapter
13 Plan (hereinafter, the ‘“Plan”) and mo-
tion to dismiss said Plan.

Appellant has filed a brief asking that
the Bankruptcy Judge’s November 20,
1990, Order Regarding Confirmation of the
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B.R. 837, 840 (Bankr.D.Col0.1992). In order
to constitute proper notice, the notice given
must be fair and reasonable under the cir-
cumstances. I# re Daniel, 107 B.R. 798, 801
(Bankr.N.D.G2.1989).

[4] Here, the notice received by the IRS
was sufficient for several reasons. TFirst, the
IRS was Hsted as a creditor, the Debtor
mailed notice to the IRS and the IRS ac-
knowledged receipt of that notice. Second,
although notice was sent to a service center
and not to the special procedures division in
Pittsburgh, there are no provisiens in the
Local Bankruptcy Rules which mandate or
suggest that notice to the IRS must be sent
to a special procedures division. As the
bankruptcy court noted: “the IES is a so-
phisticated creditor which files many proofs
of claim and the duty to forward the notice to
the proper department for filing the claim
was solely within the control of the [IRSL”
See Opinion, p. 6. Third, the Debtor acted
diligently and in good faith by providing no-
tice to the IRS at the address available to the
Debtor for other important correspondence
such as filing income tax returns and re-
questing refunds. Accordingly, the notice
given was “reasonably caleulated, under all of
the circumstances, to apprise interested par-
ties of the pendency of the action and afford
them an opportunity to present their objec-
tions.” Mullane v. Central Hanover Bank &
Trust Co., 339 U.S. 306, 314, 70 S.Ct. 652,
657, 94 L.Ed. 865 (1950).

[5] In support of its position the IRS
asserts that In re Johmsow, 95 B.R. 197
(Bankr.D.Col0.1989), is “the most direct case
on peint.” The Johnson court concluded that
“upon a showing of extraordinary and com-
pelling reasons [i.e. lack of timely notice], the
period of time might be extended within
which a creditor may file a proof of claim.”
Id. at 203. In the instant matter, however,
the IRS did not request a time extension and
offered no explanation for why “it did not
become aware of {this case] until October 17,
1991.” The IRS presented no evidence to
support its contention that the address the
Debtor used was not an address of the IRS.
Likewise, the IRS offered no evidenee that
there was a more appropriate address avail-
able to the Debtor.

187 BANKRUPTCY REPORTER

(6] It is 2 well settled that the aim of a
Chapter 7 liquidation is the prompt closure
and distribution of a Debtor’s estate. Pio-
neer Investment Services Co. v. Brunswick
Assoc. Ltd. Partnership, — U.S. ——, 113
S.Ct. 1489, 123 L.Ed.2d 74 (1993). This prin-
ciple could not be maintained if a creditor
were permitted to file 2 late claim where it
received adequate notice and simply failed to
utilize procedures within its eontrol to assure
that such claims are properly forwarded to
the appropriate internal division.

Conclusion

For the reasons set forth above, the deci-
sion of the Bankruptey Court for the West-
ern District of Pennsylvania will be affirmed.

In re PAPERCRAFT CORPORATION, a
Pennsylvania Corporation, Debtor.

COMMITTEE OF CREDITORS HOLD-
ING UNSECURED CLAIMS and Com-
mittee of Creditors Holding Unsecured
Claims, as Estate Representative of Pa-
percraff Corporation, Plaintiffs,

V.
CITICORP VENTURE CAPITAL, LTD,

a New York Corporatien,
Defendant.

Bankruptcy No. 91-00803 JKF.
Adv. No. 91-6642.

United States Bankruptey Court,
W.D. Pennsylvania.

Oect. 12, 1995.

Unsecured creditors committee filed ad-
versary proceeding in Chapter 11 case, seek-
ing equitable subordination and objecting to
creditor’s elaim. The Bankruptcy Court, 165
B.R. 980, granted committee’s motion for
partial summary judgment. Subsequently,
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the Bankruptey Court, Judith K. Fitzgerald,
J., withdrew its prior opinion and held that:
(1) creditor that controlled seat on debtor’s
board of directors was “insider” of debtor,
and, thus, was prohibited from purehasing
claims against debtor without disclosing its
identity and connection with debtor; (2)
creditor’s purchase of claims against debtor
without making disclosures breached its fidu-
ciary duty as director; (3) creditor’s claim
would be disallowed to extent that it exceed-
ed purchase price of claims; and (4) equita-
ble subordination of creditor’s claims was not
warranted.

Judgment accordingly.

1. Bankruptcy &2904

Insiders of debtor are per se prohibited
from purchasing claims against debtor with-
out disclosing their identity and connection
with debtor.

2. Bankruptey 2904

When claims are purchased by debtor’s
insiders without requisite disclosure to debt-
or and creditors, allowed amount of insider’s
newly acquired claim will be limited to
amount paid by aequiring insider and recov-
ery on claim will be limited to percentage
distribution provided in plan, as applied to
allowed claim.

3. Bankruptcy ¢=202L.1

Corporation had sufficiently close rela-
tionship with Chapter 11 debtor to place
corporation within Bankruptcy Code’s defini-
tion of “insider,” where corporation had equi-
ty position in debtor’s affiliate and controlled
prepetition at least one seat on beards of
directors of affiliate, debtor, and debtor’s
principal subsidiaries, and those seats were
occupied by corporation’s vice-president.
Bankr.Code, 11 U.S.C.A. § 10131)XB).

See publication Words and Phrases
for other judicial constructions and def-
initions.

4. Bankruptcy &2021.1

Finanecial power over debtor may be in-
sufficient in and of itself to make entity an
“insider” of debtor, within Bankruptey Code
definition. Bankr.Code, 11 U.S.CA.
§ 101381(B).

5. Bankruptey €=2021.1

While control, reasonable or otherwise,
is not the only test of “insider” status under
Bankruptey Code, control is one of many
factors to consider in determining insider
status. Bankr.Code, 11 U.S.CA.
§ 101(31)¢B).

6. Corporations &398(1)

As matter of law, vice-president was cor-
poration’s agent and, under doctrine of re-
spondeat superior, corporation was liable for
vice-president’s breach of fiduciary duty.

7. Corporations &=410

Under Pennsylvania law, vice-president
was acting within scope of his employment
with eorporation, which held equity position
in Chapter 11 debtor’s parent corporation
and controlled seats on boards of directors of
debtor, parent, and debtor’s subsidiaries, by
purchasing claims against debtor, and his
conduct was in furtherance of corporation’s
business inasmuch as he was charged with
responsibility of monitoring eorporation’s in-
vestments and ensuring their aggrandize-
ment, and, thus, corporation was liable for
vice-president’s conduet.

8. Corporations 410

Under Penngylvania law, corporation
that held equity position in Chapter 11 debt-
or’s parent corporation and controiled seats
on boards of directors of debtor, parent cor-
poration, and debtor’s subsidiaries was liable
for its vice-president’s conduct in purchasing
claims against debtor, even if vice-president
was only partially motivated by desire to
service corporation’s inferests.

9. Bankruptecy &=2904

Even if all records of Chapter 11 debtor
were in public domain by virtue of bankrupt-
cy, records constituted inside information
when their existence was not disclosed except
to insiders, for purpose of determining pro-
priety of insider’s purchase of claims against
debtor without making disclosures to debtor
and creditors.

10. Bankruptcy €=2904

Evidence established that all financial
information about Chapter 11 debtor was not

36



488

of record at time that it was received by vice-
president of corporation that held equity po-
sition in debtor’s parent corporation and con-
trelled seats on boards of directors of debtor,
parent corporation, and debtor’s subsidiaries,
for purpese of determining propriety of cor-
poration’s purchase of claims against debtor
without first making disclosures to debtor
and creditors; unsecured creditors commit-
tee did not know that debtor prepared infor-
maticn and gave that information to vice-
president, at his request, because he was
director of debtor, and vice-president used
that information in turn to further eorpora-
tion’s interests.

11. Bankruptey €=2021.1

Even if all financial information about
Chapter 11 debtor had been on public record,
that fact would not have changed “insider”
status of corporation that held equity pesi-
tion in debtor’s parent corporation and con-
trolled seats on boards of directors of parent,
debtor, and debtor's subsidiaries. Banke.
Code, 11 U.S.C.A. § 101(81)(B).

12. Bankruptey €=2021.1

Nothing in Bankruptey Code indicates
that entity’s “insider” status is abrogated
because some or all of debtor’s financial in-
formation becomes public. Bankr.Code, 11
U.S.C.A. § 101(31)B).

13. Bankruptcy &2021.1

“Insider” status under Bankruptey Code
is function of entity’s relationship to debtor
and/or other insiders. Bankr.Code, 11
U.S.C.A. § 101(31)(B).

14. Bankruptey 20211

“Insider” status under Bankruptey Code
is not function of what, if any, finaneial infor-
mation debtor publishes. Bankr.Code, 11
US.C.A. § 101(31)B).

15. Bankruptcy &=2904

Evidence showed that intention of corpo-
ration, which held equity position in Chapter
11 debtor’s parent corporation and controlled
seats of boards of directors of parent, debtor,
and debtor’s subsidiaries, in purchasing
claims against debtor was to benefit from its
control of directorship by purchasing claims
at discount, rather than to prevent loss of
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credibility in marketplace or obtain return on
investment, for purpose of determining pro-
priety of corporation’s purchase of claims
without first making disclosures to debtor
and creditors.

16. Bankruptcy &=2904

Fact and/or extent of unsecured credi-
tors committee’s knowledge of rumor that
Chapter 11 debtor’s insider had purchased
claims against debtor was not controlling in
determining whether insider had obligation
to make disclosures to debtor and creditors
before purchasing claims.

17. Bankrupicy 2904

Corporation that held equity position in
Chapter 11 debtor’s parent corporation and
that controlled seats on boards of directors of
parent, debtor, and debtor’s subsidiaries had
obligation to disclose its identity and status
as insider tc seliers, debtor, and unsecured
creditors committee prior to purchasing
claims against debtor.

18. Bankruptcy &=2904

Conduet of corporation, which held equi-
ty position in Chapter 11 debtor’s parent
corporation and which controlled seats on
boards of directors of parent, debtor, and
debtor’s subsidiaries, fell within “vulture in-
vestor” category of conduct that cannot be
tolerated by fiduciaries in bankruptey case,
where corporation purchased claims against
debtor without making prior disclosures to
debtor and ereditors, purchase of claims al-
lowed corporation to gain control of plan
voting in its class, corporation then filed ob-
Jjections to plan which were not withdrawn
until it was promised seat on board of reor-
ganized debtor and certain distribution lan-
guage in plan was changed, and corporation
offered plan that essentially was cash offer
by corporation to buy certsin assets and
operating subsidiaries of debtor without ac-
quiring certain associated labilities.
See publication Words and Phrases
for other judicial constructions and def-
initions.
19. Corporations &310(1)

Member of board of directors holds fidu-
ciary duty to promote interests of corpora-
tion.
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29. Bankruptcy <=2904

Evidence supported eonclusion that
while corperation, through its vice-president,
served as director of Chapter 11 debtor, cor-
poration acted in furtherance of its interests
and did not carry out fiduciary obligation to
act in best interests of debtor and its estate,
but, rather, corporation sought to salvage or
enhance its reputation and sought profit for
itself, for purpose of determining propriety of
corporation’s purchase of claims against
debtor; “Chinese wall” had not been imple-
mented to prevent misuse of nonpublic infor-
mation, and purchases were not at arm’s
length.

21. Corporations €=310(1), 349

Corporate directors of Chapter 11 debt-
or-in-possession bear same fiduciary obli-
gation to ereditors and shareholders as would
trustee for debtor-out-of-possession.

22. Bankruptcy €=3008.1

Corporations =349

Upon insolvency of corporation, di-
rector’s fiduciary duty extends to corpora-
tion’s ereditors and is enforceable by bank-
ruptey trustee.

23. Corporations =315
Directors may purchase claims against
their eorporation when eorporation is solvent.

24. Bankruptcy ¢2904

Corporations &=315

Directors are not entitled to purchase
claims agsinst their corporation at discount
and enforee claims at full value when corpo-
ration is insolvent or has filed bankruptey.

25. Bankrupicy &2%04
Corporations 315

Availability of claims for purchase at
discount pursuant to a bankruptcy consti-
tutes corporate opportunity, and, thus, di-
rector who purchases claims without first
providing corporate debtor with opportunity
to make purchase violates his fiduciary duty.

26. Corporations =315

Absent bankruptcy case, director may
use corporate opportunity if director dis-
closes te shareholders, shareholders consent,

and use of opportunity by director is not
detrimental to corporation.

27. Corporations ¢320(11)

Even when purchasing claims against
solvent corporation, director has heavy bur-
den to establish fairness of conduct.

28. Corporations €325

Appropriation of corporate opportunities
by fiduciary of insolvent entity, even with
approval of shareholders, directors and offi-
cers, is impermissible when it results in det-
riment to creditors.

29. Bankruptcy &2904

Detriment to creditors of Chapter 11
debtor arcse as result of debtor’s insider’s
purchase of claims against debtor without
first making disclosures to debtor and eredi-
tors, for purpose of determining whether in-
sider, which eontrolled seat on debtor’s board
of directors, breached fiduciary duty, since
selling creditors were deprived of ability to
make fully informed decision concerning sale
of their claims, corporation’s actions diluted
plan voting rights of prepetition creditors
and resulted in corporation’s attempt to
wrest valuable assets of debtor from those
creditors, and purchase put corporation in
position of having conflict of interest.

30. Bankruptcy <2904

When corporate debtor is insolvent in
equity sense at confirmation of Chapter 11
plan, purchase by debtor’s director of claims
against debtor, particularly claims at dis-
count, places too much strain upon director’s
loyalties.

31. Corporations &=»314(.5)

Director of bankrupt corperation should
have no conflicting interest in dealings on
behalf of corporation with those holding
claims against it.

32. Bankruptey ¢=2321

Debtor must disclose all of its assets and
liabilities. Bankr.Code, 11 US.CA.
§8 101(5, 12), 521; Fed.Rules Bankr.Proc.
Rule 1007, 11 U.S.C.A.

33. Bankruptey &2801.1
Proof of claim filed by creditor must
identify nature of claim and include support-
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ing documentation if it exists. Bankr.Code,
11 US.C.A. §§ 501, 502; Fed.Rules Bankr.
Proc.Rule 3001, 11 US.C.A.

34. Bankruptcy =3539.1

For Chapter 11 plan to be confirmed,
disclosure statement containing “adequate in-
formation” must be approved by bankruptey
court. Bankr.Code, 11 U.S.C.A. § 1125.

35. Bankruptcy 2904

Purchase of claims against Chapter 11
debtor by corporation that controlled seat on
debtor’s beard of directors lacked essential
earmark of arm’s length transaction and was
inherently unfair to selling noteholders and
prepetition creditors, for purpose of deter-
mining whether purchase was in violation of
director’s fiduciary duties, where appropriate
notice of purchase was not given to debtor
and creditors.

36. Banlauptcy <2821

Bankruptey court is required to sift eir-
cumstances surrounding any claim to ensure
that injustice or unfairness to creditors does
not cceur in administration of estate.

37. Bankruptcy ¢=2984, 2968

Usual remedy for improper purchase of
claims at discount by fiduciary of debtor is to
subordinate or disallow fiduciary’s claim to
extent that its face value exceeds amount
paid.

38. Bankruptcy €=2904, 2332

When insider of Chapter 11 debtor im-
properly purchased claims against debtor at
discount without first disclosing its identity
and connection to debtor, insider’s eclaim
would be disallowed to extent that it exceed-
ed purchase price.

38. Bankruptcy 2968

Equitable subordination of claims of in-
sider of Chapter 11 debtor was not warrant-
ed, even though insider failed to disclose its
identity and connection with debtor before
purchasing claims at disecount, where there
was insufficient evidence to establish that
insider purchased claims with intent to harm
debtor or defraud debtor’s creditors, and
bankruptcy court already had limited the
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allowed amount of insider’s claim to amount
it paid for claims.

40. Bankruptcy &2967.5

Although misconduct or wrongdoing is
not always prerequisite for subordinating
claim, subordination must be considered on
case-by-case basis with due regard to equi-
ties of particular case.

41. Bankruptey ©=2926

Burden rested on unsecured ereditors
committee to present material evidence of
unfair conduct that would warrant eguitable
subordination of Chapter 11 debtor’s insid-
er’s claims.

42. Bankruptey 2926

Once unsecured creditors committee
would meet its burden of presenting material
evidence of unfair conduct that would war-
rant equitable subordination of Chapter 11
debtor’s insider’s claims, insider would have
to prove that its transactions with debtor
were fair.

43. Bankruptcy €=2926

Burden on part of unsecured creditors
committee, when secking equitable subordi-
nation of claims of creditor who is not insider
or fiduciary of debtor, is to prove that fraud
or other culpable conduect occurred.

44. Bankruptcy €°2367.5

Subordination of claims is appropriate
only to extent necessary to offset any harm
to debtor or other creditors on account of
untoward conduct.

45. Bankruptey ¢=2867.5

Threefold test exists for propriety of
equitable subordination: there must be (1)
inequitable conduet which (2) caused injury
to creditor or debtor or resulted in unfair
advantage to creditor whose claim is sought
to be subordinated and (3} equitable subordi-
nation must be consistent with Bankruptey
Code.

Philip E. Beard, Pittsburgh, Stephan M.
Ray, Los Angeles, CA, for plaintiffs.

Paul K. Vey, Pittsburgh, PA, for defen-
dant.
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MEMORANDUM OPINION

JUDITH K. FITZGERALD, Bankruptey
Judge.

The matter before the court is an action by
the Committee of Creditors Holding Unse-
cured Claims and Committee of Creditors
Holding Unsecured Claims as Estate Repre-
sentative of Papereraft Corporation (hereaf-
ter collectively “creditors’ committee” or
“committee”) for equitable subordination and
objecting to the claim of Citicorp Venture
Capital, Ltd. (hereafter “CVC”). Previously
this court addressed the allowance of the
claim on a motion for partial summary judg-
ment. By opinion and order dated April 22,
1994, we granted partial summary judgment
to the committee. We allowed CVC’s claim
as s general unsecured claim in the amount
of $60,849,299.10, the face value of the notes
it purchased, but limited CVC’s recovery to
$10,553,541.88, the amount CVC paid for its
claim. On November 14 and 15, 1994, trial
was held to determine whether CVC’s claim
should be equitably subordinated. At the
conclusion of trial the parties requested that
we decide all issues raised in the adversary
complaint based on the evidence and testimo-
ny addueed at trial.

[1,2] In accordance with that request, we
have considered the evidence, testimony, ar-
guments, pleadings and briefs and vacate our
order of April 22, 1994, granting partial sum-
mary judgment. Accordingly, we withdraw
the opinion that sccompanied the April 22,
1994, order. We now conclude that it is
appropriate to apply a per se rule prohibiting
insiders of a debtor from purchasing claims
against it without disclosing their identity
and connection with the debtor. We further
hold that, when claims are purchased by
insiders without the reguisite disclosure to
the debtor and creditors, the allowed amount
of the insider’s newly acquired claim will be
limited to the amount paid by the acquiring
insider and recovery on the claim will be
Limited to the percentage distribution provid-
ed in the plan, as applied to the allowed
claim.

The following facts were established by
stipulation of the parties or from the eviden-
tiary record:

1. In 1985, Debtor completed a leveraged
buyout (LBO) with the assistance of an
affiliate of CVC.

2. The LBO transformed Debtor from a
publicly traded company into a wholly-
owned subsidiary of Amalgamated Invest-
ment Corporation (hereafter “Amalgamat-
ed”).

3. CVC aequired a 28% equity position in
Amalgamated as a result of the LBO. It
wrote off the equity position in 1987 be-
cause it expected no return on its invest-
ment.

4. At all relevant times, a representative of
CVC sat on the boards of directors of
Amaolgamated, Debtor, Barth & Dreyfuss
and Knomark, subsidiaries of Debtor. Af-
ter 1989, that representative was CV(’s
Vice President, M. Saleem Mugaddam,
who served on the boards of those compa-
nies.

5. Barth & Dreyfuss and Knomark were
subsidiaries of Debtor at all relevant times.

6. In April of 1989, Debtor completed a
restructuring of its debt which resulted in
an exchange of approximately 98% of
Debtor’s debentures for unsecured First
Pricrity and Second Priority notes.

7. The First Priority Notes were issued
under an Indenture dated May 15, 1989,
and were to mature on October 1, 1994.
An aggregate amount of $30,717,398 (prin-
cipal plus acerued interest) was outstand-
ing on the date Debtor’s chapter 11 case
was filed.

8. The Second Pricrity Notes were issued
under a separate Indenture, also dated
May 15, 1989, and were to mature on April
1, 1995. An aggregate amount of $56,318,-
767 (principal plus accrued interest) was
outstanding on the date the chapter 11
case was filed.

9. Debtor was unable to meet the terms of
the notes. Therefore, in the fall of 1998,
Debtor sought another restructuring of its
unsecured debt and began pre-bankruptey
negotiations with creditors whoe were part
of what has been termed in this case the
“Informal Committee”.

10. After several months of prepetition ne-
gotiations, Debtor and the Informal Com-
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mittee reached an agreement on what is
called herein the BDK Plan of Reorganiza-
tion which was to be filed in eonjunction
with a chapter 11 case.

11. The BDK Plan would effect a reorga-
nized enterprise and was unanimously ap-
proved by Debtor’s board, including CVC
through Muqgaddam, in March of 1991.

12.  Debtor filed a voluntary chapter 11 peti-
tion on March 22, 1991.

13. At that time, CVC held none of Debtor’s
First or Second Priority Notes and was
not a creditor of Debtor.

14. Debtor was insolvent on the filing date
and all relevant times thereafter.

15, On March 25, 1991, three days after this
bankruptey began, Debtor filed the BDK
Plan, without s disclosure statement. A
disclosure statement was not filed until
October 15, 1991.

16. In March of 1991, Mugaddam sought
the approval of CVC's Investment Com-
mittee for CVC to purchase Papercraft
notes.

17. On April 1, 1891, CVC’s Investment
Committee granted approval for CVC to
purchase up to $10 million of Papercraft
notes.

18. In early May, 1991, Muqaddam pre-
pared a review of CVC’s investment in
Amalgamated.

19. CVC purchased $60,849,575.72 face val-
ue of the Papercrafi notes for $10,553,-
541.88 between April and August of 1991.
Approximately $7.4 million (more than
70%) of CV(C’s purchases of Papercraft
notes were made on or after August, 19,
1991.

20. CVC aequired 38.83% of Debtor’s First
Priority Notes, 46.4% of Debtor’s Second
Priority Notes, and 40.8% of Debtor’s total
unsecured claims.

1. On or about May 23, 1991, while it was a
member of the creditors’ committee, Magten pur-
chased, on behalf of clients, approximately $3.8
million in Second Priority Notes from Oppen-
heimer & Co. for approximately $379,000. Op-
penheimer was a member of the Informal Com-
mittee and acknowledged in writing that it knew
Magten was the purchaser. Magten aiso made
other offers to purchase Papercraft notes, again
on behalf of clients. In January, 1991, Magten

21. CVC neither requested nor obtained the
approval of Debtor’s board, the creditors’
committee, or the court to buy the notes.!

22. Debtor learned of CV(’s initial pur-
chases of notes by May, 1991, that is, after
CVC made the purchases. Its counsel be-
came aware that CVC had purchased some
claims by June of that year. Debtor and
its counsel alsc learned of CV(C’s later
purchases.

23. In April of 1991, the committee heard a
rumor that CVC was purchasing claims.
The committee heard no more about it
until CVC made its asset purchase offer in
September of 1981. Neither CVC nor
Debtor communicated to the committee
the status or extent of CVC’s purchases.

24. CVC acquired the RTC’s First Priority
and Second Priority Notes for 25¢ and 12¢
on the dollar, respectively. Magten unsuc-
cessfully bid for the notes at 20.5¢ and
10.5¢. When CVC bought the RTC’s
notes, Muqaddam estimated that the RTC
controlled approximately 20% of Debtor's
total unsecured ciaims.

25. At the values established by this court
at the BDK plan confirmation hearing,
noteholders received an interest in BDK
Units equal to 33.5¢ on the dollar for First
Priority Note claims and 16.75¢ on the
dollar for Second Priority Note claims.

26. At Muqaddam’s direction, and with the
knowledge and consent of Debtor's man-
agement, two employees of CVC, Noelle
Cournoyer and Nils Havgestad, visited
Barth & Dreyfuss in January or February
of 1991. The purpose of the visit was to
obtain informatior about the company in
the event that CVC decided to make an
asset purchase proposal. During their 1%
day visit, CVC’s representatives obtained
current Barth & Dreyfuss financial state-
ments, locked at the company’s product

entered into a settlement agreement by which it
agreed to receive no mere than its cost of these
claims at the time of distribution under the plan.
Magten disclosed to those entities from which it
purchased notes its position with the committee
and the bankruptcy. Unlike CVC, Magten had
disclosed its identity and connection with Debt-
or. Furthermore, Magten was not buying notes
for its cwn account, as was CVC, but for ac-
counts of its customers.
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lines, discussed the company with its man-
agement, and toured the plant.

27. Cournoyer prepared a written report on
Barth & Dreyfuss, drafts of which were
provided to Debtor, but not to the commit-
tee.

28. Frank Kane, the Chief Financial Officer
of Debtor, reviewed drafts of the Barth &
Dreyfuss report and gave his comments to
Mugaddam. Kane did not discuss the re-
port with or provide it to the committee.

29. Kane, Mugaddam, and a representative
of the Bank of New York Credit Corpora-
tion (BNYCC), a Barth & Dreyfuss lender,
held a meeting on June 14, 1991. At that
meeting, Mugaddam made a presentation
to BNYCC for financing a possible pur-
chase of Barth & Dreyfuss and Knomark
by CVC.

80. At some point during or after the meet-
ing, Muqaddam gave BNYCC a copy of the
Barth & Dreyfuss report and a one page
summary of a possible structure for an
asset purchase transaction.

31. Mugaddam received a financing term
sheet from BNYCC dated August 12, 1991.
He provided a copy of the term sheet to
Kane and obtained Kane’s comments on
the term sheet. CVC agreed to the terms.

32. After the filing of the bankruptey, Debt-
or, through Kane and Andre Francois,
Debtor’s manager of corporate aceounting,
reviewed documents prepared by CVC and
prepared documents for Muqaddam and
Courneyer with respect to the proposed
asset purchase.

33. Chanin and Company was the financial
advisor to the committee. On July 18,
1991, Debtor’s Chief Executive Officer, Mi-
chael Arnold, faxed Chanin and Company’s
enterprise valuation to Mugaddam. Ar-
nold received the valuation on July 16,
1991.2

2. The parties stipulated to July 16, 1954, but the
1994 date may be a typographical error. The
date that Arnold received the information is not
material, however. The pertinent fact is that
Mugaddam received Chanin and Company’s en-
terprise valuation from Arnold.

3. In his pretrial declaration, Muqaddam states
that “CVC made formal disclosure to entities that

24. Kane faxed Chanin and Company’s dis-
tressed sale analysis to Mugaddam on Au-
gust 6, 1991.

35. At Mugaddam’s request, Debtor en-
gaged Arthur Andersen & Co. to analyze
whether CVC’s nete purchases would have
any adverse tax effect on Debtor.

36. Debtor received a written tax analysis
from Arthur Andersen & Co. dated August
26, 1991. Kane faxed a copy of the tax
analysis to Muqaddam.

37. Mugaddam prepared a memo to CVC’s
Investment Committee dated August 23,
1991, requesting authority to make an of-
fer to purchase the valuable operating sub-
sidiaries of Debtor, i.e., Barth & Dreyfuss
and Knomark.

3%, Thereafter, in August of 1991, CVC’s
Investment Committee granted Muqad-
dam authority to cause CVC to make an
asset purchase offer.

39. On Angust 26, 1991, Mugaddam scught
and obtained the approval of CVC’s Invest-
ment Committee to increase note buying
authority from $10 million to $15 million.

490. In the week before CVC made its asset
purchase offer, that is, before September
13, 1991, Muqaddam called Pamela Cascio-
li, chairperson of the creditors’ committee,
and informed her that CVC was contem-
plating making an offer to purchase Debt-
or’s assets. He also indieated that CVC
had purchased Papercraft notes, including
those held by the RTC. This was the first
time that CVC informed the creditors’
committee that it intended to make an
asset purchase offer. It also was CVC’s
first communication or confirmation to the
committee of the fact that CVC had pur-
chased notes.?

41. Shortly before September 13, 1991, Mu-
gaddam provided drafts of an asset pur-
chase agreement to Debtor for its review
and comment.

were members of the Creditors’ Committee much
earlier’” than September of 1991. Defendant’s
Pre-Trial Evidentiary Submission, Declaration of
M. Saleem Mugaddam, Docket Entry 122. How-
ever, we do not credit his statement. The weight
of other testimony and all of the credible evi-
dence establishes that this did not occur.
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42. CVC made its asset purchase offer in a
letter to Debtor dated September 13, 1991.
BNYCC had agreed to provide financing.

43. On October 15, 1991, Debtor filed an
amended version of the BDK Plan which
was further amended on subsequent occa-
sions.

44. Debtor also filed a second plan, the
CVC Plan, at CV(C’s suggestion, on Octo-
ber 15, 1991. CV(’s asset purchase offer
formed the cornerstone of the CVC Plan.
CVC consented to the use of its asset
purchase offer in the CVC Plan.

45. Debtor filed a disclosure statement for
the Amended BDK Plan on Qectober 15,
1991, and a disclosure statement for the
CVC Plan on the same date.

46. The court approved the BDK disclosure
statement on December 17, 1991.

47. CVC filed objections to confirmation of
the Amended BDK Plan on January 14,
1992, because the creditors’ committee did
not agree te CVC’s claim based on the face
amount of the notes. The plan was con-
firmed on January 21, 1992.

48. Debtor retained the exclusive right to
file a plan from the date of the filing of the
bankruptcy through the plan confirmation.

49. When purchasing claims, CVC did so
through brokers which resulted in CVC’s
identity not being revealed.?

For the reasons which follow, we find that
CVC’s nondisclosure of its claims purchases
was inappropriate and we adopt a per se rule
against “insider trading” in bankruptey cases
absent pre-purchase disclosure of the insid-
er’s identity, connection to the debtor, and
nature of the activity. CVC is an insider by
definition under the Bankruptey Code. 11
U.S.C. § 10131)(B). In our prior opinion we
analyzed in detail CVC’s insider status by
virtue of its relationship with Mugaddam and

4. CVC switched brokers, from Citicorp Securities
Markets, Inc., to UBS Securities, when Citicorp
Securities had been unsuccessful in obtaining the
notes held by the RTC for CVC.

5. "Person” is defined as including corporations.
11 U.S.C. § 101(41). However, CVC is not “in
control of” Debtor insofar as it lacks voting
stock. To the extent that it had its representative
(Mugaddam) on Debtor’s board CVC had influ-

Amalgamated. See I'n ve Papercraft Corpo-
ration, 165 B.R. 980, 987 & n. 12 (Bankr.
W.D.Pa.1994). We repest that analysis here.

The Bankruptey Code defines an insider of
a corporate debtor as including

directors, officers of the debtor, persons in
control of the debtor and other entities not
relevant to the issue herein

11 U.S.C. § 101(81)(B). Although there are
numerous bankruptey court decisions regard-
ing who an insider might be, few courts of
appeals have passed on the question. Those
which have addressed the issue agree that
use of the word “includes” in defining “insid-
er” suggests an expansive interpretation of
the term rather than a limited one. See
Matter of Holloway, 955 F.2d 1008 (5th Cir.
1992) (rehearing denied); Maiter of New-
comb, 744 F.2d 621, 625 n. 4 (8th Cir.1984);
Matter of Missionary Baptist Foundation of
America, Inc, 712 F.2d 206, 210 (5th Cir.
1983). The unrestricted view of the defini-
tion of insider is based on legislative history.
In re Missionary Baptist Foundation of
America, Inc, 712 F.2d at 210. That history
teaches that an insider “is an entity or per-
son with a ‘sufficiently close relationship with
the debtor that his conduct is made subject
to closer scrutiny than those dealing at arms
length with the debtor.’” Id., citing S.Rep.
No. 95-989, 95th Cong., 2d Sess. U.8.Code
Cong. & Admin.News p. 5787. See also Mai-
ter of Holloway, 955 F.2d at 1010; Matter of
Newcomb, 744 ¥.2d at 625, n. 4. What con-
stitutes a “sufficiently close relationship with
the debtor” is a question of fact. Cf, Matter
of Holloway, 955 F.2d at 1014 (“the determi-
nation of insider status is a question of fact”).

[3-8] We find that the facts establish
that CVC had a “sufficiently close relation-
ship” with Debtor to constitute CVC a statu-
tory insider.® Through its equity position in

ence but alone could not control Debtor’s day-to-
day functioning.

6. Cases finding insider status of those not specifi-
cally identified in § 101 include In re Holloway,
955 F.2d 1008 (5th Cir.1992) (divorced spouses);
In re Tanner, 145 B.R. 672 (Bankr.W.D.Wash.
1992) (lovers); Im re Standard Storves, Inc., 124
B.R. 318 (Bankr.C.D.Cal.1991) (corporate debt-
or’s president’s ex-brother-in-law); In re Q'Con-
nell, 119 B.R. 311 (Bankr.M.D.Fla.1990) (friend
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Amalgamated, Debtor’s affiliate, 11 U.8.C.
§ 101(2), CVC controlled, prepetition, at
least one seat on the boards of directors of
Amalgamated, Debtor, and Debtor’s principal
subsidiaries. These seats were occupied by
CV(’s viee president, Mugaddam. Deposi-
tion of M. Saleem Mugaddam at 17-18, 21
(hereafter “Mugaddam Deposition”).
Through Mugaddam’s position on Debtor’s
board, CVC had access to financial informa-
tion with respect to Debtor and its reorgani-
zation plans. Furthermore, CVC took part
in various business decisions concerning
Debtor, and was in a strategic position re-
garding Debtor’s restructuring and reorgani-
zation. Mugaddam was on Debtor’s board
because Pennsylvania law requires that cor-
porate directors be natural persons. 15 Pa.
Cons.Stat.Ann. § 1722. Thus, CVC itself
could not serve as a director of Debtor and,
instead, placed on Debtor’s board " Mugad-
dam as its representative. Mugaddam testi-
fied that his duties as an employee of CVC
include investing on CVC’s behalf. Mugad-
dam Deposition at 6. He acknowledged in
his deposition that he served on Debtor’s
hozard on behalf of CVC and that he acted as
a director of Debtor with CVC’s best inter-
ests in mind. As a viee president of CVC,
Mugaddam was responsible for acquiring and

who made several informal loans to the debtor);
In re Ribcke, 64 BR. 663 (Bankr.D.Md.1986)
(parents of debtor’s deceased wife); Matter of
Montanino, 15 B.R. 307 (Bankr.D.N.J.1981)
(parents of debtor’s live-in fiance).

Financial power over the debtor may be insuf-
ficient in and of itself to make an entity an
insider. In re Torcise, 146 B.R. 303 (Bankr.
S.D.Fla.1992}, held that, in order for a bank or
its officers to be insiders in a2 preference action,
they must have “unreasonable control” over the
debtor or the debtor must have become the
bank’s alter ego or instrument. Cf. In re Polk,
125 B.R. 293 (Bankr.D.Colo.1951) (the degree of
control). While this court will not go so far as to
find that control, reasonable or otherwise, is the
only test of insider status, we agree that control
is one of many factors to consider in determining
insider status. In this case CVC had Mugaddam,
its officer and one of Debtor’'s directors, as its
instrumentality. Mugaddam acted for CVC's
benefit and on its behalf. Through Mugaddam
CVC achieved its insider status. Through Mu-
gaddam CVC was a de facto director and there-
fore was in a position to excrcise some control.

7. As a matter of law, Muqaddam was CVC's
agent and, under the doctrine of respondeat su-
perior, CVC is liable for Mugaddam’s breach of

monitoring CVC’s investment in Debtor and
related entities. Mugaddam Deposition at
11-13, 153

Muqaddam, while on Debtor’s board, ap-
proached CVC with the proposition that CVC
purchase claims against Debtor. CVC then
authorized the purchases and provided the
funds. Financial projections for two of Debt-
or’s subsidiaries, Barth & Dreyfuss and Kno-
mark, were prepared to assist the committee
by the committee’s financial advisor, Chanin
and Company. The committee shared that
information with Debtor. Without the com-
mittee’s knowledge or consent, it was then
given to Mugaddam by Debtor’s senior man-
agement to assist CVC in constructing an
asset purchase offer. Debtor assisted in
modifying the projections at Muqaddam’s re-
quest because he was a director of Debtor.
The modifications were made with informa-
tion obtained by CVC through a site visit to
the subsidiaries by Cournoyer and Havges-
tad. These modified projections, although
part of Debtor’s records, were never provid-
ed to the committee, its counsel, or its finan-
cial advisor. Mugaddam evaluated the sub-
sidiaries and knew that the price range at
which their acquisition weuld be made would
be below the potential economic values of the
companies. He expected CVC to make a

fiduciary duty. See § V, Fiduciary Duty, infra.
CVC “knowingly permit{ted] its agent”, Mugad-
dam, to purchase claims against Debtor, autho-
rized his actions and provided him with the
authority and the means to accomplish the pur-
chase. Moss v. Elan Memorial Park Corp., 400
Pa.Super. 555, 583 A.2d 1254, 1257 (1990).
CVC expressly granted to Mugaddam the power
and funds with which to purchase the claims and
so is bound by Mugaddam’s actions. See Lokay
v. Lehigh Valley Co-op. Farmers, inc., 342 Pa.5u-
per. 89, 492 A.2d 405, 409 (1985). Mugaddam
was acting within the scope of his employment
with CVC in purchasing the claims and his con-
duct was in furtherance of CVC’s business inas-
much as he was charged with the responsibility
of monitoring CVC’s investments and ensuring
their aggrandizement. Pennsylvania law dictates
that under these circumstances CVC is liable for
Mugaddam’s conduct. See Johnson v. Glenn
Sand and Gravel, 308 Pa.Super. 22, 453 A.2d
1048, 1050 (1982) (tort liability). In fact, CVC’s
liability would exist even if Mugaddam was only
partially motivated by a desire to serve CVC's
interests. Shuman Estate v. Weber, 276 Pa.Su-
per. 209, 419 A.2d 169, 173 (1980).
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profit based on the valuation of the notes
CVC intended to purchase. Muqgaddam De-
position at 93, 218-19.

[3] Frank T. Kane, Debtor’s former chief
finaneial officer, testified that financial pro-
jections prepared by or for Debtor in connec-
tion with the bankruptcy were modified at
the request of Mugaddam or a member of his
staff with reference toward CVC’s proposed
asset purchase. Deposition of Frank T.
Kane, April 10, 1992, at 80-81 (hereafter
“Kane Deposition”). Although the projec-
tions were a part of Debtor’s records, they
were never provided to Chanin & Company,
any member of the creditors’ committee, or
to its counsel. Kane Deposition at 813
Thus, even if, as CVC argues, all Debtor’s
records were in the public domain by virtue
of the bankruptey, the records constitute in-
side information when their existence is not
disclosed except to insiders.

[16] It is the access to the inside informa-
tion that renders trading in claims particular-
ly dangerous in a bankruptey situation. Wolf
v. Weinstein, 872 U.S. at 642, 83 S.Ct. at
976-76. CVC had virtually unrestricted ae-
cess to inside information and significant as-
sistance from Debtor through its employees
and staff and its control over its subsidiaries.
Mugaddam admitted at trial that prepetition
he had been approached to buy Papercraft
notes but refused because he had inside in-
formation at that time. In his view, postpeti-
tion, all financial information was on the pub-
lie record and, therefore, he considered him-
self not to be an insider. Contrary to his
assertion, the evidence established that all of
the information was not of record at the time
he received it. Moreover, the committee did
not know that Debtor prepared information
for and gave it to Muqaddam, at his request,
because he was a director of Debtor and

8. Although projections were provided to the
creditors’ committee, they apparently were not
the same as those contained in the modifications
provided to CVC. Kane Deposition at 80-88.
CVC also requested, and was provided, projec-
tions of monthly working capital and income
distribution but Kane was not sure if the num-
bers used were those based on CVC’s assump-
tions or if the information was based on Debtor’s
projections. Id. at 85. However, Kane also tes-

which, in turn, Muqaddam used to further
CVC’s corporate interests.

[11-14] Even if all of the information had
been on the public record, that fact would not
have changed CVC’s insider status. More-
over, nothing in the Bankruptey Ceode indi-
cates that an entity’s insider status is abro-
gated because some or all of Debtor’s finan-
cial information becomes public. Insider sta-
tus is a function of an entity’s relationship to
the debtor and/or to other insiders. See, e. 4.
11 US.C. § 10181)B) (“‘insider’ includes
... (B) if the debtor is a ecorporation—(3)
director of the debtor ... or (vi) relative of a
... director, officer or person in control of
the debtor”). Insider status is not a function
of what, if any, financial information Debtor
publicizes. Although the committee had ac-
cess to Debtor's records, it was not in a
position similar to CVC’s with respect to
information about Debtor. CVC, as a mem-
ber of Debtor’s board, engaged in various
business decisions affecting Debtor and was
in a strategic and unique position regarding
Debtor’s restructuring and recrganization.

In this case, CVC, through Mugaddam,
had an advantage available only to insiders.
When requests for information were made of
Debtor by parties in interest in this case the
testimony was undisputed that Mugaddam’s
requests always received priority treatment
because of his position.

[15] In deposition, William T. Comfort,
chairman of the board of directors of CVC
and a member of the investment committee
that approved CVC’s note purchases, testi-
fied that CVC invested ir the Papercraft
notes to preserve CVC'’s reputation. He ex-
plained that if an entity in CVC’s position is
seen to abandon one of its flock in distress,
the company loses some of its credibility in
the marketplace. He further testified that a
secondary consideration was a return on

tified that Mugaddam "or one of his representa-
tives” had asked for “a monthly model for an
income statement, balance sheet and cash flow to
disclose to [CVC] the working capital changes
and income statement movement within a pre-
scribed peried of time,” id. at 87, with respect to
Barth and Dreyfuss in order to determine that
company’s seasonal credit requirements. Id. at
88.
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CV(C’s investment. Deposition of William
somfort at 31, 36 (hereafter “Comfort Depo-
sition”). His testimony does not fit squarely
with that of Michael Arnold, who was Debt-
or's president and the CEO of Debtor, its
subsidiaries and Amalgamated and held a
seat on Amalgamated’s board of directors.
Mr. Arnold stated that in January or Febru-
ary of 1991, he first became aware that CvC
was analyzing Barth & Dreyfuss to deter-
mine whether a purchase offer would be a
possibility. Deposition of Michael Arnold at
63-64 (hereafter “Arnold Deposition”). By
letter dated Oectober 4, 1991, from Muqad-
dam addressed to him, Arnold learned that
CVC held claims and was informed that CVC
would vote to reject a plan that did not pay it
in full. Id. at 139. We credit Mr. Arnold
whose statement somewhat belies Comfort’s
assertion that CVC’s conduct was only sec-
ondarily motivated by its desire for profit.
What is consistent in both witnesses’ testimo-
ny is that CVC intended to enhance CVC’s
goals, by protecting its reputation and/or by
adding to its profits, even if that goal con-
flicted with Debtor's negotiated reorganiza-
tion.

CVC’s defense is further undermined by
inconsistencies in Muqaddam’s trial, deposi-
tion, and declaration testimeny. For in-
stance, in its pretrial evidentiary submission,
CVC presented a declaration by Muqaddam
in which he stated that he believed that he
had not requested Chanin and Company’s
enterprise valuation and its distressed sale
analysis. At trial Mugaddam stated that he
had asked for the information to illustrate
the fairness of CV(’s agset purchase offer.
In his deposition given in connection with the
committee’s motion for partial summary
judgment, Mugaddam stated that he had not
sought the advice of counsel concerning the
purchase of Papercraft notes. Mugaddam
Deposition at 90. At trial Mugaddam stated
that had he consulted with a law firm con-
cerning whether CVC could make the pur-
chase and the propriety of the purchase, but
his inquiry was only an informal request
concerning regulatory matters.

At trial Mugaddam denied that CVC’s par-

ticular goal was to purchase the Papercraft
notes held by the RTC. In his deposition

given in connection with the motion for par-
tial summary judgment, however, he testified
that one goal was to buy the RTC notes
because he feared another entity, such as
Second Pennsylvania, would do so, thereby
disrupting, or attaining a position from which
to disrupt, the reorganization process. In
addition to these inconsistencies in testimo-
ny, the court teok particular note of Mugad-
dam’s demeanor at trial. On the witness
stand, Muqaddam perspired heavily in an air
conditioned room and drank huge quantities
of water. He is a sophisticated businessman
accustomed to pressure but he exhibited ex-
traordinary nervousness given the ecircum-
stances. We find from the evidence as a
whole that CV(’s intention was to benefit
from its position as a director of Debtor by
purchasing claims at a discount.

[16,17] CVC tries to excuse its failure to
disclose its identity and insider position
based on evidence that, in April of 1991, the
committee had knowledge of a ruwmor that
CVC had purchased some notes. The fact
and/or extent of the committee’s knowledge
is not controlling. CVC, as an insider of
Debtor, had an obligation to formally disclose
its identity and status as an insider to the
sellers, Debtor, and the committee prior to
purchasing claims during the bankruptey.
CVC did not disclose its identity to Debtor or
the committee before it purchased the notes
and never disclosed its identity or its seat on
Debtor's board of directors to the sellers.
The purchases gave CVC voting control over
Class 4, an impaired class of general unse-
cured creditors under the BDK plan. CVC
held no claims against Debtor prepetition but
during the period between April 1, 1991, and
August 30, 1991, obtained 40 percent of all
outstanding notes, thereby gaining the ability
to control the voting in its class on a recrga-
nization plan.

CVC never cast a vote for or against the
plan. As it was, although it had voted in
favor of the BDK plan concept prepetition,
CVC filed objections to the BDK plan which
were not withdrawn until it was promised a
seat on the board of the reorganized debtor
and certain distribution language was
changed in the plan. Without the withdrawal
of CVC’s objections (or some form of disen-
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franchisement of its voting rights), it was
questionable whether the BDK plan could be
confirmed as fair and equitable because of
the 40 percent interest CVC acquired during
the case. As a further result of the pur-
chases, CVC was in a position to gain a profit
under the confirmed plan of approximately
$5.4 million if its claims were allowed in
amounts equal to the face value of the notes.

Because of CVC’s postpetition interest ac-
quired in Debtor, a second plan of reorgani-
zation, the CVC plan, was filed. The BDK
plan had provided for formation of a new
company by merger of some of the subsidiar-
ies, a stock for debt exchange, and certain
cash payments. The CVC plan essentially
was a cash offer by CVC to buy certain
assets and operating subsidiaries of Debtor
without acquiring certain associated liabili-
ties. CVC’s undisciosed claims purchases fa-
cilitated this turn of events. Its conduct
created litigation that would not have been
needed otherwise and was an impropriety, if
not actual wrongdoing, that cannot be eoun-
tenanced.

[18] CVC's conduet falls within the “vul-
ture investor” category. See Vultures Be-
ware: Risks of Purchasing Claims Against
a Chapter 11 Debtor, 48 Bus.Law. 915, 924
(May 1998) (hereafter “Vultures Beware”).

The typical modus operandi of a vulture

investor is to purchase trade claims, bank

debt, or other securiiies at a discount from
the face amount, and often to purchase
sufficient voting power to enable the vul-
ture investor to block confirmation of any
plan of reorganization proposed for the
debtor that the vulture investor does not
like.

Id. at 916 (footnote omitted).

Vulture investors may contro! the terms

for the reorganization of a debtor in chap-

ter 11 by means of the purchase at bargain

prices of & blocking vote position in a

significant debt class. This could enable a

vulture investor to dictate the terms of the

reorganization, which could result in very
large rewards for the investor. The rea-
son that vulture investors are able to reap

9. Moreover, “a creditors’ committee ... may
raise and may appear and may be heard on any

such large returns is that some chapter 11
debtors end up in chapter 11 not so much
because their businesses have gone bad,
but because of the leveraged debt that
they could not shoulder ... The result
can [have] ... the vulture ending up with
the dominant ownership position in a good
business, after having paid a bargain price
for a debt position which merely served as
& means to acquire the debtor’s business
through the vehicle of chapter 11.
Zd. at 917 (footnote omitted). This is precise-
ly the conduct in which CVC engaged and
which cannot be tolerated in fiduciaries in a
bankruptey case. CVC’s status as an insider,
whether or not it used inside information,
precluded the sellers from making a fully
informed assessment of the consequences of
selling their claims and thereby deprived
them of the opportunity to make an informed
decision regarding the sale.

119,201 A member of a board of directors
helds a fiduciary duty “to promote the inter-
ests of the corporation.” United States v.
Byrum, 408 U.S. 125, 188, 92 S.Ct. 2382,
2391, 33 L.Ed.2d 238 rehearing dewnied, 409
U.S. 838, 93 8.Ct. 94, 34 1.Ed.2d 157 (1972).
In this instance CVC used its position on
Debtor’s board to further its own interests—
it sought to salvage or enhance its reputation
and it sought & profit for itself. The credible
evidence supports the conclusion that, while
it served as a director of Debtor, CVC acted
in furtherance of CVC’s interests.

[21,22] Furthermore, corporate directors
bear “the same fiduciary obligation to credi-
tors and shareholders as would the trustee
for a debtor out of possession.” See Com-
modity Futures Trading Comm’n v. Wein-
traub, 471 U.S. 343, 855, 105 S.Ct. 1986, 1994,
85 L.Ed2d 372 (1985). See also Wolf ».
Weinstein, 372 U.S. 633, 649, 83 S.Ct. 969,
979, 16 L.Ed.2d 33 rehearing denied, 873
U.S. 928, 83 S.Ct. 1522, 10 L.Ed.2d 427
(1963). Upon insolvency of the corporation,
the director’s fiduciary duty extends to the
corporation’s creditors and is enforceable by
the trustee® See Pepper v. Litton, 308 U.S.
285, 307, 60 S.Ct. 238, 24546, 84 L.Ed. 281
(1939); Brown v. Presbyterian Ministers

issue in a case under” chapter 11. 11 U.S.C.

§ 1109(b).
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Fund, 484 F.2d 998, 1005 (3d Cir.1973). In
this case Mugaddam utilized his position on
Debtor’s board to advance CVC’s interests.
He did not carry out his fiduciary obligation
to act in the best interests of Debtor and its
estate.

[23,24] Although directors may purchase
claims against their corporation when the
corporation is solvent, they are not entitled
to do so at a discount and enforce the claims
at full value when the corporation is insolvent
or has filed bankruptey. In ve Bridgford
Co., 237 F.2d 182, 185 (9th Cir.1956), cert.
dewied Bridgford v. Sampsell, 352 U.S. 1005,
77 S.Ct. 566, 1 L.Ed.2d 550 (1957). See alsc
Manufoacturers Trust Co. v. Becker, 338 U.S.
304, 313-14, 7¢ S.Ct. 127, 132-33, 94 L.Ed.
107 (1949); Monroe v. Scofield, 135 F.2d 725
(10th Cir.1943); In re UVAS Farming Corp.,
91 B.R. 575, 577 (Bankr.D.N.M.1988) (when a
divector purchases claims against its corpora-
tion in bankruptcy, recovery is limited to the
amount paid for the elaim). This is not a
situation where a Chinese wall was imple-
mented with policies and procedures effective
to prevent the misuse of nonpublic informa-
tion, see In re Federated Dept. Stores, Inc,
1991 WL 79143 (Bankr.S.D.Chio, March 7,
1991), nor was it an arm’s length transaction
and the bankruptey court is not required te
treat these claims equally with those of other
creditors. See Pepper v. Litton, 308 U.S.
295, 306-07, 60 S.Ct. 238, 24446, 84 L.Ed.
281 (1939).

[25,26] The availability of elaims for pur-
chase at a discount pursuant to a bankruptey
constitutes a corporate opportunity. Brown
v. Presbyterian Ministers Fund, 484 F.2d
998, 1004 (3d Cir.1973). Absent a bankrupt-
cy case, a director may use the opportunity if
the director discloses to shareholders, the
shareholders consent, and the use of the
corporate oppertunity by the director is not
detrimentsal to the corperation. CST, Inc. v.
Mark, 360 Pa.Super. 303, 520 A.2d 469, 471
appeal denied, 517 Pa. 630, 539 A2d 811
(1987). See also Eobinson v. Brier, 412 Pa.
255, 194 A.2d 204, 206, 208 (1963). A di-

16. CVC did not vote its claims. Nonetheless, its
acquisition of claims placed it in the controtling
seat in its class and, but for the creditors’ com-
mittee’s actions to contest CVC's claims, we are
again left to speculate as to whether CVC would

rector who purchases claims without first
providing the debtor with the opportunity to
make the purchases viclates his fiduciary
duty. See, eg., In ve Cumberland Farms,
Inc, 181 B.R. 678 (Bankr.D.Mass.1995).

127,281 Even when purchasing claims
against a solvent corporation, a director has
a heavy burden to establish the fairness of
the conduct. Robinson v. Brier, 194 A2d at
206. Appropriation of corporate opporturi-
ties by a fiduciary of an insolvent entity, even
with approval of the shareholders, directors,
and officers, is impermissible when it results
in a detriment to creditors. Brown v. Pres-
byterian Ministers Fund, 484 F.2d at 1005.

[28] Detriment is a relative term. In
this case, at least three adverse effects are
identifisble. The first befell the selling note-
holders who, at the time of sale, were credi-
tors of Debtor and were deprived of the
ability to make a fully informed decision con-
cerning the sale of their claims. If, after full
disciosure, they had elected not to sell, they
would have received a total distribution of
$15,989,676.56 under the plan rather than the
amount paid by CVC of $10,553,541.88, a
difference of more than $5.4 million. Of
course, they may have elected to sell after
full disclosure, in which event the court
would not be left to second guess their busi-
ness choices. The harm lies in the fact that
the selling noteholders had no opportunity to
consider pertinent information.

The second is that CVC’s actions diluted
the voting rights of prepetition creditors 10
and resulted in CVC's attempt to wrest from
the prepetition creditors the valuable assets
of Debtor. Lack of disclosure

has two effects. First, it is detrimental to

the efficiency of the market for claims. An

efficient market requires that both the
buyer and the seller have access to infor-
mation so that each party to the transac-
tion can be adequately informed. Under

Bankiuptey Rule 3001(e), as amended,

large sophisticated purchasers of claims,

who have the resources and incentives to

have voted. CVC'’s nen-vote does not nullify the
need for a per se rule. Absent a per sc rule, CVC
would still profit from its purchases of claims
monetarily and/or in its enhanced reputation and
similar conduct would not be deterred.
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closely monitor a chapter 11 esse, have
more information regarding the value of a
claim than a small trade creditor, and the
small trade creditor has no reasonable
means t0 acquire that information. See-
ond, because only the name of the trans-
feree of record need be disclosed, parties
in interest will be unable to ascertain who
the real claims buyer is and the intentions
of that claims buyer with respect to the
control of a debtor.

Joy Flowers Conti, Raymond F. Kozlowski,
Jr., Leonard 8. Ferleger, Claims Trafficking
in Chapter 11—Has the Pendulum Swung
Too Far?, $ BANKRUPTCY DEVELOP-
MENTS JOURNAL # 2, at 300 (1992) (here-
after Claims Trofficking) (footnotes omit-
ted).

The third is that, by purchasing, CVC put
itself in a position of having a conflict of
interest by jeopardizing its ability

to make future decisions on claims as 3

director free of [its] own personal interests

as owner of claims. Adding to the eonflict

is the fact these purchases were made at a

discount from present value. This brings

into play a profit motive, accentuating [its]
personal interests.

In re Cumberland Forms, Inc, 181 B.R. at
680 (citations omitted).

[30,3%] The filing of a bankruptey cre-
ates a private market in securities and CV(’s
protestations that its failure to disclose con-
stituted “normal market protocol” are unper-
suasive. “[Clorporations in bankruptey are
treated differently from solvent corpera-
tions”, Comsmodity — Futures Troding
Comm’n. v. Weintraub, 471 U.8. 843, 357,
105 5.Ct. 1986, 1995, 85 L.Ed.2d 372 (1985).
The evidence established that Debtor was
insolvent in an equity sense at confirmation.
In that cireumstance, “jtlhe purchase by a
director of claims against his own corporation
..., particularly the purchase of claims at a
discount, places too much strain upon the
loyalties of the director.” In ve Cumberland
Farms, Inc, 181 B.R. at 680. A director of 3
corporation in bankruptey should have no
conflicting interest in dealings on hehalf of
the eorporation with those helding claims
against it.

The evidence also established that CVC
intended to gain influence over the case.
Comfort Deposition at 143 (Comfort stated
that the note purchases by CVC would put it
in a position “to help influence something”).
Without disclosure by insiders of their trad-
ing in claims, creditors are at risk of selling
claims “at extraordinary discounts, without
understanding their rights”. n re Alleghe-
ny Intl, Inc, 100 B.R. 241, 242 (Bankr.
W.D.Pa.1988) (footnote omitted).

{32-34] “Disclosure is fundamental in a
bankruptcy case.” Claims Trafficking, 9
BANKR.DEV.J. at 302. “The interest of
sellers in having adeguate information avail-
able for them to make an informed decision
and the interest of nonsellers who may find
themselves controlled by a third party whose
intent would be to minimize the value that
goes to the nonsellers are the two interests
that need to be protected in control con-
tests.” Id. at 304. Several provisions of the
Bankruptey Code are grounded in the eon-
cept of disclosure. For example, a debtor
must disclose all of its assets and labilities.
See 11 U.8.C. § 521 (debtor must file sched-
ule of assets and Labilities); § 101(12)
(“‘debt’ means liability on a claim”), (5)
(“ ‘claim’ means (A) right to payment, wheth-
er or mot such right is ... contingent”);
Fed.R.Bankr.P. 1007. A proof of claim filed
by a creditor must identify the nature of the
claim and include supporting documentation
if it exists. 11 U.S.C. §§ 501, 502; Fed.
R.Bankr.P. 3001. In order for a plan of
reorganization to be confirmed, a disclosure
statement containing “adequate information”
must be approved by the court. 11 U.S.C.
§ 1125. Disclosure is equally as significant
in the context of claims trading by a trader
who is an insider and a fiduciary, who owes a
duty of leyalty to the debtor, and who is
bound to avoid a conflict of interest. Wolf v.
Weinstein, 372 U.S. 633, 83 S.Ct. 969, 10
L.Ed.2d 33 (1963).

[35,36]1 This situation lacks an essential
earmark of an arm’s length transaction (e,
disclosure of relevant information) and was
inherently unfair to the selling noteholders
and prepetition creditors because of the lack
of appropriate notice. We are required to
“sift the -circumstances surrounding any
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claim to ensure that injustice or unfairness to
creditors dees not oceur in administration of
the bankrupt estate” In re Allegheny Intl,
Inc., 118 B.R. 282, 302 (Bankr.W.D.P1.1990),
citing Pepper v. Litton, 308 U.S. at 307-08,
60 S.Ct. at 246. See also In re Allegheny
Intl, Inc, 100 B.R. 241 (Bankr.W.D.Pa
1988); Matter of Executive Office Centers,
Inc, 96 B.R. 642, 649-50 (Bankr.E.D.La.
1988); In re UVAS Farming Corp., 91 B.R.
575 (Bankr.D.N.M.1988). In this case, un-
fairness caused by CVC’s conduct would not
be adequately addressed absent application
of a per se rule.

[37,38] The usual remedy for the im-
proper purchase of claims at a discount by a
fiduciary is to subordinate or disallow the
fiduciary’s claim to the extent its face amount
exceeds the amount paid. See In ve Norcor
Mfy. Co., 109 F.2d 407 (Tth Cir.), cert. denied
310 U.S. 625, 60 S.Ct. 898, 84 L.Ed. 1396
(1940). See also In re Philudelphia & West-
ern Ry. Co., 64 F.Supp. 738 (E.D.Pa.1946).
We have disallowed CVC’s claim to the ex-
tent that it exceeds the purchase price.

[39-43] Notwithstanding the foregoing,
we find that equitable subordination of
“VC’s elaims is not appropriate. There was
insufficient evidence to establish that CVC
purchased claims with the intent to harm
Debtor or defraud its creditors, despite the
result. Although miseconduct or wrongdoing
is not always a prerequisite for subordinating
a claim,”’ subordination must be considered
on a ease by case basis with due regard to
the equities of the particular case. In re
Burden, 917 F.2d 115, 120 & n. 14 (3d Cir.
1990). The burden of proof with respect te
equitable subordination in the case of insid-
ers or fiduciaries has been articulated as the
burden of “presenting material evidence of
unfair conduct”. In ve Nutri/System of Flor-
ida Associates, 178 B.R. 645, 657 (E.D.Pa.
1995). That burden rests with the committee
in this case. Onee that burden is met, the
insider must prove that its transactions with
the debtor were fair. Other than conduct by
an insider or fiduciary, the burden is to proeve
that fraud or other culpable conduet oe-
curred. Id.

11. See In re Burden, 917 F.2d 115, 120 (3d Cir.

The eommittee contends that the creditors
were harmed because Debtor’s filing of the
BDK disclosure statement was deliberately
delayed by CVC to enable it to purchase
claims and make the asset purchase offer.
The committee asserts that CVC's claim
should be equitably subordinated. CVC con-
tends that the delay was occasioned by (1)
the litigiousness of Debtor’s landlord, Second
Pennsylvania Real Estate Corporation and
(2) because financial information concerning
one of the subsidiaries, American Technical
Industries, Inc., (hereafter “ATI”), was not
complete, causing indecision as to whether to
include ATI in the plan and the tax ramifica-
tions of including ATI. CVC contends that
antit all information was collected and the tax
ramifications were examined, the BDK dis-
closure statement could not be completed.

Regarding the landlord’s claims, the record
reflects that the Second Pennsylvania litiga-
tion required much of Debtor’s counsel’s time
as well as much court time. Nonetheless,
although a disclosure statement could have
been structured to account for Second Penn-
sylvania’s claim despite the litigation, Debtor
chose not to do so.

Regarding the ATI issue, the record re-
flects that this matter was an important one
which affected Debtor’s restrueturing pro-
posal, although we note that Debtor filed its
plan without a disclosure statement three
days after it filed this bankruptey. Thus,
some consideration had already been given to
the ATI issue or Debtor could not have
proposed its plan.

As this bankruptcy progressed, this court
approved extensions of Debtor’s exclusive pe-
riod at Debtor’s request because we found,
with each request, cause for extension.
There was ne evidenee that CVC engaged in
conduet designed to delay the plan process.
The evidence showed only that during the
delay between the filing of the case and the
filing of the disclosure statements CVC was
active in its own interests in derogation of its
fiduciary responsibility toward Debtor and
its estate.

[44, 45] Subordination of claims is appro-
priate only to the extent necessary to offset

1990) (regarding nonpecuniary tax penalty).
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any harm to the debtor or other ereditors on
account of the untoward conduct. 7 re Mo-
bile Steel Co., 563 F.2d 692, 700 (5th Cir.
1977). Mobile Steel established a threefold
test for the prepriety of equitable subsrdina-
tion. There must be (1) inequitable conduct
which (2} caused injury to creditors or the
debtor or resulted in an unfair advantage to
the creditor whose claim is sought to be
equitably subordinated and (3) equitable sub-
ordination must be consistent with the Bank-
ruptey Code. 692 F.2d at 700. In the in-
stant case we find that the first two stan-
dards have been met but, because of our
limitation on the allowance of CVC's claims,
equitable subordination is not consistent with
the Code. We have previously held that
“principles of fairness would be violated if
insiders who create an urnfair advantage for
themselves were permitted to share equally
with other ereditors.” In re LD. Craig Ser-
vice Corp., 1981 WL 155750 at *7 (Bankr.
W.D.Pa., August 8, 1991). Because we are
limiting the allowed amount of CV(C’s claim
to the amount it paid for the claims, with
recovery under the pian gauged to that
amount, we have adhered to principles of
fairness without the necessity of subordinat-
ing CVC’s claim. The limitation of recovery
removes CVC’s profit, discourages similar
future eonduct and provides a recovery on
the claims of ereditors in CVC’s class which
is greater than they would have had absent
this limitation. It also removes any econom-
ic advantage CVC gained over other insiders
who honored their duties and did not pur-
chase claims without the appropriate disclo-
sures. Under these circumstances, equitable
subordination of CVC’s entire claim is not
warranted on the evidence in this case.
Therefore, we will deny the committee’s re-
quest for equitable subordination.

By limiting CVC’s recovery to the plan
percentage as applied to the amount CVC
paid for the claims we ereate a disincentive
for insiders to trade in claims without prior
disclosure to the sellers, buyers, debtor and
creditors involved. It may be that, under
some circumstances, nondisclosure will not
subject to censure an insider who purchases
claims. See, eg, In ve Federated Dept.
Stores, Ine., 1991 WL 79143 {Bankr.S.D.0Ohio,

Marceh 7, 1991) (procedures to safeguard var-
ious interests). This is not such a ease.

An appropriate Urder will be entered.

JUDGMENT ORDER

And now, to-wit, this 12th day of Getober,
1995, for the reasons set forth in the forego-
ing Memorandum: Opinion, it is ORDERED,
ADJUDGED AND DECREED that judg-
ment is entered in favor of plaintiff and
against defendant on its First Claim For
Relief in that the allowed amount of the
claims held by Citicorp Venture Capital,
Ltd., is limited to the cost of acquisition and
distribution on the claims is controiled by the
confirmed Chapter 11 plan. Judgment is
entered in favor of defendant and against
plaintiff on The Second Claim For Relief
seeking equitable subordination and said See-
ond Claim is dismissed with prejudice.

IT IS FURTHER ORDERED that the
Order dated April 22, 1994, granting partial
summary judgment IS VACATED and the
accompanying opinion is withdrawn.

The Clerk shall close this Adversary.

SOUTH CAROLINA RENTALS, INC,
db/a Ace T.V. Rentals, Appellant,

Ve

Johnny ARTHUR and Angie
S. Arthur, Appellees.

Civ. A. No. 4:93-3251-22.

United States Distriet Court,
D. South Carolina,
Florence Division.

Sept. 28, 1995.

Appliance store objected to proposed
Chapter 13 plan, which allowed debtors to
keep property under lease-purchagse agree-
ments and pay its value through plan. The
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In re PAPERCRAFT CORPORATION, a
Pennsylvania corporation, Debtor.

CITICORP VENTURE CAPITAL, LTD.,
a New York corporation, Appel-
lant/Cross—-Appellee,

\ D

COMMITTEE OF CREDITORS HOLD-
ING UNSECURED CLAIMS and Com-
mittee of Creditors Holding Unsecured
Claims, as Estate Representative of Pa-
_pereraft Corporation, Appellee/Cross-
Appellant.

Civil Action Nos. 95-1872, 95-1886.
Bankruptcy No. 91-20903.
Adversary No. 91-2642.

United States District Court,
W.D. Pennsylvania.

Aug. 7, 1997.

Unsecured creditors committee filed ad-
versary proceeding in Chapter 11 case, seek-
ing equitable subordination and objecting to
creditor’s elaim. The Bankruptey Court, 165
B.R. 980, granted committee’s motion for
partial summary judgment. Following trial,
the Bankruptcy Court, 187 B.R. 486, Judith
K. Fitzgerald, J., withdrew its prior opinion,
denied further subordination of creditor’s
claims, and, creating and applying per se rule
prohibiting insiders of debtor from purchas-
ing claims against debtor without disclosing
their identity and connection with debtor,
ruled that because the instant creditor-insid-
er purchased claims without proper disclo-
sure, the allowed amounts of its newly ac-
quired claims would be limited to the
amounts paid by creditor for them, and re-
covery on its claims would be limited to the
percentage distribution provided in the plan,
as applied to the allowed claims. Parties
appealed. The District Court, Cindrich, J.,
held that: (1) bankruptcy court was without
authority to adopt its per se rule, which was
impermissible formulation of federal common

law; (2) evidence supported finding that cred-
itor engaged in inequitable conduet when, as
member of debtor’s board of directors, it
purchased debtor’s claims at discount without
providing debtor opportunity to make pur-
chases for benefit of all creditors; (3) evi-
dence supported finding that creditor created
unfair advantage for itself; and (4) creditor’s
claims should, at minimum, be limited to
amount it paid for such claims so as to
eliminate any potential profits, and any fur-
ther subordination should be supported by
findings and reconciled with principles of eq-
uity as determined on remand.

Reversed and remanded.

1. Bankruptcy ¢=2904

Bankruptey court lacked authority to
create per se rule prohibiting insiders of
corporate Chapter 11 debtor from purchas-
ing elaims against debtor without disclosing
their identity and connection with debtor;
rule constituted impermissible formulation of
“federal common law,” and bankruptcy rule
already existed to address inequitable con-
duct by insiders trading in debtor’s claims.
Bankr.Code, 11 U.S.C.A. § 510.

2. Bankruptey €=2904

Nothing in the Bankruptey Code pro-
scribes insiders from purchasing claims
against debtor or requires insiders to con-
duct themselves in any particular way or
make any particular disclosures when so do-

ing.
3. Federal Courts =374

There is no general “federal common

”

law.

4. Federal Courts ¢=374

Cases in which federal rule of decision is
necessary to protect uniquely federal inter-
est, such that formulation of “federal com-
mon law” is permissible, are those concerned
with rights and obligations of the United
States, interstate and international disputes
implicating conflicting rights of states or the

52



814 211 BANKRUPTCY REPORTER

United States’ relations with foreign nations,
and admiralty cases.

5. Constitutional Law €=70.1(2)

Court’s authority to construe statute is
fundamentally different from authority to
fashion new rule or to provide new remedy
which Congress has ‘decided not to adopt.

6. Bankruptcy ¢=2967.1

Bankruptey Code’s subordination provi-
sion is codification of common law doctrine of
equitable subordination and is grounded in
court’s equitable powers. Bankr.Code, 11
U.S.C.A. § 510.

7. Bankruptcy €=2968

Bankruptey court may utilize its equita-
ble powers and subordinate insider’s claim
for harm caused by his or her egregious
conduct. Bankr.Code, 11 U.S.C.A. § 510.

8. Bankruptcy €=2967.1

Bankruptcy Code’s subordination provi-
sion requires bankruptey court to determine
on case-by-case basis whether claim should
be subordinated. Bankr.Code, 11 U.S.C.A.
§ 510. :

9. Bankruptcy €2967.5

Three conditions must be satisfied be-
fore claim may be subject to equitable subor-
dination: claimant must have engaged in
some type of inequitable conduct, misconduct
must have resulted in injury to creditors of
debtor or conferred unfair advantage on
claimant, and -equitable - subordination of
claim must not be inconsistent with provi-
sions of the Bankruptey Code.

10. Bankruptcy €2967.5

Inequitable conduct directed against
debtor or its creditors may be sufficient to
warrant subordination of claim irrespective
of whether it was related to acquisition or
assertion of that claim.

11. Bankruptey ¢=2967.5

Claim or claims should be subordinated
only to extent necessary to offset harm which

debtor and its creditors suffered on account
of the inequitable conduct.

12. Bankruptcy €=2967.5

Party seeking equitable subordination of
creditor’s claim usually has the burden of
proof.

13. Bankruptcy ¢=2928

Proof of claim executed and filed in ac-
cordance with the Bankruptcy Code consti-
tutes prima facie valid claim.

14. Bankruptcy ¢=2926, 2927

Party objecting to properly executed
and filed proof of claim must come forward
with enough substantiation to overcome
claimant’s prima facie case and thus compel
him or her to actually prove validity and
honesty of claim.

15. Bankruptcy ¢=2926

Although there is initial presumption of
validity that attaches to all claims, claims
asserted by fiduciaries demand closer scruti-

ny.
16. Bankruptcy ¢=2827, 2926

In claims context, insider transactions
are subjected to rigorous scrutiny and when
challenged, burden is on insider not only to
prove good faith of transaction, but also to
show inherent fairness from viewpoint of
debtor-corporation and those with interests
therein.

17. Corporations &=307, 310(1)

As insider, member of Chapter 11 debt-
or-corporation’s board of directors owed fidu-
ciary duty to debtor and, upon debtor’s be-
coming insolvent, such duty extended to
debtor’s creditors. Bankr.Code, 11 U.S.C.A.
§ 10131)(B).

18. Bankruptey €=2904

Fiduciary who purchases claims of insol-
vent debtor-corporation at discount without
providing debtor opportunity to make pur-
chases for benefit of all creditors has violated
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his or her fiduciary duty to act in the best
interest of insolvent debtor and creditors.

19. Bankruptcy €=2968

Finding that creditor-insider engaged in
inequitable conduct, for equitable subordina-
tion purposes, was supported by evidence
that insider purchased claims of insolvent
Chapter 11 debtor-corporation at discount
without providing . debtor opportunity to
make purchases for benefit of all creditors, in
violation of insider’s fiduciary duty to act in
best interest of insolvent debtor and credi-
tors.

20. Bankruptcy €=2968

Finding that creditor-insider created un-
fair advantage for itself, for equitable subor-
dination purposes, was supported by evi-
dence that insider engaged in comprehensive
information collection effort made possible by
its position on Chapter 11 debtor-corpora-
tion’s board of directors, that insider used
this information to prepare its own asset
purchase offer which directly competed with
another plan, and that insider utilized debt-
or’s personnel and resources and the credi-
tors committee’s financial advisor, all without
committee’s krowledge. '

21. Bankruptcy ¢=2968, 3790

Where creditor-insider engaged in ineg-
uitable conduct, for equitable subordination
purposes, by purchasing claims of insolvent
Chapter 11 debtor-corporation at discount
without providing debtor opportunity to
make purchases for benefit of all ereditors, in
violation of insider’s fiduciary duty, and cred-
itor further created unfair advantage for it-
self by using knowledge gained by virtue of
its position on debtor’s board of directors,
creditor’s claims were required, at minimum,
to be limited to amount it paid for such
claims so as to eliminate any potential .prof-
its, and any further subordination beyond
amount paid for claims had to be supported
by findings and reconciled with principles of
equity as determined on remand to the bank-
ruptey court.

Scott J. Davido, Jones, Day, Reavis &
Pogue, Pittsburgh, PA, Paul K. Vey, Pietra-

gallo, Bosick & Gordon, Pittsburgh, PA,
Richard 1. Werder, Jr., Jones, Day, Reavis &
Pogue, Cleveland, OH, Shelly Crocker, Per-
kins Cole, Seattle, WA, Lawrence Slattery,
Citcorp Legal Affairs, New York City, for
Citicorp Venture Capital, Ltd. in No. 95-
1872.

George M. Cheever, Kirkpatrick & Lock-
hart, Pittsburgh, PA, Philip E. Beard, Stone-
cipher, Cunningham, Beard & Schmidt, Pitts-
burgh, PA, Stephen M. Ray, K. John Shaffer,
Stutman, Treister & Glatt, Los Angeles, CA,
for Committee of Creditors holding unse-
cured claims and Committee of Creditors
holding unsecured claims, as estate represen-
tatives of Papereraft Corp. in No. 95-1872.

David Siegel, Ashok W. Mukhey, Peter J.
Gregora, Irell & Manella, Los Angeles, CA,
for BDK Holdings.

Scott J. Davido, Jones, Day, Reavis &
Pogue, Pittsburgh, PA, Paul K. Vey, Pietra-
gallo, Bosick & Gordon, Pittsburgh, PA,
Richard 1. Werder, Jr., Jones, Day, Reavis &
Pogue, Cleveland, OH, for Citicorp Venture
Capital Ltd. in No. 95-1886.

Philip E. Beard, Stonecipher, Cunningham,
Beard & Schmidt, Pittsburgh, PA, Stephen
M. Ray, K. John Shaffer, Stutman, Treister
& Glatt, Los Angeles, CA, for Committee of
Creditors holding unsecured claims and
Committee of Creditors holding unsecured
claims, as estate representatives of Paper-
craft Corp. in No. 95-1886.

MEMORANDUM OPINION

CINDRICH, District Judge.

This action arises from an October 12, 1995
Memorandum Opinion and Order (collective-
ly referred as the “Oc¢tober 12 Order”) of the
United States. Bankruptey Court for the
Western District of Pennsylvania (the “Bank-
ruptey Court”), Bankruptcy Judge Judith K.
Fitzgerald presiding. In ve Papercraft
Corp., 187 B.R. 486 (Bankr.W.D.Pa.1995).
Pending before the Court is an appeal and
cross-appeal of the October 12 Order by Ap-
pellant and Cross-Appellee Citicorp Venture
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Capital, Ltd. (“CVC”) and Appellee and
Cross-Appellant Committee of Creditors
Holding Unsecured Claims and Committee of
Creditors Holding Unsecured Claims as Es-
tate Representative of Papercraft Corpora-
tion (the “Committee”).! This Court has jur-
isdiction over this matter pursuant to 28
U.S.C. Section 158(2)(1) and in accordance
with Bankruptcy Rule 8001 as the appeal and
cross-appeal arise out of a final judgment
entered by the Bankruptey Court.

I. Facts

We begin by reciting the Bankruptey
Court’s findings of fact.

The following facts were established by
stipulation of the parties or from the evi-
dentiary record:

1. In 1985, Debtor, [Papercraft Corpora-
tion], completed a leveraged buyout (LBO)
with the assistance of an affiliate of CVC.

2. The LBO transformed Debtor from a
publicly traded company into a wholly-
owned subsidiary of Amalgamated Invest-
ment Corporation (hereafter “Amalgamat-
ed”).

3. CVC acquired a 28% equity position in
Amalgamated as a result of the LBO. It
wrote off the equity position in 1987 be-
cause it expected no return on its invest-
ment.

4. At all relevant times, a representative
of CVC sat on the boards of directors of

The Committee is the official unsecured credi-
tors’ committee in Papercraft’'s chapter 11 case,
whose members were duly appointed by the
United States Trustee under section 1102 of title
11 of the United States Code (‘“Bankruptcy
Code”). The Committee has sued CVC not just
in its capacity as a committee entitled to bring
suit by virtue of sections 502, 1103, and 1109 of
the Bankruptcy Code, but as “‘Estate Representa-
tive” which, under the provisions of the con-
firmed plan of reorganization, is entitled to en-
force the rights of the estate and is empowered
by section 1123(b)(3)(B) of the Bankruptcy Code
to do so. Opening Brief of Appellee and Cross—
Appellant, Committee Of Creditors Holding
Unsecured Claims And Committee Of Creditors
Holding Unsecured Claims As Estate Representa-
tive Of Papercraft Corporation (“‘Committee’s
Opening Br”’) (Doc. No. 4) at I n. 1.

oy

2. On the date of the Chapter 11 filing, the hold-
ers of First and Second Priority notes included

Amalgamated, Debtor, Barth & Dreyfuss
and Knomark, subsidiaries of Debtor. Af-
ter 1989, that representative was CVC’s
Vice President, M. Saleem Mugaddam,
who served on the boards of those compa-
nies.

5. Barth & Dreyfuss and Knomark were
subsidiaries of Debtor at all relevant times.

6. In April of 1989, Debtor completed a
restructuring of its debt which resulted in
an exchange of approximately 98% of
Debtor’s debentures for unsecured First
Priority and Second Priority notes.

7. The First Priority Notes were issued
under an Indenture dated May 15, 1989,
and were to mature on October 1, 1994.
An aggregate amount of $90,717,398 (prin-
cipal plus accrued interest) was outstand-
ing on the date Debtor’s chapter 11 case
was filed.

8. The Second Priority Notes were issued
under a separate Indenture, also dated
May 15, 1989, and were to mature on April
1, 1995. An aggregate amount of $56,318,-
767 (principal plus accrued interest) was
outstanding on the date the chapter 11
case was filed.?

9. Debtor was unable to meet the terms
of the notes. Therefore, in the fall of 1990,
Debtor sought another restructuring of its
unsecured debt and began pre-bankruptey
negotiations with creditors who were part

the following: (1) Acacia Mutual Life Insurance
Co. (“Acacia”); (2) American Money Manage-
ment (‘‘American Money”’); (3) Drexel Burnham
Lambert (“Drexel”’); (4) Executive Life Insur-
ance Co. (“Executive”); (5) First Capital Life
Insurance Co. ("‘First Capital”); (6) First Inves-
tors; (7) First Stratford Life Insurance Co.
(“First Stratford”); (8) Magten Asset Manage-
ment Corp. (‘‘Magten”); (9) Oppenheimer & Co.
(“Oppenheimer”); (10) Pan American Life Insur-
ance Co. (“Pan American’); (11) Presidential
Life Insurance Co. (“Presidential Life”’); (12) the
Resolution Trust Corp. (“the RTC”); (13) Trans-
mark U.S.A. Inc. (“Transmark’); and (14) Ven-
ture Advisors (‘“Venture”). Appellant/Cross—Ap-
pellee’s Brief In Support Of Appeal Of Order
Limiting Recovery On Purchased Claims (“'CVC'’s
Opening Br”’) (Doc. No. 2) at 10 n. 7.
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of what has been termed in this case the
“Informal Committee” .3

10. After several months of prepetition
negotiations, Debtor and the Informal
Committee reached an agreement on what
is called herein the BDK Plan of Reorgani-
zation which was to be filed in conjunction
with a chapter 11 case.

11. The BDK Plan would effect a reorga-
nized enterprise and was unanimously ap-
proved by Debtor’s board, including CVC
through Mugaddam, in March of 1991.

12." Debtor filed a voluntary chapter 11
petition on March 22, 1991.

13. At that time, CVC held none of Debt-
or’s First or Second Priority Notes and
was not a creditor of Debtor.

14. Debtor was insolvent on the filing
date and all relevant times thereafter.

15. On March 25, 1991, three days after
this bankruptcy began, Debtor filed the
BDXK Plan, without a disclosure statement.
A disclosure statement was not filed until
October 15, 1991.

16. In March of 1991, Mugaddam sought
the approval of CVC’s Investment Com-
mittee for CVC to purchase Papercraft
notes.

17. On April 1, 1991, CVC’s Investment
Committee granted approval for CVC to
purchase up to $10 million of Papércraft
notes.

18. In early May, 1991, Mugaddam pre-
pared a review of CV(C’s investment in
Amalgamated.

19. CVC purchased $60,849,5675.72 face
value of the Papercraft notes for $10,553,-
541.88 between April and August of 1991.
Approximately $7.4 million (more than
70%) of CV(C’s purchases of Papercraft

. The members of the Informal Committee in-
cluded the: following: (1) Acacia; (2) American
Money; (3) Columbia Savings & Loan Co.; (4)
Drexel; (5) Executive; (6) Far West Savings &
Loan; (7) Fidelity Bankers Life Insurance Co.;
(8) Magten; (9) Oppenheimer; (10) Pan Ameri-
can; (11) Transmark; and (i3) Venture. CVC’s
Opening Br at 9 n. 5.

notes were made on or after August 19,
1991.

20. CVC acquired 38.3% of Debtor’s First
Priority Notes, 46.4% of Debtor’s Second
Priority Notes, and 40.8% of Debtor’s total
unsecured claims.

21. CVC neither requested nor obtained
the approval of Debtor’s board, the [Clom-
mittee ¢, or the court to buy the notes.
[FN1]

FN1. On or about May 23, 1991, while it
was a member of the [Clommittee, Magten
purchased, on behalf of clients, approxi-
mately $3.8 million in Second Priority
Notes from Oppenheimer & Co. for ap-
proximately $379,000. Oppenheimer was a
member of the Informal Committee and
acknowledged in writing that it knew Mag-
ten was the purchaser. Magten also made
other offers to purchase Papercraft notes,
again on behalf of clients. In January,
1991, Magten entered into a settlement
agreement by which it agreed to receive no
more than its cost of these claims at the
time of distribution under the plan. Mag-
ten disclosed to those entities from which
it purchased notes its position with the
committee and the bankruptey. Unlike
CVC, Magten had disclosed its identity
and connection with Debtor. Further-
more, Magten was not buying notes for its
own account, as was CVC, but for accounts
of its customers.

22. Debtor learned of CVC’s initial pur-
chases of notes by May, 1991, that is, after
CVC made the purchases. Its counsel be-
came aware that CVC had purchased some
claims by June of that year. Debtor and
its counsel also learned of CVC’s later
purchases.

23. In April of 1991, the committee heard
a rumor that CVC was purchasing claims.

. The members of the Committee included the

following: (1) Acacia; (2) Drexel; (3) Executive;
(4) First Capital; (5) Guarantee Security Life
Insurance Co.; (6) J.F. Karlton Company; (7)
Second Pennsylvania Real Estate Corporation;
(8) Magten; (9) Pan American; (10) Presidential
Life; (11) the RTC; and, (12) Transmark. CVC’s
Opening Br at 9 n. 6.
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The committee heard no more about it
until CVC made its asset purchase offer in
September of 1991. Neither CVC nor
Debtor communicated to the committee
the status or extent of CV(C’s purchases.

24. CVC acquired the RTC’s First Priori-
ty and Second Priority Notes for 25 cents
and 12 cents on the dollar, respectively.
Magten unsuecessfully bid for the notes at
20.5 cents and 10.5 cents. When CVC
bought the RTC’s notes, Mugaddam esti-
mated that the RTC controlled approxi-
mately 20% of Debtor’s total unsecured
claims.

25. At the values established by this
court at the BDK plan confirmation hear-
ing, noteholders received an interest in
BDK Units equal to 33.5 cents on the
dollar for First Priority Note claims and
16.75 cents on the dollar for Second Priori-
ty Note claims.

26. At Mugaddam’s direction, and with
the knowledge and consent of Debtor’s
management, two employees of CVC,
Noelle Cournoyer and Nils Havgestad, vis-
ited Barth & Dreyfuss in January or Feb-
ruary of 1991. The purpose of the visit
was to obtain information about the com-
pany in the event that CVC decided to
make an asset purchase proposal. During
their 1 1/2 day visit, CVC’s representatives
obtained current Barth & Dreyfuss finan-
cial statements, looked at the company’s
product lines, discussed the company with
its management, and toured the plant.

27. Cournoyer prepared a written report
on Barth & Dreyfuss, drafts of which were
provided to Debtor, but not to the [Clom-
mittee.

28, Frank Kane, the Chief Financial Offi-
cer of Debtor, reviewed drafts of the Barth
& Dreyfuss report and gave his comments
to Mugaddam. Kane did not discuss the
report with or provide it to the [Clommit-
tee.

29. Kane, Mugaddam, and a representa-
tive of the Bank of New York Credit Cor-
poration (BNYCC), a Barth & Dreyfuss
lender, held a meeting on June 14, 1991.
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At that meeting, Mugaddam made a pre-
sentation to BNYCC for financing a possi-
ble purchase of Barth & Dreyfuss and
Knomark by CVC.

30. At some point during or after the
meeting, Mugaddam gave BNYCC a copy
of the Barth & Dreyfuss report and a one
page summary of a possible structure for
an asset purchase transaction.

31. Mugaddam received a financing term
sheet from BNYCC dated August 12, 1991.
He provided a copy of the term sheet to
Kane and obtained Kane’s comments on
the term sheet. CVC agreed to the terms.

32, After the filing of the bankruptcy,
Debtor, through Kane and Andre Francois,
Debtor’s manager of corporate accounting,
reviewed documents prepared by CVC and
prepared documents for Mugaddam and
Cournoyer with respect to the proposed
asset purchase. '

33. Chanin and Company was the finan-
cial advisor to the [Clommittee. On July
18, 1991, Debtor’s Chief Executive Officer,
Michael Arnold, faxed Chanin and Compa-
ny’s enterprise valuation to Mugaddam.
Arnold received the valuation on July 16,
1991.{FN2]

FN2. The parties stipulated to July 16,
1994, but the 1994 date may be a typo-
graphical error. The date that Arnold re-
ceived the information is not material,
however. The pertinent fact is that Mu-
qaddam received Chanin and Company’s
enterprise valuation from Arnold.

34. Kane faxed Chanin and Company’s
distressed sale analysis to Mugaddam on
August 6, 1991.

35. At Mugaddam’s request, Debtor en-
gaged Arthur Andersen & Co. to analyze
whether CVC’s note purchases would have
any adverse tax effect on Debtor.

36. Debtor received a written tax analysis
from Arthur Andersen & Co. dated August
26, 1991. Kane faxed a copy of the tax
analysis to Mugaddam.

87. Mugaddam prepared a memo to
CVC’s Investment Committee dated Au-
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gust 23, 1991, requesting authority to
make an offer to purchase the valuable
operating subsidiaries of Debtor, ie,
Barth & Dreyfuss and Knomark.

38. Thereafter, in August of 1991, CVC’s
Investment Committee granted Mugad-
dam authority to cause CVC to make an
asset purchase offer.

39. On August 26, 1991, Mugaddam
sought and obtained the approval of CVC’s
Investment Committee to increase note
buying authority from $10 million to $15
million.

40. In the week before CVC made its
asset purchase offer, that is, before Sep-
tember 13, 1991, Muqaddam called Pamela
Cascioli, chairperson of the [Clommittee,
and informed her that CVC was contem-
plating making an offer to purchase Debt-
or’s assets. He also indicated that CVC
had purchased Papercraft notes, including
those held by the RTC. This was the first
time that CVC informed the {Clommittee
that it intended to make an asset purchase
offer. It also was CVC’s first communica-
tion or confirmation to the [Clommittee of
the fact that CVC had purchased notes.
[FN3]

FNS3. In his pretrial declaration, Muqad-
dam states that “CVC made formal disclo-
sure to entities that were members of -the
[Clommittee much earlier” than Septem-
ber of 1991. Defendant’s Pre-Trial Evi-
dentiary Submission, Declaration of M. Sa-
leem Mugaddam, Docket Entry 122.
However, we do not credit his statement.
The weight of other testimony and all of
the credible evidence establishes that this
did not occur.

41. Shortly before September 13, 1991,
Mugaddam provided drafts of an asset
purchase agreement to Debtor for its re-
view and comment. '

42, CVC made its asset purchase offer in
a letter to Debtor dated September 13,
1991. BNYCC had agreed to provide fi-
naneing.

43. On October 15, 1991, Debtor filed an
amended version of the BDK Plan which

was further amended on subsequent occa-
sions.

44. Debtor also filed a second plan, the
CVC Plan, at CVC’s suggestion, on Octo-
ber 15, 1991. CVC(’s asset purchase offer
formed the cornerstone of the CVC Plan.
CVC consented to the use of its asset
purchase offer in the CVC Plan.

45. Debtor filed a disclosure statement
for the Amended BDK Plan on October 15,
1991, and a disclosure statement for the
CVC Plan on the same date.

46. The court approved the BDK disclo-
sure statement on December 17, 1991.

47. CVC filed objections to confirmation
of the Amended BDK Plan on January 14,
1992, because the [Clommittee did not
agree to CVC’s claim based on the face
amount of the notes. The plan was con-
firmed on January 21, 1992.

48. Debtor retained the exclusive right to
file a plan from the date of the filing of the
bankruptey through the plan confirmation.

49. When purchasing claims, CVC did so
through brokers which resulted in CVC’s
identity not being revealed. [FN4]

FN4. CVC switched brokers, from Citi-
corp Securities Markets, Inc., to UBS Se-
curities, when Citicorp Securities had been
unsuccessful in obtaining the notes held by
the RTC for CVC.

In re Papercraft Corp., 187 B.R. at 491-94.

On October 31, 1991, the Committee filed a
complaint against CVC objecting to the al-
lowance of claims CVC had purchased and
seeking equitable subordination of the same.
After the close of discovery, the Committee
filed a motion for partial summary on its
objection. By opinion and order dated April
22, 1994, the Bankruptcy Court granted the
Committee’s motion allowing CVC’s claim as
a general unsecured claim in. the amount of

$60,849,299.10, the face value of the notes it

purchased, but limited CVC’s recovery to
$10,553,541.88, the amount CVC paid for its
claim. In re Papercraft Corp, 187 B.R. at
491. The Committee’s request for equitable
subordination was reserved for trial. Id.
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A trial was held on November 14 and 15,
1994. Both CVC and the Committee agreed
that the previous summary judgment ruling
should be withdrawn and requested that the
Bankruptey Court decide all issues in the
case based upon the evidence and testimony
adduced at trial. Id. Accordingly, the Bank-
ruptey Court withdrew its April 22, 1994
opinion and order and ruled on all issues.

The Bankruptey Court held that CVC’s
intention was to benefit from its position as a
director of Papercraft by purchasing claims
at a discount. Id. at 497. The Bankruptey
Court concluded that CVC had not carried
out its “fiduciary obligation to act in the best
interest of [Papercraft] and its estate [be-
cause it had] purchased claims without first
providing Papercraft with the opportunity to
make the purchases.” 5 Id. at 499.

The Bankruptey Court noted further that
CVC’s conduct had resulted in at least three
adverse effects. First, the selling notehold-
ers would have received a total distribution
of $15,989,676.56 under the plan rather than
the amount paid by CVC of $10,553,541.88 if
they had decided not to sell after full disclo-
sure by CVC. Although the noteholders may
have still elected to sell after full disclosure,
the harm lies in the fact that they “were
deprived of the ability to make a fully in-
formed decision concerning the sale of their
claims.” Id. at 499.

Second, “CVC’s actions diluted the voting
rights of prepetition creditors and resulted in
CVC’s attempt to wrest from the prepetition
creditors the valuable assets of [Paper-
craft] .” Id. at 499. The Bankruptcy Court
pointed out that without full disclosure the
market for claims suffers as an efficient mar-
ket requires that both buyers and sellers
have access to information so that all parties
to the transaction can be adequately in-
formed. Also, “because only the name of the
transferee of record need be disclosed, par-
ties in interest will be unable to ascertain
who the real claims buyer is and the inten-

5. The Bankruptcy Court explained that “‘{a]ppro-
priation of corporate opportunities by a fiduciary
of an insolvent entity, even with the approval of
the shareholders, directors, and officers, is im-
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tions of that claims buyer with respect to the
control of a debtor.” Id. at 500.

Lastly, CVC actions created a conflict of
interest which jeopardized its ability “to
make future decisions of claims as a director
free of [its] own personal interests as [an]
owner of claims. Adding to the conflict is
the fact these purchases were made at a
discount from present value. This brings
into play a profit motive, accentuating [its]
personal interests.” Id. at 500 (quoting In re
Cumberland Farms, Inc., 181 B.R. 678, 680
(Bankr.D.Mass.1995)).

As a result, the Bankruptey Court created
and applied a per se rule which prohibits a
debtor’s insiders from purchasing claims
against it without disclosing their identity
and relationship with the debtor. The Court
held that when claims are purchased by in-
siders without making such diselosures to the
debtor and creditors, “the insider’s newly
acquired claim will be limited to the amount
paid by the acquiring insider and recovery on
the claim will be limited to the percentage
distribution provided in the plan, as applied
to the allowed claim.” Id. at 491. The
Bankruptey Court concluded that the “un-
fairness caused by CVC’s conduct would not
be adequately addressed absent application
of a per se rule.” Id. at 501.

The Bankruptecy Court held that further
subordination of CVC’s claims pursuant to
the principles of equitable subordination was
not appropriate. Id. at 501. The Court not-
ed that equitable subordination of a credi-
tor’s claim is proper when (1) the creditor
has engaged in inequitable conduct; (2) such
misconduct caused injury to other creditors
or the debtor or resulted in an unfair advan-
tage to the creditor; and (8) subordination of
the creditor’s claim is consistent with the
Bankruptcy Code. Id. at 502 (citing Matter of
Mobile Steel Co., 563 F.2d 692, 700 (5th
Cir.1977)). The Bankruptecy Court found
that the first two elements had been satisfied
but not the third. Id. at 502. The Court

permissible when it results in a detriment to
creditors.” Id. at 499 (quoting Brown v. Presby-
terian Ministers Fund, 484 F.2d 998, 1005 (3d
Cir.1973)).
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concluded that because it was limiting CVC’s
allowed claim to the amount it paid for such
claim the principles of fairness had already
been adhered to, thus, subordination of
CV(C’s entire claim would not be consistent
with the Bankruptcy Code. Id. at 502.

II. Standard of Review

While acting as an appellate court for a
bankruptey appeal, we may not set aside the
Bankruptey Court’s factual findings unless
we conclude that the determination was
“clearly erroneous.” Bankruptey Rule 8013;
Fellheimer, Eichen & Braverman, P.C. v.
Charter Technologies, Inc, 57 F.3d 1215,
1223 (3d Cir.1995); First Jersey Nat'l Bank
v. Brown (In re Brown), 951 F.2d 564, 567
(8d Cir.1991). Consequently, we accept the
ultimate determination of the factfinder “un-
less that determination either is completely
devoid of minimum evidentiary support dis-
playing some hue of credibility or bears no
rational relationship to the supportive evi-
dentiary data.” Hoots v. Commonwealth of
Pennsylvania, 703 F.2d 722, 725 (3d Cir.
1983). In considering the evidence, “due re-
gard shall be given the opportunity of the
bankruptey court to judge the credibility of
the witnesses.” Bankruptey Rule 8013; Fell-
hetmer, 57 F.3d at 1223.

Our review of the legal determinations
made by the Bankruptey Court is plenary.
Brown v. Pennsylvania St. Employees Cred-
1t Union (In re Brown), 851 F.2d 81, 84 (3d
Cir.1988). Mixed questions of law and fact
must be divided into their component parts
and the appropriate standard applied to each.
See Universal Minerals, Inc. v. C.A. Hughes
& Co., 669 F.2d 98, 101-103 (3d Cir.1981).

III. Analysis

A. Per Se Rule

[1-8] The first' issue we addressis the
Bankruptey Court’s adoption of a per se rule.
Despite the laudable purpose and intent of
the Bankruptey Court in creating such a
rule, for the following reasons, we conclude
that it was without the authority to do so.

As previously noted, the Bankruptey Court
adopted a per se rule prohibiting insiders of
a debtor from purchasing claims against it
without disclosing their identity and connec-
tion with the debtor. When an insider fails
to make the requisite disclosures, his or her
allowed claim will be limited to the amount
paid for the claim.

The Bankruptey Court’s per se rule is a
new rule. As CVC correctly points out,
nothing in the Bankruptcy Code proscribes
insiders from purchasing claims against a
debtor or requires insiders to conduct them-
selves in any particular way or make any
particular disclosures when so doing. Thus,
the rule is a formulation of “federal common
law.”

As the Supreme Court has repeatedly not-
ed, there is “no general federal common law.”
Texas Industries, Inc. v. Radcliff Materials,
Inc, 451 U.S. 630, 640, 101 S.Ct. 2061, 2067,
68 L.Ed.2d 500 (1981) (quoting Erie R. Co. v.
Tompkins, 304 U.S. 64, 78, 58 S.Ct. €17, 822,
82 L.Ed. 1188 (1938)). “Although it is much
too late to deny that there is a significant
body of federal law that has been fashioned
by the federal judiciary in the common-law
tradition, it remains true that federal courts,
unlike their state counterparts, are courts of
limited jurisdiction that have not been vested
with  open-ended lawmaking powers.”
Northwest Airlines, Inc. v. Transport Work-
ers Union of America, AFL-CIO, 451 US.
77, 95, 101 S.Ct. 1571, 1582, 67 L.Ed.2d 750
(1981).

Nevertheless, the Court has recognized the
need and authority in some limited areas
to formulate what has been known as “fed-
eral common law.”  These instances.are
“few and restricted,” and fall into essen-
tially two categories: those in which a
federal rule of decision is “necessary to
protect uniquely federal interests,” and
~ those in which Congress has  given  the
courts power to develop substantive law.

Texas Industries, 451 U.S. at 640, 101 S.Ct.
at 2067 (citations and quotations omitted).
The instant case falls into neither of these
categories, however. There are no uniquely
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federal interests at issue® nor does the
Bankruptcy Code contain a provision giving
the federal courts broad power to develop
federal common law.” See 28 U.S.C. Section
2075 (“Bankruptcy rules: The Supreme
Court shall have the power to prescribe by
general rules, the forms of process, writs,
pleadings, and motions, and the practice and
procedure in cases under Title 11. Such
rules shall not abridge, enlarge, or modify
any substantive right.”).

We recognize that “[iln almost any statuto-
ry scheme, there may be a need for judicial
interpretation of ambiguous or incomplete
provisions. But the authority to.construe a
statute is fundamentally different from the
authority to fashion a new rule or to provide
a new remedy which Congress has decided
not to adopt.” Northwest Airlines, 451 U.S.
at 97, 101 S.Ct. at 1583. Indeed, the pre-
sumption that Congress deliberately omitted
the enactment of a rule is strongest when it
has enacted comprehensive legislation in an
area such as Bankruptcy. See Id.® As previ-
ously noted, there is no requirement in the

6. Cases in which a federal rule of decision is
necessary to protect uniquely federal interest are
“those concerned with the rights and obligations
of the United States, interstate and international
disputes implicating the conflicting rights of
States or our relations with foreign nations, and
admiralty cases.” Texas Industries, 451 U.S. at
641, 101 S.Ct. at 2067.

7. The Supreme Court has held that Congress
empowered the courts to develop substantive law
in the area of labor law, Textile Workers Union of
Am. v. Lincoln Mills of Ala., 353 U.S. 448, 77
S.Ct. 912, 923, 1 L.Ed.2d 972 (1957) (holding
that Section 301(a) of the Labor Management
and Relations Act, 29 U.S.C. Section 185(a) not
only grants jurisdiction over defined areas of
labor law but also vests in the courts the power
to develop a common law of labor-management
relations within that jurisdiction), and antitrust
law, Texas Industries, 451 U.S. at 642-43, 101
S.Ct. at 2067-68 (holding that Congress intended
to allow federal courts to develop common law
with regard to substantive violations of the Sher-
man Act but not with regard to the formulation

"of remedies for enforcement). There is nothing
in the Bankruptcy Code, however, which inti-
mates that Congress intended to delegate to the
federal courts any general power to create feder-
al common law. See John T. Cross, Congression-
al Power To Extend Federal Jurisdiction To Dis-
putés Outside Article III: A Critical Analysis

Bankruptcy Code or Rules equivalent to the
Bankruptey Court’s new per se rule. Thus,
the Bankruptey Court’s ruling goes beyond
judicial interpretation of ambiguous or in-
complete provisions of an existing statute.
While we agree that there are strong public
policy arguments in favor of the Bankruptey

Court’s per se rule, Congress and not the =

court must enact such a rule.

We find it significant that a rule already
exists to address inequitable conduct by in-
siders trading in a debtor’s claims, Section
510 of the Bankruptey Code.® Section 510 is a
codification of the common law doctrine of
equitable subordination and is grounded in
the court’s equitable powers.? As we dis-
cuss in the next section, the Bankruptcy
Court may utilize its equitable powers pursu-
ant to Section 510 and subordinate an insid-
er’s claim for harm caused by his or her
egregious conduct. Thus, Section 510 re-
quires the Bankruptey Court to determine on
a case-by-case basis whether a claim should
be subordinated. The per se rule, on the
other hand, removes the principles of equity

From The Perspective Of Bankruptcy, 87 NW.
U.L.Rev. 1188, 1227 (1993).

8. See also Resolution Trust Corp. v. Liebert, 871
F.Supp. 370, 372 (C.D.Cal.1994) (A Financial
Institution Reform, Recovery, and Enforcement
Act case. “Once Congress enacts comprehensive
legislation in a particular area, the courts may
not add extra federal rules not derived from the
legislation itself.”); Port Allen Marine Services,
Inc. v. Chotin, 765 F.Supp. 887, 890 (M.D.La.
1991) (A Comprehensive Environmental Re-
sponse, Compensation and Liability Act case.)
“The Court’s function is to interpret the law and
not to amend or supplement a law enacted by the
Congress. For this court ‘{tJo supply omissions
transcends the judicial function.””’ (quoting West
Virginia Univ. Hosp. v. Casey, 499 U.S. 83, 101,
111 S.Ct. 1138, 1148, 113 L.Ed.2d 68 (1991)).

9. Insider trading in a debtor’s claims is not a
new phenomenon. As exhibited by the case law,
litigation arising from insider trading has
plagued the courts for at least the last 144 years.
See Hill v. Frazier, 22 Pa. 320 (1853).

10. We note that the parties have cited to no
common law doctrine, nor has our research re-
vealed any, which resembles the Bankruptcy
Court’s per se rule.
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and applies instead a universal penalty for
any instance of noncompliance. We are not
unmindful of the additional burden placed on
the Bankruptcy Court in applying the rules
of equitable subordination to cases of this
kind. See p. 17 et seq., infra. Nonetheless,
because we can find no support in the law for
the adoption of a per se rule, we are com-
pelled to reverse.

B. Equitable Subordination

The Committee argues that equitable sub-
ordination is an alternative ground to affirm
the Bankruptcy Court’s decision to limit
CVC(C’s claims to the amount it paid for them.

[91 The test for equitable subordination
can be found in the often cited case of Matter
of Mobile Steel Co., 563 F.2d 692 (5th Cir.
1977). The following three conditions must
be satisfied before a claim may be subject to
equitable subordination: (1) the eclaimant
must have engaged in some type of inequita-
ble conduct; (2) the misconduct must have
resulted in injury to the creditors of the
bankrupt or conferred an unfair advantage
on the claimant; and (3) equitable subordina-
tion of the claim must not be inconsistent
with the provisions of the Bankruptey Act.
Id. at 699-700 (citations omitted).

[10-14] “In determining whether these
three conditions are satisfied three principles
must be kept in mind.” Id. at 700. First,
“inequitable conduct directed against the
bankrupt or its creditors may be sufficient to
warrant subordination of a claim irrespective
of whether it was related to the acquisition or
assertion of that claim.” Id. Second, “a claim
or claims should be subordinated only to the
extent necessary to offset the harm which
the bankrupt and its creditors suffered on
account of the inequitable conduct.” Id. at
701. Finally, a party seeking equitable sub-

11. The Court stated that the limitation of CVC’s
allowed claim to the amount CVC paid for such
claim adheres to the principles of fairness be-
cause,

[tlhe limitation of recovery removes CVC's
profit, discourages similar future conduct and
provides a recovery on the claims of creditors

ordination of a creditor’s- claim usually has
the burden of proof. A proof of claim exe-
cuted and filed in accordance with the Bank-
ruptey Code constitutes a prima facie valid
claim. Id. at 702 n. 11. A party objecting to
such a claim “must come forward with
enough substantiations to overcome the
claimant’s prima facie case and thus compel
him to actually prove the validity and hones-
ty of his claim.” Id. at 701 (quotation omit-
ted).

[15,16] = Although there is an initial pre-
sumption of validity that attaches to all
claims, claims asserted by fiduciaries demand
closer scrutiny. Id. at 701-02 (“[Wle must
examine the conduct of fiduciary-claimants
‘with a large measure of watchful care.””)
(citations omitted; quoting  Washburn .
Green, 133 U.S. 30, 43, 10 S.Ct. 280, 284, 33
L.Ed. 516 (1890)). Indeed, insider transac-
tions are subjected to rigorous scrutiny and
when challenged, the burden is on the insider
not only to prove the good faith of a transac-
tion but also to show the inherent fairness
from the viewpoint of the corporation and
those with interests therein. Pepper v. Lit-
ton, 308 U.S. 295, 306, 60 S.Ct. 238, 245, 84
L.Ed. 281 (1939),

The Bankruptcy Court held that the first
two conditions, (1) inequitable conduct and
(2) injury or unfair advantage, had been sat-
isfied but not the third, (3) consistency with
the Bankruptey Code. In re Papercraft, 187
B.R. at 502. The Court concluded that be-
cause CVC’s claims were already being limit-
ed to the amount it paid for such claims, the
principles of fairness had already been ad-
hered to.!! Id. Thus, the Court held, subor-
dination of CVC’s entire claim would not be
consistent with the Bankruptcy Code. Id.

As set forth in the following discussion, we
find that CVC’s claims should be limited to
pursuant to the principles of equitable subor-

in CVC’s class which is greater than they
would have had absent this limitation. It also

removes any economic advantage CVC gained

over other insiders who honored their duties
and did not purchase claims without the ap-
propriate disclosures.

Id. at 502.
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dination. We do not agree with the Commit-
tee, however, that equitable subordination is
an alternative grounds to affirm the October
12 Order. As we explain below, a court must
make certain findings regarding the amount
of subordination, findings which were not
made by the Bankruptey Court in the instant
case. We now review the Bankruptey
Court’s findings in connection with equitable
subordination.

1) Inequitable Conduct

The Bankruptcy Court held that CVC en-
gaged in inequitable conduct. In re Paper-
craft, 187 B.R. at 502. The Court concluded
that CVC “did not carry out [its] fiduciary
obligation to act in the best interests of
[Papercraft] and its estate.” Id. at 499.
Specifically, the Court found that CVC did
not engage in an arm’s length transaction
when it purchased Papercraft’s claims. Id.
at 499. The Court also found that CVC had
appropriated a corporate opportunity when
it, as a fiduciary, purchased Papercraft’'s
claims at a discount and then sought to en-
force such claims at full value. Id. Based
upon the evidence as a whole, the Court held
that “CVC’s intention was to benefit from its
position as a director of [Papercraft] by pur-
chasing claims at a discount.” Id. at 497.

[17] We find that there is sufficient evi-
dence to support the Bankruptcy Court’s
finding that CVC engaged in inequitable con-
duct. CVC does not dispute that it was an
insider as defined by 11 U.S.C. 101(31)(B)
beeause of its representation on Papercraft’s
Board of Directors. Id. at 494-95. As an
insider, CVC owed a fiduciary duty to Paper-
craft, and upon Papercraft’s becoming insol-
vent, such duty extended to Papercraft’s
creditors. See Pepper, 308 U.S. at 307, 60
S.Ct. at 24546; Brown, 484 F.2d at 1005.

[18,19] A fiduciary who purchases claims
of an insolvent debtor at a discount without
providing the debtor an opportunity to make
the purchases for the benefit of all the credi-
tors has violated his or her fiduciary duty to
act in the best interest of the insolvent debt-
or and creditors. See, eg., In re Cumber-

land Farms, Inc., 181 B.R. 678 (Bankr.
D.Mass.1995). Such conduct by a fiduciary
clearly supports a finding of inequitable con-
duct. See, eg., Bostian v. Schapiro (In re
Kansas City Journal-Post Co.), 144 F.2d 791
(8th Cir.1944); In re UVAS Farming Corp.,
91 B.R. 575 (Bankr.D.N.M.1988).

2) Injury or Unfoir Advantage

[20] The Bankruptey Court held that the
second element of equitable subordination
had been satisfied. As previously noted, the
Bankruptey Court held that CVC’s conduct
had resulted in at least three adverse effects.
The Court’s findings also support a finding
that CVC created an unfair advantage for
itself.

As described more fully in the October 12
Order, CVC engaged in a comprehensive in-
formation collection effort made possible by
its position on Papercraft’s Board. In re
Papercraft, 187 B.R. at 494-96. CVC then
used this information to prepare its own as-
set purchase offer which directly competed
with the BDK plan. That CVC utilized Pa-
percraft’s personnel and resources and the
Committee’s financial advisor, all without the
Committee’s knowledge, makes its actions
even more culpable. Accordingly, we find
that the Bankruptey Court’s finding of this
element was supported by the evidence and
not clearly erroneous.

3) Consistency With The Bankruptcy Code

The Bankruptey Court concluded that be-
cause CVC’s allowed claims had already been
limited to the amount it paid for such claims
pursuant to its per se rule, equitable subordi-
nation would not be consistent with the
Bankruptcy Code. Id. at 502. The Court
stated that “because we are limiting the al-
lowed amount of CVC’s claim to the amount
it paid for the claims, with recovery under
the plan gauged to that amount, we have
adhered to the principles of fairness without
the necessity of subordinating CVC’s claim.”
Id.

The Bankruptey Court’s conclusion was
with regard to whether CV(’s remaining
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claim, that is the amount remaining after
application of the per se rule, should be
subordinated. Apparently, the Court found
that further subordination would not be con-
sistent with the Bankruptey Code because as
it correctly noted, equitable subordination is
appropriate only to the extent necessary to
offset any harm to the debtor or other credi-
tors. Id. at 501-02.

[21] Although the Bankruptey Court
identified several harmful effects resulting
from CVC’s conduct, the Court did not ad-
dress the amount of harm in economie terms.
The Bankruptey Court concluded instead
that “the usual remedy for the improper
purchase of claims at a discount by a fiducia-
ry is to subordinate or disallow the fiducia-
ry’s claim to the extent its face amount ex-
ceeds the amount paid.” In re Papercrafi,
187 B.R. at 501 (citing In re Norcor Mfy. Co.,
109 F.2d 407 (7th Cir.1940); In re Philadel-
phia & W. Ry. Co., 64 F.Supp. 738 (E.D.Pa.
1946)). The Bankruptcy Court stated this
conclusion in support of the amount of subor-
dination of CV(C’s claims pursuant to the per
se rule. In re Papercraft, 187 B.R. at 501.
While we agree with the Bankruptey Court’s
conclusion that a fiduciary who purchases

12. The economic impact of the Bankruptcy
Court’s ruling on CVC is severe. As previously
noted, CVC purchased a total of $60,849,575.72
in face value of Papercraft’s First and Second
Priority notes for $10,553,541.88,. an average of
approximately $0.24 on the dollar for First Prior-
ity notes and $0.12 on the dollar for Second
Priority notes. CVC's Opening Br at 11-13. At
the values established by the Bankruptcy Court
at the plan confirmation hearing, noteholders are
to receive BDK Units equal to $0.335 on the
dollar for First Priority note claims and $0.1675
on the dollar for Second Priority note claims. In
re Papercraft, 187 B.R. at 492. Under the Bank-
ruptcy Court’s holding, which limits CVC's al-
lowed claim to the $10,553,541.88 purchase
price with recovery under the plan gauged to this
amount, CVC would recover only about $3,063,-
600 in BDK Units on its claims, approximately
$7,489,941.88 less than what it paid. If CVC’s
claims were allowed at face value, however, it
would recover approximately $15,987,600 in
BDK Units, $5,434,058.12 more than what it
paid for the claims. See CVC’s Opening Br at
17.

13. The Committee’s Opening Br at 35 (citing
Allied Eastern States Maintenance Corp. v. Miller

claims against an insolvent debtor shall ordi-
narily have his or her claim subordinated, we
do not agree that the amount of such subor-
dination is usually equal to the limitation
imposed by its per se rule.!?

In addition to the cases cited by the Bank-
ruptey Court, the Committee cites several
other cases which allegedly support the prop-
osition that the remedy in such circum-
stances is that the fiduciary’s allowed claim
will be limited to his or her purchase price
with recovery under the bankruptcy plan be-
ing gauged to such reduced eclaim.® The
courts in these cases do hold that a fiducia-
ry’s claim purchased when the debtor was
insolvent will be limited to the amount paid.
A more thorough reading of these cases re-
veals, however, that what is being subordi-
nated is the fiduciary’s profits. None of
these cases holds that a fiduciary’s allowed
claim will be limited to the amount paid with
recovery under the plan being gauged to
such allowed claim. To the contrary, these
cases apparently hold that a fiduciary’s ve-
covery on claims purchased when the debtor
is insolvent will be limited to the amount paid
for such claims.

When stating that a fiduciary’s claim would
be allowed up to the amount paid, these

(In re Lemco Gypsum, Inc.), 911 F.2d 1553, 1558
(11th Cir.1990); In re Cumberland Farms, Inc.,
181 B.R. at 681; Matter of Executive Office Cen-
ters, Inc., 96 B.R. 642, 649-50 (Bankr.E.D.La.
1988)); Minkel & Baker, Claims & Control In
Chapter 11 Cases: A Call For Neutrality, 13 Car-
dozo L.Rev. 35, 61 n. 111 (1991) (citing 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); In re Norcor, 109 F.2d
at 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., 46
F.Supp. 77 (8.D.Cal.1941); In re McCrory Stores
Corp., 12 F.Supp.. 267 (S.D.N.Y.1935)).

14. See Sampsell, 237 F.2d at 186 (Fiduciary “is
precluded from collecting more than he paid for
a claim against an insolvent corporation to
which he owed a fiduciary duty.”); Monroe, 135
F.2d at 728 (Fiduciary “is limited in his right of
recovery to the $200 which he paid for his
claim.””); In re Van Sweringen, 119 F.2d at 235
(“Where the directors of a corporation, contrary



826 211 BANKRUPTCY REPORTER

courts did not hold that the fiduciary’s recov-
ery would then be gauged to such allowed
claim, but instead allowed the claim only to
an amount which would disgorge any profits
to be made. In contrast, the term “allowed
claim” as used in the instant case takes on a
more precise meaning as the Bankruptcy
Court went one step further by adding to its
holding that CVC’s recovery under the plan
would be gauged to the already reduced
claim.

Indeed, these cases rely on the universal
precept that a fiduciary may not “serve him-
self first and his cestuis second.” Pepper,
308 U.S. at 311, 60 S.Ct. at 247. As Justice
Cardozo noted in the often quoted passage
from Meinhard v. Salmon, 249 N.Y. 458, 164
N.E. 545, 546 (1928):

Many forms of conduct permissible in a
workaday world for those acting at arm’s
length, are forbidden to those bound by
fiduciary ties. A trustee is held by some-
thing stricter than the morals of the mar-
ket place. Not honesty alone, but the
punctilio of an honor the most sensitive, is
then the standard of behavior. As to this
there has developed a tradition that is
unbending and inveterate. Uncompromis-
ing rigidity has been the attitude of courts
of equity when petitioned to undermine the
rule of undivided loyalty by the ‘disinte-
grating erosion’ of particular excep-
tions.... Only thus has the level of con-
duct for fiduciaries been kept at a level
higher than that trodden by the crowd. It
will not consciously be lowered by any
judgment of this court.

to their fiduciary duty, have made a personal
profit in their dealings with the corporation, eqg-
uity will compel them to account to the corpora-
tion for such profits made at its expense.”); In re
Norcor, 109 F.2d at 411 (Fiduciaries are not
“entitled to the allowance of a claim in an
amount which would have inured to his individu-
al profit.”); In re Philadelphia & W. Ry., 64
F.Supp. at 740-41 (“These directors will not be
compelled to account for profits from sales of
bonds which had been purchased in good faith
before their appointment but only for such profit
as they realized from the sales of bonds pur-
chased during their incumbency.”); In re Jersey
Materials, 50 F.Supp. at 431 (Fiduciary “should
recover for the bankrupt estate no more than the
sum of money paid by him for the mortgage,
together with interest from the date he paid it.”);

The courts have made it clear that a fidu-
ciary is not entitled to any profits resulting
from the purchase of claims against an insol-
vent debtor. Thus, CVC’s claims should at a
minimum be limited to the amount paid for
such claims to eliminate any potential profits.
If we affirm the October 12 Order, however,
CVC’s projected recovery will be reduced by
an additional $7,489,941.88. As explained by
the Ninth Circuit in In re Westgate—~Califor-
nia Corp., 642 F.2d 1174, 1177-78 (9th Cir.
1981):

Subordination is an equitable power and is
therefore governed by equitable principles.

The time-honored maxim that equity will
not enforce a penalty adds another limita-
tion to the.subordination power. Bank-
ruptey courts must take care not to subor-
dinate claims where doing so will operate
only to penalize the claimant. “[Tlhe pow-
er of subordination necessarily must be
measuredly and not blankly exercised. . ..
It should not operate to take away any-
thing punitively to which one creditor is
justly entitled in view of the liquidation
finality, and bestow it upon others, who in
the relative situation have no fair right to
it. It can therefore ordinarily go no far-
ther than to level off actual inequitable
disparities on the bankruptcy terrain for
which a creditor is responsible, to the point
where they will not ereate unjust disadvan-
tages in claim positions and liquidation re-
suits.”

(quoting Bostian, 144 F.2d at 800-01); see
also, Matter of Mobile Steel Co., 563 F.2d at

In re McCrory Stores, 12 F.Supp. at 268-69 (Cor-
poration in bankruptcy in which creditors were
to receive full payment of their claims under
proposed bankruptcy plan. “A director who ac-
quires claims [when the debtor is insolvent] may
enforce them for no more than the cost of acqui-
sition. [Director] then was inhibited from mak-
ing a profit....”"); Matter of Executive Office
Centers, 96 B.R. at 650 (Denying creditor’s mo-
tion to subordinate claim because neither it nor
any other creditor was harmed citing to In re
Van Sweringen, In re Norcor, and In re Philadel-
phia & W. Ry., as standing for the proposition
that the basis for limiting a fiduciary’s claim is
“that a fiduciary shall not be allowed to profit
from his trust.”).
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701 (“[IIf a claimant guilty of misconduct
asserts two claims, each worth $10,000, and
the injury he inflicted on the bankrupt or its
creditors amounted to $10,000, only one of
his claims should be subordinated.”); Matter
of Pinetree Partners, Litd., 87 B.R. 481, 488
(Bankr.N.D.Ohio 1988) (claims should be sub-
ordinated only to extent necessary to offset
the harm the bankrupt and its creditors suf-
fered).

As we previously noted, because it adopted
a per se rule, the Bankruptey Court did not
have the opportunity to make factual findings
as to how an additional $7,489,941.88 reduc-
tion in CVC’s recovery comports with the
principles of equitable subordination. We do
not conclude today, however, that CVC’s
claims may not be subordinated by such an
amount but only that any amount of subordi-
nation beyond the lmitation of CVC’s recov-
ery to the amount paid for such claims
should be supported by factual findings and
reconciled with the principles of equity. We
believe this to be a finding of fact best left to
the Bankruptcy Court, not this Court sitting
as a court of appeal. Accordingly, we will
remand the case to the Bankruptey Court for
a finding on the amount CVC’s claims should
be subordinated pursuant to the principles of
equitable subordination.

fw
O £ KEYNUMBER SYSTEM
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In re ATLANTIC LITTLENECK
CLAMFARMS, INC.,
Debtor.

Bankruptcy No. 96-72333-W.

United States B’ankriiptcy Cdurt, )
D. South Carolina.

March 28, 1997.

Motion was filed to compel Chapter 11
debtor to accept or reject alleged executory

contracts. The Bankruptey Court, John E.
Waites, J., held that participation agree-
ments between Chapter 11 debtor and par-
ties “investing” in its clam farming business,
pursuant to which these alleged “investors”
were allowed to purchase an interest in
pooled bed of clams on understanding that
debtor would use its knowledge, skill and
equipment to grow and harvest these clams
and would then offer to repurchase harvested
clams at prevailing market rates, qualified as
“investment contracts,” which were not prop-
er subjects of motion to compel.

So ordered.

1. Bankruptcy ¢=2822.1

Participation agreements between Chap-
ter 11 debtor and parties “investing” in its
clam farming business, pursuant to which
these alleged “investors” were allowed to
purchase an interest in pooled bed of clams
on understanding that debtor would use its
knowledge, skill and equipment to grow and
harvest these clams and would then offer to
repurchase harvested clams at prevailing
market rates, qualified as “investment con-
tracts” rather than as “debt obligations,” and
investors who signed these agreements had
to be regarded not as “creditors” but as
“equity holders” in debtor, where agree-
ments did not contain any unconditional
promise to repay nor any definite maturity
date, but rather contained numerous warn-
ings that any return to investors would de-
pend on debtor’s success in harvesting clams,
and where investors did not have the knowl-
edge, skill or equipment to raise clams to
maturity and knew when they signed agree-
ments that their profit was dependent upon
debtor’s operations.

See publication Words and Phrases

for other judicial constructions and def- - .
initions,

2. Corporations @94,: 468.1

Issuance of stock certificate indicates an
equity contribution, while issuance of bond,
debenture, or note is indicative of bona fide
indebtedness.
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underwent an extended period of renewed
addiction while he was entrusted with a posi-
tion of responsibility at Circuit City. It is
praiseworthy that he sought treatment for
his addiction before he was discovered, but
there is no evidence that his addiction, as
opposed to his drug-related misconduct,
caused Circuit City to fire him. The judg-
ment of the District Court will be affirmed.

w
O E KEY NUMBER SYSTEM
T

CITICORP VENTURE CAPITAL, LTD.,
a New York Corporation

V.

COMMITTEE OF CREDITORS HOLD-
ING UNSECURED CLAIMS, and Com-
mittee of Creditors Holding Unsecured
Claims as Estate Representative of Pa-
percraft Corporation (D.C. Civil No. 95—
cv-01872).

COMMITTEE OF CREDITORS HOLD-
ING UNSECURED CLAIMS, and Com-
mittee of Creditors Holding Unsecured
Claims as Estate Representative of Pa-
percraft Corporation,

V.

CITICORP VENTURE CAPITAL, LTD.,
a New York Corporation (D.C. Civil
No. 95-cv-01886).

Nos. 97-3518, 97-3519.

United States Court of Appeals,
Third Circuit.

Argued July 21, 1998.
Decided Nov. 24, 1998.

Unsecured creditors committee brought
adversary proceeding against fiduciary of
Chapter 11 debtor, objecting to allowance of
claims against debtor that fiduciary pur-
chased and seeking claims’ equitable subordi-
nation. The Bankruptcy Court, Judith K.
Fitzgerald, 187 B.R. 486, limited fiduciary’s
recovery on claims, but declined to equitably
subordinate them. Parties cross-appealed.
The United States District Court for the
Western District of Pennsylvania, Cindrich,
J., 211 B.R. 813, reversed and remanded.

Parties cross-appealed. The Court of Ap-
peals, Stapleton, Circuit Judge, held that: (1)
findings regarding fiduciary’s purchase of
claims established inequitable conduct sup-
porting equitable subordination; (2) fiduciary
breached its duty by purchasing debtor’s
notes without requisite notice to board and
committee; (3) evidence supported findings
that fiduciary was motivated primarily by
self-interest in acquiring claims against debt-
or; and (4) subordination of claims beyond
that required to deprive fiduciary of profit
had to be supported by findings that justified
remedy chosen by reference to equitable
principles.

Affirmed.

1. Bankruptcy €=2968

Findings regarding fiduciary’s purchase
of claims against Chapter 11 debtor estab-
lished inequitable conduct supporting equita-
ble subordination remedy, including findings
that notes were purchased for dual purpose
of making profit for fiduciary and influencing
reorganization in its self-interest, were pur-
chased with benefit of non-public information
acquired as fiduciary, and were acquired
without disclosure to bankruptey court, debt-
or’s board of directors, unsecured creditors
committee, or selling noteholders.

2. Bankruptcy ¢=2968

Opportunity to purchase Chapter 11
debtor’s notes at discount was corporate op-
portunity, and therefore failure of fiduciary
that purchased notes to provide requisite
notice to debtor’s board and unsecured credi-
tors committee was breach of fiduciary duty
supporting subordination depriving fiduciary
of its profit from transactions, despite fidu-
ciary’s claims that debtor could not have
purchased notes and committee members
had no interest in doing so.

3. Bankruptcy ¢=2968

Fiduciary of Chapter 11 debtor failed to
show that unsecured creditors committee had
knowledge that fiduciary was purchasing
claims against debtor until after fiduciary
announced its competing reorganization
claim, and thus that its conduct in acquiring
claims without notice to committee did not
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support equitable subordination; although
minutes of committee conference call re-
flected mention of rumor that fiduciary had
purchased one creditor’s claims, committee
chair’s testimony, which bankruptcy court
credited, indicated that discussion lasted 30
seconds and that such rumors were common-
place and generally did not warrant further
inquiry.

4. Bankruptcy €=2904

Findings that fiduciary of Chapter 11
debtor intended to profit from purchasing
debtor’s notes at discount and to gain control
of debtor’s reorganization through purchases,
and thus was motivated primarily by self-
interest, were supported by testimony of fi-
duciary’s representative on debtor’s board of
directors that he expected to make profit
from purchases and of fiduciary’s chairman
that purchases would help fiduciary “influ-
ence something.”

5. Bankruptcy ¢=2904

Findings that fiduciary of Chapter 11
debtor had access to material, non-public in-
formation as insider that influenced its pur-
chases of debtor’s notes was supported by
evidence that debtor’s former chief financial
officer conducted valuations of debtor which
were based on fiduciary’s proposed asset
purchase and which were not provided to
unsecured creditors committee, and fiducia-
ry’s use of special information it obtained in
purchasing claims and preparing purchase
offer.

6. Bankruptcy €=2968

Equitable subordination of claims pur-
chased by fiduciary of Chapter 11 debtor was
justified by injuries suffered by selling note-
holders as result of being deprived of ability
to make fully informed decision to sell, dilu-
tion of voting rights and costs of delay in
confirmation of debtor’s reorganization plan
suffered by members of unsecured creditors
committee, and conflict of interest created by
fiduciary’s actions that jeopardized its ability
to make decisions in debtor’s best interests.

7. Bankruptcy &2967.5

Remedy of equitable subordination must
not be inconsistent with other provisions of
the Bankruptcy Code. Bankr.Code, 11
U.S.C.A. § 510(c).

8. Bankruptcy €=2968

Availability of alternative remedies did
not make equitable subordination of claims
purchased by Chapter 11 debtor’s fiduciary,
in breach of its fiduciary obligation, incompa-
tible with Bankruptey Code. Bankr.Code, 11
U.S.C.A. § 510(c).

9. Bankruptcy €=2968, 3790

Although, at a minimum, remedy for
fiduciary’s inequitable conduct in buying
claims against Chapter 11 debtor at discount
without notice to debtor or creditors had to
deprive fiduciary of its profit on claims, fur-
ther subordination was appropriate only if
supported by findings that justified remedy
chosen by reference to equitable principles,
and the absence of such findings necessitated
remand. Bankr.Code, 11 U.S.C.A. § 510(c).

10. Bankruptcy €=2967.1

In imposing subordination remedy be-
yond disgorgement of profit in cases in
which it is not feasible to quantify loss suf-
fered by those benefitting from subordina-
tion, bankruptcy court should attempt to
identify nature and extent of harm it intends
to compensate in a manner that will permit
judgment to be made regarding proportion-
ality of remedy to injury suffered, and, if
that is not possible, the court should specifi-
cally so find. Bankr.Code, 11 U.S.C.A.
§ 510(c).

11. Bankruptcy €=2967.5
Equitable subordination should not re-
sult in a windfall to those benefitted by it

based on injury to others outside the benefit-
ted class. Bankr.Code, 11 U.S.C.A. § 510(c).

12. Bankruptcy €=2968

Given that injury suffered by those who
sold their claims against Chapter 11 debtor
to debtor’s fiduciary would not be benefitted
by equitable subordination of such claims,
any injury suffered by sellers could play no
role in determination of extent to which
claims should be subordinated. Bankr.Code,
11 U.S.C.A. § 510(c).

Amy M. Tonti, Klett, Lieber, Rooney &
Schorling, Pittsburgh, PA, Paul K. Vey, Piet-
ragallo, Bosick & Gordon, Pittsburgh, PA,
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Lawrence J. Slattery (Argued), Citibank Le-
gal Affairs Office, New York City, for Citi-
corp Venture Capital, Ltd.

Philip E. Beard, Stonecipher, Cunningham,
Beard & Schmitt, Pittsburgh, PA, Stephan
M. Ray (Argued) and K. John Shaffer, Stut-
man, Treister & Glatt, Los Angeles, CA, for
Committee of Creditors Holding Unsecured
Claims and Committee of Creditors Holding
Unsecured Claims as Estate Representative
of Papercraft Corporation.

BEFORE: STAPLETON and ROSENN,
Circuit Judges, and RESTANIL* Judge

OPINION OF THE COURT
STAPLETON, Circuit Judge:

This appeal is from a decision in an adver-
sary proceeding brought by plaintiff-appel-
lant/cross-appellee Committee of Creditors
Holding Unsecured Claims (the “Commit-
tee”) against defendant-appellee/cross-appel-
lant Citicorp Venture Capital, Ltd. (“CVC”).
The action arises out of the chapter 11 reor-
ganization of Papercraft Corporation filed in
the Western District of Pennsylvania. The
Committee claims that CVC, while a fiducia-
ry of Papercraft, secretly purchased millions
of dollars of claims against Papercraft at a
discount, seeking to control Papercraft’s as-
sets and make a profit at the expense of
Papercraft’s other creditors. CVC contends
that the claims were properly purchased and
that it acted in the best interests of both the
company and its creditors. After a trial, the
bankruptey court entered a judgment against
CVC, allowing CVC’s purchased claims only
to the extent of the discounted amount CVC
paid for them and limiting its recovery to the
percentage distribution provided in the plan
multiplied by that discounted amount. On
appeal, the district court agreed with the
bankruptey court’s finding that CVC had
breached its fiduciary duties, acted inequit-
ably, and caused injury to Papercraft and its
creditors. It disagreed, however, with the
bankruptcy court’s chosen remedy and re-
manded for a redetermination regarding the
appropriate remedial action. This appeal fol-
lowed.

* Hon. Jane A. Restani, Judge of the United States
Court of International Trade, sitting by designa-

I. THE FACTS FOUND BY THE
BANKRUPTCY COURT*

In 1985, Papercraft completed a leveraged
buyout in which CVC invested $5.8 million.
As a result of this transaction, CVC was
given a 28% equity interest in Papercraft’s
direct parent, Amalgamated Investment
Corp., and the right to seat one representa-
tive on the boards of directors of Amalgamat-
ed, Papercraft, and Papercraft’s wholly-
owned operating subsidiaries, Barth & Drey-
fuss of California and Knomark, Inc. CVC’s
vice president, M. Saleem Mugaddam, be-
came CVC’s representative on these boards
of directors, and he remained such during
the time period relevant to this appeal.

Papercraft ran into financial difficulties a
few years after the transaction, which forced
a restructuring of the leveraged buyout
(“LBO”) debt. As part of the restructuring,
Papercraft exchanged about 98% of its in-
debtedness for new First Priority Notes and
Second Priority Notes. However, beginning
in 1990, Papercraft was unable to meet the
terms of the notes and sought to negotiate a
second restructuring of its unsecured debt.
An informal committee of major Papercraft
creditors was formed and, after several
months of negotiations, an agreement was
reached on a restructuring plan. The plan,
known as the “BDK plan,” called for a merg-
er of Papercraft’s operating subsidiaries
(Barth & Dreyfuss and Knomark) into a
single entity, BDK Holdings, Inc., as part of
a voluntary chapter 11 petition to be filed by
Papercraft. The creditors’ claims against
Papercraft would then be converted into
“BDK Units” consisting of stock and bonds
issued by the new venture. The BDK plan
was approved unanimously by Papercraft’s
directors, including CVC’s Mugaddam, in
March 1991.

Papercraft filed its voluntary petition un-
der chapter 11 on March 22, 1991. As of the
filing date, Papercraft had outstanding $90.7
million in First Priority Notes and $56.3
million in Second Priority Notes, none of
which were held by CVC. Pursuant to the
agreement among the creditors, Papercraft

tion.
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filed the BDK plan with the chapter 11 peti-
tion and an official Committee was formed to
represent the interests of unsecured credi-
tors.

Though the chapter 11 petition and BDK
plan were filed in March 1991, the required
Papercraft disclosure statement, a prerequi-
site to confirmation of the plan, was not filed
until October 1991. During this delay, CVC
managed to purchase over 40% of the out-
standing notes, at a significant discount.
CVC, despite its earlier support of the BDK
plan, then objected to the confirmation of
that plan and offered its own competing plan,
which called for a CVC purchase of Paper-
craft’s assets. An account of the specific
circumstances under which CVC took these
actions follows.

In March 1991, Muqaddam, in a memoran-
dum to CVC’s Investment Committee, sought
authorization to spend up to $10 million pur-
chasing Papercraft notes. CVC officials
granted the request in April 1991. Muqad-
dam, acting for CVC, then began making
anonymous purchases of notes through vari-
ous brokers. Between April and August
1991, CVC purchased $60,849,575.72 face val-
ue of the Papereraft notes for $10,553,541.88.
These purchases represented a significant
proportion of the outstanding Papercraft
debt: CVC managed to acquire 38.3% of
Papercraft’s outstanding First Priority Notes
and 46.4% of outstanding Second Priority
Notes. In all, CVC’s purchases amounted to
40.8% of Papercraft’s total unsecured claims.
It thus achieved a “blocking” position in the
proposed reorganization. Although Muqad-
dam was a member of Papercraft’s board,
and therefore a fiduciary to the company and
its creditors, neither he nor anyone else from
CVC requested or obtained the approval of
the board, the Committee, or the court be-
fore purchasing the notes. Nor did CVC
disclose to any of the selling creditors its
identity as buyer or its fiduciary status.

At the same time CVC was surreptitiously
purchasing claims, it also requested or other-
wise obtained confidential information about
Papercraft’s financial stability and assets, in-
cluding information that was not shared with
Papercraft’s other creditors. In early 1991,
at Muqaddam’s direction, two CVC employ-
ees visited the headquarters of Papercraft’s
Barth & Dreyfuss subsidiary to obtain infor-

mation. During that visit, CVC copied finan-
cial statements, looked at the company’s
product lines, held meetings with manage-
ment, and toured the facilities. A written
report was subsequently completed by CVC,
drafts of which were shared with Papercraft
personnel. Indeed, Frank Kane, Paper-
craft’s Chief Financial Officer, reviewed the
report and gave comments directly to Mu-
qaddam. None of this information was
shared with the Committee. Papercraft per-
sonnel also forwarded a number of financial
analyses and other documents directly to
CVC, including a tax analysis that had been
completed by a consulting firm at Muqad-
dam’s request. In addition, a valuation of
Papercraft assets and a distressed sale anal-
ysis completed by Chanin and Company, the
Committee’s own financial advisor, was given
to CVC by Papercraft personnel.

As CVC accumulated Papercraft debt and
information between April and August 1991,
it also formulated a reorganization plan de-
signed to compete with the previously filed
BDK plan. Muqaddam and his staff pre-
pared a series of reports evaluating the pos-
sibility of a CVC asset purchase offer.
These reports were based, in large part, on
the information about Papercraft that had
been forwarded to CVC by Kane. In the
course of preparing an asset purchase offer,
Muqgaddam held a meeting with Kane and
the Bank of New York Credit Corporation
(“BNYCC”) to discuss financing for a CVC
asset purchase offer. Muqaddam then pre-
pared a memorandum to CVC’s Investment
Committee requesting authorization to pur-
chase Papercraft’s assets. This authority
was granted to Muqaddam in August 1991.

In early September 1991, CVC formalized
an asset purchase offer by sending a letter to
Papercraft detailing the plan and announcing
a financing arrangement with BNYCC.
Shortly before this announcement, Muqad-
dam informed the Committee, for the first
time, that CVC had been purchasing claims.
Soon after the asset purchase offer was an-
nounced, it was filed as a plan of reorganiza-
tion by Papercraft. Papercraft also filed dis-
closure statements for both the BDK plan
and the CVC plan in October 1991.
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The BDK plan disclosure statement was
approved by the bankruptcy court at a hear-
ing in December 1991. Shortly thereafter,
CVC withdrew its plan of reorganization, but
then filed objections to confirmation of the
BDK plan. The bankruptey court overruled
those objections and confirmed the BDK plan
in January 1992.

II. THE PRIOR PROCEEDINGS

In October 1991, the Committee initiated
this adversary proceeding against CVC, ob-
jecting to the allowance of the claims CVC
had purchased and seeking equitable subor-
dination of those claims. After extensive
discovery, a trial was held over two days in
November 1994. After reviewing the testi-
mony and evidence, the bankruptcy court
ruled in favor of the Committee. The court
held that CVC had failed to meet its fiducia-
ry obligation to act in the best interest of
Papercraft and its creditors. See In re Pa-
percraft Corp., 187 B.R. 486, 497 (Bankr.
W.D.Pa.1995). It identified three adverse
effects from CVC’s breaches of its fiduciary
duty. First, the bankruptey court noted that
the note holders who sold their claims to
CVC “were deprived of the ability to make a
fully informed decision concerning the sale of
their claims.” Id. Although they might have
still decided to sell after full disclosure, “[t]he
harm lies in the fact that the selling note-
holders had no opportunity to consider perti-
nent information.” Id.

Second, the court concluded that “CVC’s
actions diluted the voting rights of prepeti-
tion creditors and resulted in CVC’s attempt
to wrest from the prepetition creditors the
valuable assets of [Papercraft].” Id. Though
CVC did not ultimately vote its claims, the
court concluded that “[n]onetheless, its acqui-
sition of claims placed it in the controlling
seat in its class,” id. at 499 n. 10, and that
CVC was able to influence the negotiations
surrounding the terms of the plan despite its
ultimate election not to vote.

Finally, the bankruptcy court decided that
CVC(C’s actions created a conflict of interest
which jeopardized its ability “to make future

1. The bankruptcy court had jurisdiction over this
adversary proceeding pursuant to 28 U.S.C.
88 157(b) & 1334(b). The district court had ap-
pellate jurisdiction over the bankruptcy court’s
final judgment pursuant to 28 U.S.C. § 158(a)(1).

decisions on claims as a director free of [its]
own personal interests as [an] owner of
claims. Adding to the conflict is the fact that
these purchases were made at a discount
from present value. This brings into play a
profit motive, accentuating [its] personal in-
terests.” Id. at 500 (quoting In re Cumber-
land Farms, Inc., 181 B.R. 678, 680 (Bankr.
D.Mass.1995)).

To remedy the adverse consequences of
CV(C’s Dbehavior, the bankruptcy court ap-
plied a “per se rule” that when a claim is
purchased by an insider at a discount without
adequate disclosure to the debtor and credi-
tors, “the insider’s newly acquired claim will
be limited to the amount paid by the acquir-
ing insider and recovery on the claim will be
limited to the percentage distribution provid-
ed in the plan, as applied to the allowed
claim.” Id. at 491. However, the bankrupt-
cy court declined to equitably subordinate
CVC(C’s claims.

On appeal, the district court first reviewed
the findings of fact made by the bankruptey
court and found none of them clearly errone-
ous. Applying the facts to the test for equi-
table subordination, the district court agreed
that CVC had acted inequitably and that this
behavior had injured creditors. As for a
remedy, the district court held that CVC’s
recovery should, at a minimum, be limited to
the amount paid for its claims so as to elimi-
nate any potential profits from the purchase
of the notes. It disapproved of the bank-
ruptey court’s per se rule, however, and re-
manded to the bankruptcy court for a deter-
mination of “the amount CVC’s claims should
be subordinated.” Id.!

III. THE RIGHT TO RELIEF

Before ordering equitable subordination,
most courts have required a showing involv-
ing three elements: (1) the claimant must
have engaged in some type of inequitable
conduct, (2) the misconduct must have result-
ed in injury to the creditors or conferred an
unfair advantage on the claimant, and (3)

We have jurisdiction over the final decision of
the district court pursuant to 28 U.S.C. § 158(d).
See In re Indian Palms Associates, Ltd., 61 F.3d
197, 199 n. 2 (3d Cir.1995).
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equitable subordination of the claim must not
be inconsistent with the provisions of the
bankruptey code. U.S. v. Noland, 517 U.S.
535, 116 S.Ct. 1524, 134 L.Ed.2d 748 (1996)
(describing existing case law as consistent
with the three part test identified in In re
Mobile Steel Co., 563 F.2d 692, 700 (5th
Cir.1977)).2

A. Inequitable Conduct

1. The Legal Sufficiency of the Findings
of the Bankruptcy Counrt

[1] CVC acknowledges that it and its
representative, Muqaddam, owed a fiduciary
duty to Papercraft and its creditors at all
times relevant here. It asserts, however,
that neither breached a fiduciary duty. It
insists that it is not improper per se for a
fiduciary to purchase claims against the debt-
or in a bankruptecy at a discount and it
stresses that the bankruptcy court made no
finding that the prices paid for the Paper-
craft notes were unfair or inequitable at the
time of the purchases.

We accept, arguendo, that the purchase of
notes at a discount by a fiduciary of a debtor
in bankruptey is not improper under all cir-
cumstances,” and we acknowledge the ab-
sence of a finding on the fairness of the
purchase price. The bankruptey court
found, however, that the Papercraft notes (1)
were purchased for the dual purpose of mak-
ing a profit for CVC on the notes and of
being able to influence the reorganization in
its own self-interest, (2) were purchased with
the benefit of non-public information ac-
quired as a fiduciary, and (3) were acquired
without disclosure of its purchasing plans to
the bankruptey court, the Papercraft board,
the Committee, or the selling note holders.

2. This court, in In re Burden v. United States, 917
F.2d 115, 120 (3d Cir.1990), concluded that
“creditor misconduct is not [always] a prerequi-
site for equitable subordination.” Burden in-
volved subordination of a tax penalty in the ab-
sence of government misconduct. The Supreme
Court, in two recent cases regarding the stan-
dards for tax penalty subordination, has refused
to decide whether misconduct is required under
§ 510(c), resolving each case on the principle
that “categorical” subordination is not permissi-
ble. See United States v. Reorganized CF & I
Fabricators of Utah, Inc., 518 U.S. 213, 229, 116
S.Ct. 2106, 135 L.Ed.2d 506 (1996); Noland, 517
U.S. at 543, 116 S.Ct. 1524. We need not here
resolve the issue of whether misconduct is al-

The bankruptey court further pointed out
that under Brown v. Presbyterian Ministers,
484 F.2d 998, 1005 (3d Cir.1973), the opportu-
nity to purchase the notes was a corporate
opportunity of which CVC could not avail
itself, consistent with its fiduciary duty, with-
out giving the corporation and its creditors
notice and an opportunity to participate.

CVC primarily protests that the bankrupt-
cy court’s findings of fact concerning inequi-
table conduct on its part are clearly errone-
ous. We will address that contention in the
following section. We hold here, however,
that the above noted findings reflect ample
inequitable conduct to support a subordina-
tion remedy. Indeed, those findings make
this a paradigm case of inequitable conduct
by a fiduciary as that concept has been devel-
oped in the case law, and we believe further
elaboration is not required. Before turning
to an analysis of the record support for these
findings, we will only comment briefly on two
of CVC’s justifications for its conduct.

[2] CVC insists that the opportunity to
purchase the notes was not a corporate op-
portunity, and that notice to Papercraft’s
Board and the Committee was not required
because Papercraft could not have purchased
the notes at discount and the members of the
Committee had no interest in doing so. We
agree with the Committee, however, that
CV(C’s argument is fundamentally at odds
with our decision in Brown.

In Brown, we held that the availability of
claims for purchase at a discount constitutes
a corporate opportunity. After noting that a
director of a solvent corporation may take
advantage of a corporate opportunity only if
he discloses the opportunity to the corpora-

ways a prerequisite to equitable subordination
because the bankruptcy court properly found
misconduct.

3. There is authority arguably to the contrary, but,
in light of the findings of the bankruptcy court,
we need not, and do not, resolve the issue here.
In Manufacturers Trust Co. v. Becker, 338 U.S.
304, 313-14, 70 S.Ct. 127, 94 L.Ed. 107 (1949)
the court observed, ““... [IIf it is clear [as it is]
that a fiduciary may ordinarily purchase debt
claims in fair transactions during the solvency of
the corporation, the lower federal courts seem
agreed that he cannot purchase after judicial
proceedings for the relief of a debtor are expect-
ed or have begun.” (citing cases).
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tion, we further held that a director of a
corporation in bankruptcy owes a fiduciary
duty to creditors and cannot seize a corpo-
rate opportunity without disclosure to the
creditors or their representative. Even
though the director in Brown had purchased
a note at discount with the consent of the
corporation and its stockholders, we conclud-
ed that a breach of fiduciary duty had oc-
curred: “The opportunity should have been
disclosed to the receiver as representative of
the creditors.” Id. at 1005.

CVC contends that Brown is distinguish-
able because Papercraft was not in a finan-
cial or legal position to purchase the notes
and because the members of the Committee
must have been well aware that a market
existed in Papercraft debt. It necessarily
follows, according to CVC, that neither could
have been injured by its purchases. We
believe this argument more relevant to the
remedy issue than to whether a breach of
fiduciary duty occurred. That duty required
that it share everything that it knew with
Papercraft’s board and the Committee be-
fore commencing its purchases. Its failure
to do so would alone support a subordination
depriving it of its profit from the note trans-
actions. The absence of a disclosure in ecir-
cumstances of this kind makes it extremely
difficult to say with confidence what would
have happened had no breach of duty oc-
curred* and that, in itself, is a compelling
reason for insisting on disclosure.

CVC also argues that its failure to disclose
its identity to note sellers was not inequitable
because its identity was not material to the
purchases. It stresses that no note sellers
have thus far complained. We agree with
the bankruptey court, however, that CVC’s
identity and purchasing plans were clearly
material to the purchase transaction. The
fact that CVC, a party with access to inside
information, was seeking to purchase over
$10 million in Papercraft debt and to steer
the reorganization towards a sale to it of
Papercraft’s assets would certainly have been

4. If the attention of the Papercraft board and the
Committee had been focused on the potential
CVC perceived in its note purchases, it is not at
all clear that Papercraft or its creditors would
have been unable to tap additional resources, just
as CVC did. Either or both might have been

of interest to a creditor considering a CVC
offer to purchase in the summer of 1991.

In short, we agree with the bankruptey
court, the district court, and the Committee
that CVC violated its fiduciary duty in a
number of significant respects.

2. Record Support for the Bankruptcy
Court’s Findings

[3] CVC’s most fundamental challenge to
the factual findings of the bankruptey court
relates to the disclosure issue. It asserts
that the court clearly erred in concluding
that CVC anonymously purchased the Paper-
craft notes. While CVC makes no claim that
it acted affirmatively to notify anyone of its
purchases prior to the consummation of its
purchasing plan, it maintains that the sophis-
ticated investors on the Committee knew
that CVC was buying claims and chose to
keep quiet about it in order to gain a “litiga-
tion windfall” by filing suit once CVC an-
nounced its position. Specifically, CVC
claims that the courts below clearly erred in
finding that the Committee had no knowl-
edge of CVC’s claims purchases until after
CVC announced its competing reorganization
plan.

To support its argument, CVC relies upon
minutes of a conference call held by the
Committee on April 15, 1991. Those minutes
reflect that “there was mention of the fact
that American Money [a creditor of Paper-
craft] had sold its notes to Citicorp.” App. at
1558. In addition, CVC points to testimony
of the Committee’s chair, Pamela Cascioli,
that she had been made aware of rumors
that CVC had purchased American Money’s
claims. However, the minutes of the confer-
ence call and the testimony of Cascioli were
illuminated by witnesses at trial, who testi-
fied that the discussion during the conference
call lasted thirty seconds and that such ru-
mors are commonplace, generally unfounded,
and would not normally warrant additional
inquiry. The bankruptcy court credited this
testimony and specifically found that, other

able to seize or participate in the opportunity
through borrowing, court approved purchases or
amendment to the plan of reorganization to in-
clude a cash-out option. See, e.g., In re Cumber-
land Farms, Inc., 181 B.R. 678 (Bankr.D.Mass.
1995).
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than the rumor, the “committee heard no
more about [claims purchasing activity] until
CVC made its asset purchase offer in Sep-
tember of 1991.” 187 B.R. at 492. It ap-
pears that the bankruptcy court weighed the
effect of the rumor in light of the explanatory
testimony and credited the Committee’s ex-
planation. CVC provides no convincing rea-
son to conclude that this determination was
clearly erroneous.’

[4] CVC next challenges the court’s find-
ing as to its motive in purchasing the notes.
It suggests that it was acting in the best
interest of the company by offering a cash-
out option to creditors that was not available
under the BDK plan. As we have noted,
however, the court found that CVC intended
to profit not only from the purchase of the
notes at discount but also from gaining con-
trol of the reorganization. These findings
were supported, inter alia, by the testimony
of CVC’s own people. Muqaddam admitted
that he expected to make a profit from the
note purchases, and the chairman of CVC
stated that those purchases would help CVC
“influence something.” Id. at 495-96, 500.
The evidence clearly permits an inference
that CVC was primarily motivated by its own
self-interest in purchasing claims. Accord-
ingly, the court did not clearly err in drawing
that inference.

[5] CVC also contests the court’s deter-
mination that its access to material, non-
public information as an insider influenced its
purchases of Papercraft notes. The court
relied upon evidence establishing that Paper-
craft’s then-Chief Financial Officer, Frank
Kane, conducted valuations of the company
based on CVC’s proposed asset purchase—
analyses that were not provided to the Com-
mittee. In addition, the court found that
some of CVC’s information was not public
when received, and that CVC was given pri-
ority treatment by Papercraft in responding
to requests for information. As the court
accurately put it, “CVC had virtually unre-
stricted access to inside information and sig-
nificant assistance from [Papercraft] through

5. CVC strenuously argues that the bankruptcy
court should not be allowed to simply rest on a
credibility determination when documentary evi-
dence supports a different conclusion. However,
in this case the documentary evidence was ex-

its employees and staff and its control over
employees.” Id. at 496.

CVC argues that though it was an insider,
the information it received did not differ
materially from that available to the other
creditors, who were all sophisticated institu-
tional investors. The bankruptcy court’s
conclusion to the contrary is supported, how-
ever, by evidence that CVC obtained special
financial information and financial and tax
valuations in order to evaluate its own asset
purchase proposal, which was itself directly
supported by the note purchases. CVC’s
argument that the special analyses it re-
ceived were immaterial rings hollow in light
of its use of that information in purchasing
claims and preparing its asset purchase offer.

In short, our review of the record con-
vinces us that the crucial findings we have
referenced as demonstrating inequitable con-
duct are not clearly erroneous.

B. Injury or Unfair Advantage

[6] As we have noted, the bankruptcy
court identified three areas of injury or un-
fair advantage suffered by the Committee
and Papercraft as a result of CVC’s secret
purchase of claims at a discount. First, the
court found that selling note holders were
deprived of the ability to make a fully in-
formed decision to sell their claims. Second,
the court concluded that CVC diluted the
voting rights of members of the Committee.
Though CVC ultimately did not vote its
claims, the court indicated that its purchased
claims secured a position of influence over
the reorganization negotiations. Finally, the
court held that CVC’s actions created a con-
flict of interest which jeopardized its ability
to make decisions in the best interest of the
company, free from its competing profit mo-
tive.

The district court also found these “inju-
ries and unfair advantages” to be sufficient
to warrant an equitable subordination reme-
dy. It emphasized that CVC had “engaged
in a comprehensive information collection ef-

plained by the testimony at trial, which the court
found credible. There is nothing unusual about
a court finding credible one plausible explana-
tion of the significance of documentary evidence.
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fort made possible by its position on Paper-
craft’s Board ... and then used this informa-
tion to prepare its own asset purchase offer
which directly competed with the BDK plan.”
Op. at 21. While the district court makes no
express reference to it, the Committee points
us to trial testimony from its financial advis-
or indicating that this competing reorganiza-
tion plan and CVC’s associated objections to
the BDK plan resulted in confirmation delay
that inflicted substantial injury on Paper-
craft’s non-selling creditors.

The bankruptey court did not attempt to
quantify the harms caused in economic
terms, and CVC characterizes them as “non-
economic” harms. We do not agree with this
characterization, however, and, like the bank-
ruptey and district courts, we conclude that
they are sufficient to justify subordination.

C. Consistency with the Code

[7,8] Finally, a remedy of equitable sub-
ordination under § 510(c) must not be incon-
sistent with other provisions of the bankrupt-
cy code. This requirement “has been read as
a ‘reminder to the bankruptcy court that
although it is a court of equity, it is not free
to adjust the legally valid claim of an inno-
cent party who asserts the claim in good
faith merely because the court perceives the
result is inequitable.” ” Noland, 517 U.S. at
539, 116 S.Ct. 1524 (quoting DeNatale &
Abram, The Doctrine of Equitable Subordi-
nation as Applied to Nonmanagement Cred-
itors, 40 Bus. Law 417, 428 (1985)).

CVC makes the argument that other provi-
sions of the bankruptey code, including those
related to voting of claims and transfer of
claims, provide all the remedy necessary for
inappropriate insider activity. While these
provisions may also be applicable, we per-
ceive no reason why the availability of alter-
native remedies makes equitable subordina-
tion under § 510(c) incompatible with the
Code under the circumstances of this case.

IV. THE REMEDY

[91 The bankruptcy court and the district
court agreed that CVC’s inequitable conduct
warranted a remedy and that, at a minimum,
it should not be permitted to profit by its
purchase of Papercraft notes. Their agree-
ment ended there, however. The bankruptcy
court applied a per se rule that whenever an

insider purchases a claim of a debtor without
disclosure to the debtor and its creditors,
that claim will be “allowed” under § 201 only
to the extent of the amount paid and “recov-
ery on the claim will be limited to the per-
centage distribution provided in the plan, as
applied to the allowed claim.” 187 B.R. at
491. Having imposed that remedy, the bank-
ruptey court concluded that equitable subor-
dination of CVC’s entire claim would “not
[be] consistent with the Code.” Id. at 502.
As it explained:
In the instant case we find that the first
two[elements of equitable subordination]
have been met but, because of our limita-
tion on the allowance of CVC’s claims,
equitable subordination is not consistent
with the Code. We have previously held
that “principles of fairness would be violat-
ed if insiders who create an unfair advan-
tage for themselves were permitted to
share equally with other creditors.” In re
1.D. Craig Service Corp., 1991 WL 155750
at *7 (Bankr.W.D.Pa. August 8, 1991).
Because we are limiting the allowed
amount of CVC’s claim to the amount it
paid for the claims, with recovery under
the plan gauged to that amount, we have
adhered to principles of fairness without
the necessity of subordinating CVC’s
claim.

Id. at 502.

The district court held that the bankruptey
court’s per se remedy did more than deprive
CVC of its profit on its investment in Paper-
craft notes, an objective that could be accom-
plished by subjecting CVC claims to subordi-
nation to the extent necessary to limit its
recovery to the amount paid. The district
court estimated that the remedy imposed by
the bankruptey court would reduce CVC’s
recovery approximately $7.5 million below
the amount necessary to deprive it of profit.
While it acknowledged that subordination be-
yond that necessary to deprive CVC of profit
might be warranted here, it declined to ap-
prove further subordination in the absence of
appropriate findings. The court thus held:

[Blecause it adopted a per se rule, the

Bankruptey Court did not have the oppor-

tunity to make factual findings as to how

an additional $7,489,941.88 reduction in
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CVC’s recovery comports with the princi-
ples of equitable subordination. We do not
conclude today, however, that CVC’s
claims may not be subordinated by such an
amount but only that any amount of subor-
dination beyond the limitation of CVC’s
recovery to the amount paid for such
claims should be supported by factual find-
ings and reconciled with the principles of
equity. We believe this to be a finding of
fact best left to the Bankruptey Court, not
this Court sitting as a court of appeal.
Accordingly, we will remand the case to
the Bankruptey Court for a finding on the
amount CVC’s claims should be subordi-
nated pursuant to the principles of equita-
ble subordination.

Op. at 26-27.

We agree with the district court. At a
minimum, the remedy here should deprive
CVC of its profit on the purchase of the
notes. That can be accomplished by subordi-
nating CVC’s claim under § 510(c) to the
extent necessary in order to limit its recov-
ery to the purchase price of the notes.® Fur-
ther subordination may be appropriate, but
only if supported by findings that justify the
remedy chosen by reference to equitable
principles.” In the absence of such findings,
neither the district court nor we are in a
position to fulfill our assigned responsibility
of review.

[10] By so concluding, we do not suggest
that a bankruptcy court can never impose a
subordination remedy beyond disgorgement
of profit without putting a specific price tag
on the loss suffered by those who will benefit
from the subordination. Such quantification
may not always be feasible and, where that is
the case, it should not redound to the benefit

6. We do not read the case law cited by the
Committee and the bankruptcy court to suggest
the contrary.

7. In the course of reaching its holding, the dis-
trict court concluded that § 510(c) is the exclu-
sive remedy available to a bankruptcy court in
circumstances like these and that the bankruptcy
court was accordingly without authority to fash-
ion a ‘“disallowance” remedy. We do not en-
dorse that conclusion. In Pepper v. Litton, 308
U.S. 295, 60 S.Ct. 238, 84 L.Ed. 281 (1939), the
Supreme Court held that the bankruptcy court
exercised its statutory responsibilities as a court
of equity and indicated that a purchase of claims
against a debtor in bankruptcy by a fiduciary,

of the wrongdoer. A bankruptey court
should, however, attempt to identify the na-
ture and extent of the harm it intends to
compensate in a manner that will permit a
judgment to be made regarding the propor-
tionality of the remedy to the injury that has
been suffered by those who will benefit from
the subordination. If that is not possible, the
court should specifically so find.

[11,12] Inherent in what we have just
said is the equitable principle that any subor-
dination should not result in a windfall to
those benefitted by it based on injury to
others outside the benefitted class. Stoum-
bos v. Kilimmik, 988 F.2d 949, 960 (9th Cir.
1993) (“A claim will be subordinated only to
the claims of other creditors whom the ineq-
uitable conduct has disadvantaged.”); Matter
of Herby’s Foods, Inc., 2 F.3d 128, 131 (5th
Cir.1993) (subordination proper only to the
extent necessary to offset the harm the cred-
itors suffered as a result of the inequitable
conduct). This principle is applicable here
because the Papercraft creditors who sold
their claims to CVC will not benefit from any
subordination. Accordingly, any injury to
them must play no role in determining the
extent of any subordination here of CVC'’s
claims. If they consider themselves ag-
grieved, they must be left to the other reme-
dies afforded them by law.

While we agree with CVC’s criticism of the
bankruptey court’s remedy, we decline to
accept its argument that the record is devoid
of any evidence that would support a remedy
going beyond disgorgement of profit. With-
out limiting the inquiry of the bankruptcy
court in any way, we note that there is
evidence which would support a finding that

when consistent with principles of equity, may
properly lead either to the “disallowance” of the
fiduciary’s claim or to the subordination thereof.
The rationale of Pepper would suggest that under
pre-Code law a bankruptcy court was authorized
to disallow a portion of the fiduciary’s claim
when that would produce an equitable result.
We find it unnecessary here to resolve the issue
as to whether equitable “disallowance” remains
an available remedy. The Committee sought
subordination under § 510(c), the district court
has appropriately remanded this matter to the
bankruptcy court for application of § 510(c), and
neither side maintains that the authority granted
by that section cannot be utilized to fashion a
just remedy.
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the non-selling Papercraft creditors suffered
injury from CVC’s attempt to control the
reorganization. While the bankruptcy court
held, with record support, that the delay
between the filing of the petition and the
filing of the disclosure statement was not
attributable to CVC’s machinations, it made
no similar finding with respect to the period
of delay between the filing of the disclosure
statement and confirmation of the BDK plan.
Moreover, while the bankruptey court found
“no evidence that CVC engaged in conduct
designed to delay the plan process,” if CVC’s
pursuit of its own interest in fact resulted in
delay of the confirmation, we do not read
that finding as inconsistent with subordina-
tion based on injury resulting from that de-
lay. On remand, the bankruptcy court
should consider whether the record supports
the proposition that the non-selling creditors
suffered loss as a result of a delay in confir-
mation caused by CVC advocacy of its com-
peting plan and objections to the BDK plan.

V. CONCLUSION

The judgment of the district court will be
affirmed. In accordance with that judgment,
this case will be remanded to the bankruptey
court for further proceedings consistent with
this opinion.
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Suriel Finance N.V., Defendant,

Jeanne Farnan, Party in Interest.

United States Council on International
Banking, Incorporated, Amicus
Curiae.

No. 97-2025.

United States Court of Appeals,
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Argued April 10, 1998.
Decided Nov. 12, 1998.

Transferee of standby letter of credit
sued issuer of letter of credit for breach of
contract, wrongful dishonor, negligent mis-
representation, and anticipatory breach. Is-
suer moved for summary judgment. The
United States District Court for the District
of Maryland, Walter E. Black, Jr., Chief
Judge, 852 F.Supp. 417, granted motion.
Transferee appealed. The Court of Appeals,
75 F.3d 951, reversed and remanded. Follow-
ing bench trial, the District Court, J. Freder-
ick Motz, Chief District Judge, entered judg-
ment in transferee’s favor. Issuer appealed.
The Court of Appeals, Butzner, Senior Cir-
cuit Judge, held that: (1) issuer amended
letter of credit to make it available to trans-
feree for life of loan for which it secured
interest payments; (2) first beneficiary did
not act as transferee’s agent when it passed
along to issuer letter of credit terms required
by transferee; (3) transferee took credit free
of all defenses that issuer had against first
beneficiary; (4) transferee’s sale of zero cou-
pon bonds pursuant to loan agreement was
not sale of collateral and did not reduce
unpaid loan amount; and (5) transferee was
entitled to recover from issuer at default
interest rate set by loan agreement, following
borrower’s default, subject to letter of cred-
it’s annual cap.

Affirmed.

1. Banks and Banking ¢=191.10

Under Maryland’s version of Uniform
Commercial Code (UCC), issuer of standby
letter of credit (LOC) amended LOC to make
it available to beneficiary’s transferee for life
of loan for which it secured interest pay-
ments when issuer provided letter that
changed LOC’s terms from one year as origi-
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decision at the forthcoming continued con-
firmation hearing of April 27, 2000.

D. CONCLUSION

An order consistent with our foregoing
conclusions will be entered.
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In re PAPERCRAFT CORPORATION,
Debtors.

Committee of Creditors Holding Unse-
cured Claims and Committee of Credi-
tors Holding Unsecured Claims as Es-
tate Representative of Papercraft,
Plaintiffs,

V.

Citicorp Venture Capital, Ltd. a New
York corporation, Defendants.

Bankruptcy No. 91-20903 JKF.
Adversary No. 91-2642.

United States Bankruptey Court,
W.D. Pennsylvania,
Pittsburgh Division.

April 20, 2000.

Unsecured  creditors’  committee
brought adversary proceeding against al-
leged insider in corporate Chapter 11
debtor, for equitable subordination of
claims that insider had purchased against
debtor’s estate. The Bankruptcy Court, Ju-
dith K. Fitzgerald, Chief Judge, 187 B.R.
486, limited defendant’s recovery on
claims, but declined to equitably subor-
dinate them, and parties cross-appealed.
The United States District Court, Cind-
rich, J., 211 B.R. 813, reversed and re-
manded, and parties again appealed. The
Court of Appeals, Stapleton, 160 F.3d 982,
affirmed and remanded for additional find-
ings. On remand, the Bankruptey Court,
Fitzgerald, Chief Judge, held that: (1) sub-
ordination of insider’s claim was consistent
with the Bankruptcy Code and appropriate
under facts of case, and (2) subordination
of insider’s claim, not just to extent neces-
sary to prevent insider from recovering

more than discount price which it paid to
purchase claims, but to compensate non-
selling creditors for lost interest, and for
reduction in amounts available to creditors
due to increased administrative and pro-
fessional fees and expenses and to postcon-
firmation United States Trustee fees that
debtor was required to pay, was appropri-
ate remedy for insider’s fiduciary breach.

Claim subordinated.

1. Bankruptcy €=2968

Partial subordination of corporate in-
sider’s claim, to extent necessary to pre-
vent insider from recovering more than
the discount price that it paid to purchase
claims against Chapter 11 debtor, was
minimum remedy that could be imposed
for insider’s breach of fiduciary duty, in
using knowledge that it had based upon its
equity position in debtor’s parent to ac-
quire such claims in effort to promote its
own interests, without ever disclosing its
identity and status as insider; subordina-
tion of insider’s claim was consistent with
the Bankruptcy Code and appropriate un-
der facts of case. Bankr.Code, 11
U.S.C.A. § 510(c).

2. Bankruptcy €=2968

Subordination of insider’s claim, not
just to extent necessary to prevent insider
from recovering more than the discount
price which it paid to purchase claims
against Chapter 11 estate, but to compen-
sate nonselling creditors for lost interest,
and for reduction in amounts available to
creditors due to increased administrative
and professional fees and expenses and to
post-confirmation United States Trustee
fees that debtor was required to pay, was
appropriate remedy for insider’s breach of
fiduciary duty in using knowledge that it
acquired, based on its equity position in
debtor’s parent, to purchase such claims in
effort to promote its own interests; insid-
er’s actions had significantly delayed reor-
ganization process and had resulted,
among other things, in administrative ex-
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penses of more than $1.2 million. Bankr.
Code, 11 U.S.C.A. § 510(c).

Stephan M. Ray, K. John Shaffer, Stut-
man, Treister & Glatt, P.C., Los Angeles,
CA, Philip E. Beard, Stonecipher, Cun-
ningham, Beard & Schmitt, Pittsburgh,
PA, for the Committee.

Amy Tonti, Klett, Lieber, Rooney &
Schorling, Pittsburgh, PA, Jeffrey Deller,
Lawrence J. Slattery, Citicorp Legal Af-
fairs, New York City, for Citicorp Venture
Capital, Ltd.

Paul K. Vey, Pietragallo, Bosick & Gor-
don, Pittsburgh, PA.

George Cheever, Kirkpatrick & Lock-
hart, Pittsburgh, PA.

MEMORANDUM OPINION!

JUDITH K. FITZGERALD, Chief
Judge.
Introduction

This matter is before me on remand
from the Court of Appeals. The facts have
been detailed in my earlier opinion, 187
B.R. 486 (Bankr.W.D.Pa.1995), the District
Court’s opinion, 211 B.R. 813 (W.D.Pa.
1997), and the Court of Appeals’ opinion,
160 F.3d 982 (3d Cir.1998), and will not be
repeated here except to note that Citicorp
Venture Capital (“CVC”), an insider of the
Debtor owning a 28 percent equity interest
in Debtor’s parent company, bought notes
from creditors of Debtor through brokers
without disclosing its identity as a fiducia-
ry and insider of the Debtor. My findings
of fact were upheld on appeal by the Dis-
triet Court and the Court of Appeals. The
District Court, however, reversed with re-
spect to the remedy imposed. The Court
of Appeals affirmed the District Court.
The matter is before me now on remand
for consideration of the appropriate reme-

1. The court’s jurisdiction was not at issue.
This Memorandum Opinion constitutes my
findings of fact and conclusions of law. I
incorporate the findings made on the record
on July 7, 1999, at the hearing on arguments
to determine whether the record should be
reopened on remand. I conclude that there is

dy in light of the harm visited by CVC’s
conduct.

This court ruled that the amount of
CVC’s claim would be limited to the
amount it paid for the claims, not to the
face value of the notes purchased which
constituted the claims. I also held that
distribution to CVC on its reduced claim
would be limited to the percentage distri-
bution provided in Debtor’s plan, as ap-
plied to the allowed claim. In ve Paper-
craft Corporation, 187 B.R. 486, 491
(Bankr.W.D.Pa.1995).

The District Court, while agreeing that
CVC should not profit from its conduct,
reversed on the basis that I had created a
per se rule to apply to all insider trading
undertaken without disclosure and had no
authority to do so. The District Court
noted that § 510 of the Bankruptcy Code
exists to address inequitable conduct by
insiders and that a per se rule “removes
the principles of equity and applies instead
a universal penalty for any instance of
noncompliance.” In re Papercraft Corpo-
ration, 211 B.R. 813, 822-24 (W.D.Pa.
1997).

The District Court held that my finding
of injury to creditors or unfair advantage
to CVC based on its inequitable conduct
was supported by the evidence and not
clearly erroneous. The District Court in-
structed me to make findings as to the
appropriate amount of the limitation on
CVC’s claim, finding that I did not suffi-
ciently support the amount of the limita-
tion I imposed on CVC’s recovery and did
not reconcile the limitation with the princi-
ples of equity. The District Court did

not conclude ..., however, that CVC’s

claims may not be subordinated by such
an amount but only that any amount of
subordination beyond the limitation of

CVC’s recovery to the amount paid for

no need to reopen the record inasmuch as the
parties were afforded the opportunity to liti-
gate all issues at trial. Moreover, the record
contains sufficient evidence of quantifiable
harm to subordinate CVC'’s claim beyond sim-
ply removing its profit, as is explained in the
Opinion proper.
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such claims should be supported by fac-
tual findings and reconciled with the
principles of equity.
In re Papercraft Corporation, 211 B.R.
813, 827 (W.D.Pa.1997).

The Court of Appeals held that

(1) my findings of inequitable conduct
were not clearly erroneous. In fact, the
Court of Appeals held that those “findings
[of fact] make this a paradigm case of
inequitable conduct by a fiduciary as that
concept has been developed in the case
law. . ..”, Citicorp Venture Capital, Ltd. v.
Committee of Unsecured Creditors (Paper-
craft Corp.), 160 F.3d 982, 987 (3d Cir.
1998);

(2) the injury or unfair advantage that
was found to exist by the bankruptcy and
district courts was sufficient to justify eq-
uitable subordination of CVC’s claim; and

(3) equitable subordination as a remedy
is consistent with the Bankruptcy Code.

The Court of Appeals agreed with the
District Court that CVC should be de-
prived of its profit and “[t]hat can be
accomplished by subordinating CVC’s
claim under § 510(c) to the extent neces-
sary in order to limit its recovery to the
purchase price of the notes.” 160 F.3d at
991. The Court further stated, however,
that it was not requiring “a specific price
tag” to justify every remedy beyond dis-
gorgement of profit, id., and that further
subordination had to be “supported by
findings that justify the remedy chosen by
reference to equitable principles....” so
that an appellate court can determine the
proportionality of the remedy to the injury
suffered by those benefitting from the sub-
ordination. Id.

The Court of Appeals disagreed with the
District Court’s conclusions that § 510(c)
is necessarily the exclusive remedy avail-

2. 11 U.S.C. § 510(c) provides:

Notwithstanding subsections (a) and (b)
of this section, after notice and a hearing,
the court may—

(1) under principles of equitable subordi-
nation, subordinate for purposes of distri-
bution all or part of an allowed claim to all
or part of another allowed claim or all or

able to me and disagreed that I am with-
out authority to fashion a disallowance
remedy. 160 F.3d at 988, n. 7, citing
Pepper v. Litton, 308 U.S. 295, 60 S.Ct.
238, 84 L.Ed. 281 (1939), a pre-Code case.

However, the Court of Appeals required
that the

bankruptey court should ... attempt to
identify the nature and extent of the
harm it intends to compensate in a man-
ner that will permit a judgment to be
made regarding the proportionality of
the remedy to the injury that has been
suffered by those who will benefit from
the subordination. If that is not possi-
ble, the court should specifically so find.

160 F.3d at 991. The Court held that
injury to the selling noteholders was not a
factor to be considered. It also noted the
existence of evidence that would support a
finding that the nonselling noteholders
were injured by CVC’s conduct which
caused the delay in the confirmation of the
plan.

With respect to the elements of equita-
ble subordination, the Court of Appeals
recited:

Before ordering equitable subordination,
most courts have required a showing
involving three elements: (1) the claim-
ant must have engaged in some type of
inequitable conduct, (2) the misconduct
must have resulted in injury to the cred-
itors or conferred an unfair advantage
on the claimant, and (3) equitable subor-
dination of the claim must not be incon-
sistent with the provisions of the bank-
ruptey code.

Papercraft Corporation, 160 F.3d 982,
986-87 (3d Cir.1998), citing U.S. v. Noland,
517 U.S. 535, 116 S.Ct. 1524, 134 L.Ed.2d
748 (1996).2 In my opinion of October 12,

part of an allowed interest to all or part of
another allowed interest; or
(2) order that any lien securing such a
subordinated claim be transferred to the
estate.
Only subsection (1) is applicable in the matter
before us.
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1995, 1 found the first two elements to
have been satisfied but withheld subordi-
nation on the third element because of the
form of per se remedy I imposed. In this
opinion, therefore, I address the evidence
to determine whether subordination is con-
sistent with the Bankruptcy Code.

[11 An examination of the evidence and
the Court of Appeals’ decision in this case
leaves no question that subordination of
CVC’s claim is consistent with the Bank-
ruptcy Code and appropriate under the
facts of this case. Subordination to the
extent that it permits CVC to recover no
more than the amount it paid for its claims
is the minimum remedy to be imposed.
The Court of Appeals held that CVC’s
fiduciary duty required it to “share every-
thing it knew with Papercraft’s board and
the Committee before commencing its pur-
chases” and that “[ilts failure to do so
would alone support a subordination de-
priving it of its profit from the note trans-
actions.” 160 F.3d at 988. At this point
my task is to identify specific harm, if any,
supporting a remedy more drastic than
subordination of the claim beyond remov-
ing all profit.

The Court of Appeals opined that where
the harm to be redressed is not quantifia-
ble, “it should not redound to the benefit of
the wrongdoer” but the court “should,
however, attempt to identify the nature
and extent of the harm it intends to com-
pensate in a manner that will permit a
judgment to be made regarding a propor-
tionality of the remedy to the injury that
has been suffered by those who will benefit
from this subordination”, if possible. 160
F.3d at 991.

Discussion

[2] On the issue of what facts support
equitable subordination and what harm is
quantifiable, I find from the trial record as

3. The motion for summary judgment, two
opinions by this court (excluding this one)
and a trial, two appeals, and the hearing after
remand in which the parties presented argu-
ments to determine whether the record
should be reopened in light of the Court of
Appeals’ opinion. After argument and con-
sideration of the parties’ briefs and the rec-

supplemented by the court’s docket, of
which I take judicial notice, that CVC’s
conduct resulted in three categories of eco-
nomic harm to non-selling noteholder cred-
itors. The first two encompass (a) the
delay in confirming the plan which result-
ed in harm that is quantifiable in terms of
dollars and (b) the uncertainty over the
amount of CVC’s claim distribution there-
on that is not easily quantifiable. The
third relates to the filing of this adversary
which, through the appellate and remand
process, has created a delay in fully imple-
menting the confirmed plan of over four
years from the date of my initial opinion
(October 12, 1995) to today and of eight
years since this adversary was filed on
October 31, 1991. At the very least, while
this adversary has been pursued through
three courts and five proceedings,® this
delay has caused Debtor to incur profes-
sional fees and expenses and additional
U.S. Trustee quarterly fees which must be
paid until the case is, inter alia, closed.
See 28 U.S.C. § 1930(a)(6); Unated States
Trustee v. Gryphon at the Stone Mansion,
Inc., 166 F.3d 552, 554 (3d Cir.1999).

1. Delay in Plan Confirmation

In my 1995 opinion I stated that “[t]here
was no evidence that CVC engaged in
conduct designed to delay the plan pro-
cess”, 187 B.R. at 501, and that “[t]here
was insufficient evidence to establish that
CVC purchased claims with the intent to
harm Debtor or defraud its creditors.” Id.
Notwithstanding lack of evidence that
CVC’s INTENT was to delay the process
in order to harm creditors, there was more
than enough evidence to establish that
CVC’s conduct did, in fact, delay it and
that CVC’s intent was to benefit itself over
and above other creditors to whom it owed
a fiduciary duty not to self-deal. In re-
quiring Debtor to furnish the financial in-

ord, I conclude that the record need not be
reopened. All of this, however, has resulted
in increased attorneys’ fees and costs and
increased post-confirmation U.S. Trustee fees.
In addition to litigation expenses, professional
fees have been increased in fulfilling this
court’s requirement that status reports be
filed during the pendency of the appeals.
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formation described below, CVC caused
Debtor to divert its resources from reorga-
nization activities it should have undertak-
en, i.e., preparing the disclosure statement
that was to accompany what is now called
the BDK plan of reorganization filed at the
outset of the case.

When a chapter 11 plan which has been
approved by creditors prepetition is filed
early in the case, a disclosure statement
explaining the basis for the plan should be
filed with that plan or shortly thereafter.
In fact, the record shows that this was the
expectation of all parties when the case
was filed. The expectation was not real-
ized in this case because CVC used its
insider position to get information from
the Debtor that it needed in order to facili-
tate its claim purchasing. Its claim pur-
chases gave CVC leverage in the reorgani-
zation process and enabled it to control
votes which, in turn, facilitated its pur-
chase offer. The purchase offer was me-
morialized in the unusual occurrence of
Debtor’s filing a competing plan of reorga-
nization (the CVC plan) that proposed an
entirely different reorganization (i.e., a
sale to Citicorp) from the BDK plan origi-
nally filed by Debtor and which Debtor did
not withdraw. The Committee’s requests
for information which would enable it to
assist Debtor in drafting the disclosure
statement were stymied while Debtor pro-
vided information to CVC and delayed pro-
viding it to the Committee. See Declara-
tion of Samuel M. Victor In Support of
Equitable Subordination of CVC’s Claims
(hereafter “Victor Declaration”), Adv.
Docket # 116 attached to Appendix of
Opening Brief of Committee, Adv. Docket
#189 at 114. In that way, CVC caused
the delay in Debtor’s filing of the disclo-
sure statement for the initial BDK plan
and created significant unnecessary ex-
pense to this estate—in the millions of
dollars in terms of a combination of profes-
sional fees, litigation expenses and U.S.
Trustee quarterly fees due as the result of
a statutory amendment to 28 TU.S.C.
§ 1930(a)(6) and the Third Circuit Court of
Appeals’ decision in United States Trustee
v. Gryphon at the Stone Mansion, Inc.,

166 F.3d 552 (3d Cir.1999). CVC’s willful
conduct in its own self interest in violation
of its fiduciary duties to Debtor, the estate
and its creditors is sufficient justification
for further subordination of its claim to
account for the increased costs and ex-
penses it caused the estate so that its
recovery is reduced beyond mere removal
of its profit.

While CVC was maneuvering behind the
scenes, it was tying up Debtor’s resources
by having Debtor modify financial projec-
tions that Debtor had prepared for the
Committee and had turned over to CVC.
CVC also obtained projections of working
capital and income distributions and asked
for a monthly model for an income state-
ment, balance sheet and cash flow so that
CVC would know the working -capital
changes and income statement movement
within a prescribed period of time with
respect to the two valuable operating sub-
sidiaries of Debtor (Barth & Dreyfuss and
Knomark). 187 B.R. at 493, 496 n. 8. By
virtue of CVC’s position in having a di-
rector on Debtor’s board, CVC’s requests
for information always received priority
over the Committee’s.

Postpetition, Debtor repeatedly sought
extension of the exclusive period of
§ 1121(b). It was during this delay that
CVC purchased sufficient claims to garner
a blocking position for the BDK plan and
obtained the information upon which to
base its asset purchase offer contained in
the CVC plan it caused Debtor to file.
Although there was an attempt to blame
the delay in filing the BDK disclosure
statement on what has been called the
Second Pennsylvania litigation, (essentially
a landlord-tenant dispute) once the disclo-
sure statement was filed that litigation re-
solved. This court stated several times
during the case before the disclosure state-
ment was filed that there was no reason
for the Second Pennsylvania litigation to
stall the filing of the disclosure statement.
Also involved was an issue regarding
American Technical Industries, Inec.
(“ATI”) which affected Debtor’s restruec-
turing. However, the plan was filed al-
most simultaneously with the bankruptcy
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petition, so the ATI issue must have been
considered prepetition. See 187 B.R. at
501. The ramifications of both issues
could have been explained in the disclosure
statement and treated in the alternative
(or as a range of distributions depending
upon the outcome of the litigation) in the
plan. Accordingly, there was no basis
upon which to delay the filing of the disclo-
sure statement caused by either the Sec-
ond Pennsylvania or ATI issues. CVC’s
conduct, not the Second Pennsylvania liti-
gation or ATI issues, caused the delay in
plan confirmation.

I find that CVC caused the delay be-
tween the filing of the BDK disclosure
statement and the confirmation of the
BDK plan. CVC objected to confirmation
of the BDK plan, even though it was one
which CVC helped negotiate prepetition as
a member of Debtor’s board of directors.
The credible evidence supports the conclu-
sion that CVC instigated the stall in order
to further pursue its self interest in having
Debtor present CVC’s alternative plan.
This caused specific economic harm and
further litigation and attendant profession-
al fees and costs.

2. Quantifiable Economic Harm

The evidence related to the quantifiable
harm includes the following. In his decla-
ration submitted with respect to the trial,
Samuel Victor of Chanin & Co., financial
advisor to the Committee, stated that in
his opinion the value of BDK (the reorga-
nized debtor) stock was depressed due to
CVC’s disputed claim to approximately 40
percent of the reorganized Debtor. See

4. Mr. Victor calculated the interest as follows:
“In connection with the BDK Plan, credi-
tors received new debt securities with a
face value of $33,750,000 with an annual
interest rate on the debt securities of 8.5%.
On a monthly basis, this translates into
$239,062 of lost income incurred as a result
of the delay in confirming the BDK Plan.
Again, assuming a four month delay due to
the actions of CVC, the cost to creditors in
the aggregate is $956,250.”

Victor Declaration, supra, at 126b.

5. The figures used herein are based on an
estimate of a delay of four months. See Vic-

Supplemental Remand Brief of the Com-
mittee, Adv. Docket # 199, at 13, 16; Vic-
tor Declaration at 122. He also stated
that the delay in confirmation resulted in
“foregone interest income on their debt
securities distributed pursuant to the BDK
Plan.” Victor Declaration at 126.*

The trial record reflects that as of Octo-
ber, 1994, administrative expenses during
the delay in plan confirmation totaled
$1,248,000.°> Victor Declaration at 926.
Mr. Victor included all administrative costs
incurred during the four month delay in
this total because the Committee was not
aware of CVC(C’s actions in purchasing its
claims. Thus, the Committee was unable
to factor out any particular task for which
a fee was incurred as attributable to some-
thing other than the delay. See Trial
Transcript of November 14, 1995, at 71-72.
Moreover, once the CVC plan was filed it
became necessary for the Committee to
address it. Any fees and expenses in-
curred in connection with the CVC plan,
therefore, are attributable to CVC’s undis-
closed claims purchases and constitute a
direct economic harm to the estate.

The trial evidence also established that
creditors lost “approximately $956,250 on
their debt securities distributed pursuant
to the BDK plan.” ¢ Id. See note 4, supra.
At trial Mr. Victor explained that the in-
terest was lost because creditors could not
receive their new securities and, therefore,
were unable to earn interest. Trial Tran-
script of November 14, 1995, at 76-77.

CVC’s willful conduct in its own self
interest in violation of its fiduciary duties

tor Declaration at 126. I find the four month
delay to be a conservative estimate inasmuch
as the BDK plan was filed shortly after the
bankruptcy case was filed in March of 1991
and the plan was not confirmed until January
21, 1992.

6. This figure was increased in the Commit-
tee’s Supplemental Remand Brief to over $1
million in lost interest and dividends and
more than $2 million in postconfirmation at-
torneys fees and expenses. However, we ac-
cept the trial record as the evidence.

83



IN RE PAPERCRAFT CORP.

631

Cite as 247 B.R. 625 (Bkrtcy.W.D.Pa. 2000)

to Debtor, the estate and the creditors is a
sufficient basis upon which to further sub-
ordinate its claim so that its recovery is
reduced beyond the amount it paid for the
claims to account for the increased costs,
expenses, and lost interest it caused to the
estate.

3. Uncertainty Over the Amount of
CV(C’s Claim

This harm is not quantifiable but results
from the creditors of the estate not know-
ing what their final distribution will be
and, to the extent potential investors in the
Reorganized Debtor exist, uncertainty
with respect to the extent of CVC’s inter-
est in the new company. The latter has
the potential to affect both existing share-
holders and/or purchasers’ negotiating
strategies and investors’ decisions with re-
spect to the new entity. For example,
even if there were a market for shares of
the Reorganized Debtor, and I make no
findings on this point, that market would
be adversely affected because no share-
holder can know the extent of his holdings
until the proceedings in this adversary
conclude and the amount of CVC’s claim is
determined once and for all.

4. The Adversary and Resulting Litiga-
tion

The third type of economic harm caused
by CVC’s undisclosed claims purchasing
relates directly to this adversary. The
Committee filed it to redress the harm
caused by CVC and the fees and costs
incurred for its prosecution have further
minimized available funds in the reorga-
nized entity. I cannot calculate the total
dollar cost from the existing record. I will
require additional submissions to permit
that calculation.

7. The plan was confirmed on January 21,
1992.

8. The total amount of the U.S. Trustee post-
confirmation quarterly fees is not of record at
this time.

9. CVC has no basis upon which to challenge
the amount of the U.S. Trustee post-confirma-

During the pendency of the appeals
from my 1995 order I required the filing of
periodic reports with respect to the
amount of compensation paid and expenses
reimbursed to professionals for services
rendered to the Committee. The Twenty—
Fifth Report on Compensation Paid and
Expenses Reimbursed, Bankruptcy case
docket # 950, reflects a total of $3,242,-
396.73 incurred post-confirmation in pro-
fessional fees and expenses on behalf of
the Committee from February 15, 1992,
through January, 2000. From the reports,
which set out only amounts paid but not an
itemization of the nature of the services
performed, I cannot discern whether all
these fees and expenses are attributable to
this Adversary. However, to the extent
they are, CVC’s distribution under the
plan should be further subordinated by
that amount. The reports do not include
U.S. Trustee post-confirmation quarterly
fees which have been paid, according to
the docket, through the third quarter of
1999.8  See Statement of United States
Trustee in Response to 08/26/99 Order of
Court, filed September 24, 1999, main
docket # 948. The Committee will be giv-
en an opportunity to file a statement of
fees and expenses related to this adver-
sary, incurred through the date of this
opinion. The Committee also shall be re-
quired to obtain and file a statement of
U.S. Trustee post-confirmation quarterly
fees paid. CVC shall have an opportunity
to respond to the Committee’s submission
with respect to the fees and expenses in-
curred from the date the adversary was
filed.?

Other Issues

There are two other issues to be ad-
dressed that have been raised by CVC on

tion quarterly fees inasmuch as those fees are
statutory and their accrual is directly caused
by CVC’s conduct. That is, but for CVC’s
wrongdoing, this bankruptcy case would have
been closed shortly after plan confirmation on
January 21, 1992, well before Congress
amended 28 U.S.C. § 1930 to require pay-
ment of post-confirmation fees.
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this remand. CVC would like me to re-
evaluate the value of the BDK units (what
the confirmed plan provides creditors in
classes 4 and 8 in lieu of cash) ' in light of
their fair market value as now evidenced
by, CVC alleges, the fact that (1) BDK, the
reorganized Debtor, has not yet been sold
despite confirmation of the plan eight
years ago and (2) CVC would not be able
to sell its BDK units if it had received
them and, therefore, CVC has not received
a profit. I reject this method of valuation
in this instance. Valuation of BDK units
was determined at the time of plan confir-
mation to be $1,228 per unit and no differ-
ent valuation was presented at the trial of
this Adversary even though one issue tried
was equitable subordination. Other (non-
selling) creditors have received distribu-
tion based on that valuation. It would
exacerbate the harm to these creditors if
BDK units were valued differently now
and only for CVC’s claim. The operative
date of valuation for plan purposes and for
purposes of this adversary was the date of
plan confirmation. CVC must live with
the situation it created. The District
Court, in examining CVC’s profit, also
used the values established at the plan
confirmation hearing. Accordingly, the

10. Class 8 consists of all allowed claims that
are equitably subordinated. Class 4 contains
all allowed prepetition unsecured claims not
otherwise classified in Classes 1, 3, 5, 6, or 7
relating to First and Second Priority Notes
except for equitably subordinated claims. See
BDK Plan at 9-10, Bankr.No. 91-20903,
Docket # 545.

11. In its Reply Brief to the Committee’s Sup-
plemental Brief CVC argues that the cash
value of its claim and recovery should be the
appropriate measurement of any profit. CVC
further asserts that because it did not receive
cash and because the valuation of BDK units
at plan confirmation was only for the purpose
of arriving at an enterprise value of the reor-
ganized Debtor, it is now necessary to recal-
culate value to determine CVC'’s profit. Reply
Brief of Citicorp Venture Capital, Ltd. to Sup-
plemental Brief of Committee, Docket # 201,
at 3-5 and note 11 thereto. CVC has provid-
ed no authority for its argument that its claim
should be valued on a basis different from

original analysis showing that CVC paid
$10,553,541.88 for what turned out to be
$15,987,600 in value (BDK Units) under
the plan is adopted for purposes of this
opinion.!

CVC contends that my initial finding
that CVC’s conduct constituted improper
usurpation of a corporate opportunity can-
not stand unless the committee shows that
the corporate opportunity would have been
taken advantage of by appropriate parties.
I need not consider this matter as all of
my findings have been sustained on appeal
and the only issue on remand is whether
CVC’s claim should be equitably subordi-
nated beyond removal of its profit. How-
ever, I note that whether another entity
would have availed itself of the opportunity
is irrelevant. As the Court of Appeals
pointed out in its opinion,

under Brown v. Presbyterian Ministers,

484 F.2d 998, 1005 (3d Cir.1973), the

opportunity to purchase the notes was a

corporate opportunity of which CVC

could not avail itself, consistent with its
fiduciary duty, without giving the corpo-
ration and its creditors notice and an
opportunity to participate.

160 F.3d at 987.12

Based on the foregoing, we find that
CV(C’s claim should be subordinated so

that of all other creditors. To do so would be
inequitable to other creditors, at least under
the circumstances of this case. To achieve
parity in distribution in these classes as the
Bankruptcy Code requires, the court must
maintain the same valuation method utilized
for all distributions of BDK units to creditors
in classes entitled to them. All creditors in
the affected classes will sustain the same in-
crease or diminution in the value of their
holdings as CVC. Moreover, the parties had a
full opportunity to litigate all issues at trial
and specifically requested, prior to trial, that I
withdraw my opinion on summary judgment
so that the equitable subordination issues
could be addressed. I did so and the case
was tried in November of 1994 to address
these issues. Reopening the record over 5
years after trial concluded would violate prin-
ciples of finality and create a never-ending
round robin of litigation.

12. The court of appeals accepted “arguendo,
that the purchase of notes at a discount by a
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that its profit is removed and the nonsell-
ing creditors are compensated for (1) lost
interest, (2) the reduction in amounts avail-
able to creditors as reflected in the in-
creased administrative and professional
fees and expenses and (3) post-confirma-
tion U.S. Trustee fees the Debtor was
required to pay. To the extent CVC has
an allowed Class 4 (unsubordinated) claim
and receives BDK units, it will share in the
distribution to that class.

O ¢ KEY NUMBER SYSTEM

—“Hnm=

In re MOUNTAINEER COAL
COMPANY, INC.,
Debtor.

Mountaineer Coal Company,
Inc., Plaintiff,

V.

Liberty Mutual Insurance
Co., Defendant.

Bankruptcy No. 7-94-00229-WSB-11.
Adversary No. 7-96-00097.

United States Bankruptcy Court,
W.D. Virginia,
Roanoke Division.

April 11, 2000.

Chapter 11 debtor brought adversary
proceeding to recover, among other things,
for workers’ compensation carrier’s alleged
violation of automatic stay. The Bankrupt-
cy Court, William F. Stone, Jr., J., held
that: (1) carrier improperly exercised con-
trol over property of estate in willful viola-
tion of automatic stay; (2) carrier did not
violate stay simply by failing, even without
good cause, to pay over to debtor-in-pos-
session or trustee a debt which it owed to

fiduciary of a debtor in bankruptcy is not
improper under all circumstances.” 160
F.3d at 987. However, it recognized that
“[t]here is authority arguably to the contrary,
but, in light of the findings of the bankruptcy
court, we ... do not[] resolve the issue
here. ... [I]t is clear ... that a fiduciary may

estate; and (3) debtor was not entitled to
punitive damages.

So ordered.

1. Workers’ Compensation €¢=1063

Employer whose unfavorable loss his-
tory prevented it from obtaining workers’
compensation coverage on its own, and
which succeeded in obtaining coverage
only by having a sister company obtain
policy and then having itself added as ad-
ditional insured, had to be deemed jointly
and severally liable, along with sister com-
pany, for premiums that became due pre-
petition; employer received substantial
benefit, given its own inability to obtain
insurance, by being added as additional
insured on sister company’s policy, and
never objected to insurer’s issuance of
joint premium statements, in which premi-
ums were calculated based on total num-
ber of persons employed by both compa-
nies.

2. Bankruptcy €=2837

Though related companies that were
named as insureds on workers’ compensa-
tion insurance policy had to be regarded as
jointly and severally liable for any premi-
ums that became due prepetition, once
Chapter 11 petitions were filed and sepa-
rate bankruptcy estate was created for
each company, insurer was on notice of
need to treat each company separately,
and had no right to apply overpayment by
one company postpetition to reduce its
claim against the other company for pre-
mium associated with its postpetition oper-
ations.

3. Bankruptcy €=2588

Premium payments which Chapter 11
debtor made postpetition to its workers’
compensation carrier, subject to contractu-

ordinarily purchase debt claims in fair trans-
actions during the solvency of the corpora-
tion.” Id. at note 3 (citations omitted). How-
ever, “‘the lower federal courts seem agreed
that he cannot purchase after judicial pro-
ceedings for the relief of a debtor are expect-
ed or have begun.” Id.
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2002 WL 34702177
Only the Westlaw citation is currently available.
United States District Court,
W.D. Pennsylvania.

In re PAPERCRAFT CORPORATION,
a Pennsylvania corporation, Debtor.
Citicorp Venture Capital, Ltd., a
New York corporation, Appellant,
V.

Committee of Creditors Holding Unsecured
Claims, and Committee of Creditors Holding
Unsecured Claims as Estate Representative
of Papercraft Corporation, Appellee.

Civil Action No. 00—2181.
|
Bankruptcy No. 91—20903 JKF.
|
Adversary Proc. No. 91—2642.

Feb. 20, 2002.

MEMORANDUM ORDER
ROBERT J. CINDRICH, District Judge.

*1 This action arises from an April 20, 2000 and
September 21, 2000 Memorandum Opinion and Order
of the United States Bankruptcy Court for the Western
District of Pennsylvania (the “Bankruptcy Court”),
Bankruptcy Judge Judith K. Fitzgerald presiding. In re
Papercraft Corp., 247 B.R. 625 (Bankr.W.D.Pa. Apr.20,
2000) (“April 20 Order”) (cited as “247 B.R. at __”); In
re Papercraft Corp., 253 B.R. 385 (Bankr.W.D.Pa. Sep.21,
2000) (“September 21 Order”) (cited as “253 B.R.at___ 7).
Pending before the Court is an appeal of the April 20
and September 21 Orders by Appellant Citicorp Venture
Capital, Ltd. (“CVC”). This Court has jurisdiction over
this matter pursuant to 28 U.S.C. Section 158(a) (1) and
in accordance with Bankruptcy Rule 8001 as the appeal
arises out of a final judgment entered by the Bankruptcy
Court.

I. Background
This appeal arises out of the chapter 11 case of Papercraft
Corporation (“Papercraft” or “Debtor”), which was filed

in March 1991 in the United States Bankruptcy Court
for the Western District of Pennsylvania (Fitzgerald, J.).
The Committee of Creditors Holding Unsecured Claims
and Committee of Creditors Holding Unsecured Claims
as Estate Representative of Papercraft Corporation (the
“Committee”), the official unsecured creditors' committee

in Papercraft's chapter 11 case, I commenced this action
in October 1991 alleging that CVC, while an insider

and fiduciary of Papercraft, 2 attempted to take control
of Papercraft's assets and reap a significant profit at
the expense of other creditors by secretly purchasing
$60,849,299.10 in claims against Papercraft for the deeply
discounted amount of $10,553,541.88. The Committee
contend that CVC breached its fiduciary duty to
Papercraft and Papercraft's creditors by engaging in such
self-dealing, and therefore sought to have CVC's claims
equitably subordinated pursuant to Section 510(c) of the
Bankruptcy Code, 11 U.S.C. Section 510(c).

After the close of a three-day trial, the Bankruptcy
Court issued an October 12, 1995 Memorandum Opinion
and Order, In re Papercraft Corp., 187 B.R. 486
(Bankr.W.D.Pa.1995) (cited as “187 B.R.at ___”) wherein
the Court made detailed findings of fact. In brief,
Papercraft was experiencing difficulty meeting the terms
of certain debt obligations in the fall of 1999. An informal
committee of Papercraft creditors was formed and after
months of negotiations, the committee and Papercraft
reached an agreement on a restructuring plan known as
the “BDK plan” which was to be filed in conjunction
with a voluntary chapter 11 petition. The creditor's claims
against Papercraft would then be converted into “BDK
units”, consisting of stock and bonds issued by the new
venture, in proportion to an estimated value of such
units. Papercraft's directors, including CVC, unanimously
approved the BDK plan in March 1991. Although the
chapter 11 petition and BDK plan were filed in March
1991, the required Papercraft disclosure statement, a
prerequisite to confirmation of the plan, was not filed
until October 1991. CVC secretly purchased the $60.8
million in claims during this delay, more than 40% of
the outstanding unsecured claims of Papercraft. Despite
its earlier support of the BDK plan, CVC objected to
the confirmation of the BDK plan and offered its own
competing plan calling for a CVC purchase of Papercraft's
assets.

*2 The Bankruptcy Court found that CVC's purchases
at a discount, without disclosure, while an insider,
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constituted breaches of CVC's fiduciary duty to Papercraft
and its creditors. 187 B.R. at 498-99. As a result, the
Bankruptcy Court created and applied a per se rule
prohibiting a debtor's insider from purchasing claims
against it without disclosing his or her identity and
relationship with the debtor. The Court held that when
claims are purchased by insiders without making such
disclosures to the debtor and creditors, “the insider's
newly acquired claim will be limited to the amount paid
by the acquiring insider and recovery on the claim will
be limited to the percentage distribution provided in
the plan, as applied to the allowed claim.” Id. at 491.
Under the Bankruptcy Court's holding, which limited
CVC's allowed claim to the $10,553,541.88 price with
recovery under the plan gauged to this amount, CVC
would recover only about $3,063,600 in BDK units on
its claims, approximately $7,489,941.88 less than what it
paid. If CVC's claims were allowed at face, however, it
would recover approximately $15,987,600 in BDK units,
using the BDK plan's estimated value of BDK units. Thus,
using the BDK plan's estimated value of BDK units, CVC
stood to gain $5,434,058.12 in profit on the claims.

The Bankruptcy Court held that further subordination
of CVC('s claims pursuant to the principles of equitable
subordination codified at 11 U.S.C. Section 510(c) was
not appropriate. Id. at 501. The Court correctly noted
that equitable subordination of a creditor's claim is proper’
when (1) the creditor has engaged in inequitable conduct;
(2) such misconduct caused injury to other creditors or the
debtor or resulted in an unfair advantage to the creditor;
and (3) subordination of the creditor's claim is consistent
with the Bankruptcy Code. Id. at 502 (citing Matter of
Mobile Steel Co., 563 F.2d 692, 700 (5th Cir.1977). The
Bankruptcy Court found that the first two elements had
been satisfied. Id. at 502. As to the third element, however,
the court concluded that the principles of fairness had
already been adhered to because it was limiting CVC's
allowed claim to the amount it paid for such claim. Id.
Thus, further subordination of CVC's claim would not be
consistent with the Bankruptcy Code. Id.

On appeal, we affirmed the Bankruptcy Court's factual
findings, i.e., that CVC breached its fiduciary duties,
acted inequitably, caused injury to Papercraft and its
creditors and gained an unfair advantage. In re Papercraft
Corp., 211 B.R. 813 (W.D.Pa.1997) (cited as “211 B.R. at
___ ). Although we agreed that pursuant to Section 510(c)
CVC's recovery should at a minimum be limited to the

amount paid for such claims to eliminate any potential
profits on the claims, we reversed the Bankruptcy Court's
ruling as to the application of a per se rule finding no
authority for the creation of such a rule. Id. at 821, 826.
Accordingly, we remanded the case to the Bankruptcy
Court for a further finding on the amount CVC's claims
should be subordinated beyond the amount paid for such
claims, if at all, pursuant to the principles of equitable
subordination. Id. at 827. Both parties appealed our
decision.

*3 The United States Court of Appeals for the Third
Circuit affirmed our decision concluding that CVC
violated its fiduciary duty in a number of significant
respects and that CVC's misconduct caused harm
justifying subordination. Citicorp Venture Capital, Ltd. v.
Commiittee of Creditors Holding Unsecured Claims, 160
F.3d 982, 988-90 (3d Cir.1998) (cited as “160 F.3d at
___ 7). The Court of Appeals affirmed the Bankruptcy
Court's findings of fact concluding that such “findings
make this a paradigm case of inequitable conduct by
a fiduciary as that concept has been developed in the
case law, and we believe that further elaboration is not
required.” Id. at 987. The Court of Appeals further held:

At a minimum, the remedy here should deprive CVC
of its profit on the purchase of the notes. That can
be accomplished by subordinating CVC's claims under
Section 510(c) to the extent necessary in order to
limit its recovery to the purchase price of the notes.
Further subordination may be appropriate, but only if
supported by findings that justify the remedy chosen by
reference to equitable principles.

By so concluding, we do not suggest that a bankruptcy
court can never impose a subordination remedy beyond
disgorgement of profit without putting a specific price
tag on the loss suffered by those who will benefit from
the subordination. Such quantification may not always
be feasible and, where that is the case, it should not
redound to the benefit of the wrongdoer. A bankruptcy
court should, however, attempt to identify the nature
and extent of the harm it intends to compensate in
a manner that will permit a judgment to be made
regarding the proportionality of the remedy to the
injury that has been suffered by those who will benefit
from the subordination.

% sk sk
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While we agree with CVC's criticism of the bankruptcy
court's remedy, we decline to accept its argument
that the record is devoid of any evidence that would
support a remedy going beyond disgorgement of profit.
Without limiting the inquiry of the bankruptcy court
in any way, we note, that there is evidence which
would support a finding that the non-selling Papercraft
creditors suffered injury from CVC's attempt to control
the reorganization. While the bankruptcy court held,
with record support, that the delay between the filing
of the petition and the filing of the disclosure statement
was not attributable to CVC's machinations, it made
no similar finding with respect to the period of
delay between the filing of the disclosure statement
and confirmation of the BDK plan. Moreover, while
the bankruptcy court found “no evidence that CVC
engaged in conduct designed to delay the plan process,”
if CVCs pursuit of its own interest in fact resulted in
delay of the confirmation, we do not read that finding
as inconsistent with subordination based on injury
resulting from that delay. On remand, the bankruptcy
court should consider whether the record supports the
proposition that non-selling creditors suffered loss as
a result of a delay in confirmation caused by CVC
advocacy of its competing plan and objections to the
BDK plan.

*4 Id at 991-92.

On remand, the Bankruptcy Court found that in
accordance with the opinion of the Court of Appeals,
CVC(C's maximum recovery cannot exceed $10,553,541.88,
i.e., the cost of CVC's claims. 253 B.R. at 390. The
Bankruptcy Court also found that:

CVC's conduct resulted in three
categories of economic harm to non-
selling noteholder creditors. The
first two encompass (a) the delay in
confirming the plan which resulted
in harm that is quantifiable in terms
of dollars and (b) the uncertainty
over the amount of CVC's claim
distribution thereon that is not easily
quantifiable. The third relates to
the filing of this adversary which,
through the appellate and remand
process, has created a delay in fully
implementing the confirmed plan of

over four years from the date of may
initial opinion (October 12, 1995) to
today and of eight years since this
adversary was filed on October 31,
1991. At the very least, while this
adversary has been pursued through
three courts and five proceedings,
this delay has caused debtor to incur
professional fees and expenses and
additional U.S. Trustee quarterly
fees which must be paid until this
case is, inter alia, closed.

247 B.R. at 628 (footnote and citations omitted).
The Bankruptcy Court further found that CVC's
misconduct resulted in at least a four month delay in
connection with the first category of harm—delay in
confirmation of the BDK plan. Id. at 630. The Bankruptcy
Court held, therefore, that CVC's recovery would be
further subordinated by (1) $1,248,000 for additional
administrative expenses incurred during the four month
delay; (2) $956,250 for interest and dividends lost by
creditors during the delay; (3) $4,750 in United States
Trustee fees incurred and/or paid by the Papercraft
bankruptcy estate (the “Estate”) from the date of
confirmation through May 2, 2000; and (4) $2,974,373.15
for professional fees and expenses incurred and/or paid
by the Estate or BDK through April 30, 2000 for a
total additional subordination of $5,183,373.15. 253 B.R.
at 390. With a starting point of $10,553,541.88 (CVC's
actual investment), minus $5,183,373.15 in additional
subordination, CVC's total unsubordinated distribution
equals $5,370,168.73. Id.

I1. Standard of Review

While acting as an appellate court for a bankruptcy
appeal, aside the Bankruptcy
Court's factual findings unless we conclude that the
determination was “clearly erroneous.” Bankruptcy Rule
8013; Fellheimer, Eichler & Braverman, P.C. v. Charter
Technologies, Inc., 57 F.3d 1215, 1223 (3d Cir.1995);
First Jersey Nat'l Bank v. Brown (In re Brown),
951 F.2d 564, 567 (3d Cir.1991). Consequently, we
accept the ultimate determination of the fact finder

we may not set

“unless that determination either is completely devoid
of minimum evidentiary support displaying some hue
of credibility or bears no rational relationship to the
supportive evidentiary data.” Hoots v. Commonwealth
of Pennsylvania, 703 F.2d 722, 725 (3d Cir.1983). In
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considering the evidence, “due regard shall be given
the opportunity of the bankruptcy court to judge the
credibility of the witnesses.” Bankruptcy Rule 8013;
Fellheimer, 57 F.3d at 1223.

*5 Our review of the legal determinations made by the

Bankruptcy Court is plenary. Brown v. Pennsylvania St.
Employees Credit Union (In re Brown), 851 F.2d 81, 84
(3d Cir.1988). Mixed questions of law and fact must be
divided into their component parts and the appropriate
standard applied to each. See Universal Minerals, Inc. v.
C.A. Hughes & Co., 669 F.2d 98, 101-103 (3d Cir.1981).

I11. Analysis
CVC raises numerous issues in its appeal which we address
in turn.

A. American Rule
CVC argues that the Bankruptcy Court erred in
the subordination of its claims for $2,974,373.15 in
professional fees and expenses incurred and/or paid by
the Estate. CVC contends that absent some statutory or
contractual authorization, the American Rule requires
litigants to bear their own attorneys' fees.

As the Bankruptcy Court rightly reasoned, the American
Rule does not apply under the circumstances of the instant
case. The Committee is not asking for the payment of
attorneys' fees as such. The fees and expenses at issue
depleted funds that otherwise would have been available
to creditors but for CVC's misconduct in breaching its
fiduciary duty. To ensure the distribution creditors should
have received absent CVC's misconduct, it is necessary
to restore the Estate's furds “by subordinating CVC's
share of distribution by the amount of fees and expenses
incurred by professionals who are to be paid from estate
assets that would not have been incurred but for CVC's
breach of its fiduciary duty.” 253 B.R. at 391.

CVC argues in the alternative that even if fees are
properly recoverable, the Bankruptcy Court failed to
make a finding that the fees awarded were reasonable.
CVC contends that the party seeking fees has the burden
of establishing that the fees sought are reasonable and
that the court must make a finding that such fees are
reasonable before making an award.

In contrast to the typical cases involving fee-shifting
statutes, such as federal employment discrimination and
civil rights cases where a successful plaintiff is entitled to
an award of reasonable attorneys' fees, the Bankruptcy
Court determined that it was appropriate to subordinate
CVC's claims by the fees and expenses actually incurred
as a result of the instant litigation to put Papercraft's
creditors in the position they would have been in but for
CVC's misconduct. Somewhat akin to the legal maxim
that a tortfeasor takes his victim as he finds him, CVC
must live with the fees actually incurred by the Estate even
if those fees, in hindsight, were high in comparison to some
general market rate.

In any event, there is nothing that would indicate that
the $2.9 million figure is unreasonable. The Bankruptcy
Court required the Committee to file a statement of fees
and expenses that had been incurred in connection with
the adversary proceeding and gave CVC an opportunity
to file objections to the same. Other than one conclusory,
general objection to the amount of one category of fees,
however, CVC does not identify any specific rates or
hours that it objects to as being unreasonable. Indeed,
given the protracted litigation surrounding this 1991 case,
which entailed numerous hearings, a full evidentiary trial,
three appeals and filings measured by the yard, all of
which was caused by CVC's illegal self-dealing, the $2.9
million in fees and expenses is not out of line with
figures we have seen in cases of similar duration and
volume of filings and proceedings. CVC also argues that
several categories of fees should not be allowed because
they cannot be attributed to any conduct by it. CVC
made this same argument before the Bankruptcy Court
which held in response “that none of the amount at issue
incurred during preconfirmation delay or associated with
the Adversary would have been incurred but for CVC's
conduct. Therefore, all of it is attributable to CVC and
CVC's claim is to be subordinated by that amount.” 253
B.R. at 390. This is a finding of fact by the Bankruptcy
Court which we must accept unless such determination
is either “completely devoid of minimum evidentiary
support displaying some hue of credibility or bears no
rational relationship to the supportive evidentiary data.”
Hoots, 703 at 725. The Bankruptcy Court's finding most
certainly bears a rational relationship to the evidence. For
example, CVC used its position on Papercraft's board
of directors to arrange for the preparation of financial
reports and other information by Papercraft personnel,
without the Committee's knowledge, to use in preparation
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of a competing plan. 247 B.R. at 628-29. As a result,
the Committee's requests for information were stymied
while Papercraft was providing information to CVC. Id.
at 629. All the while, CVC was surreptitiously purchasing
claims. 160 F.3d at 985. CVC submitted its competing plan
only to withdraw it shortly after the Bankruptcy Court
approved the BDK plan. Id. CVC then filed objections to
the BDK plan. Id. Indeed, based on the facts as found by
the Bankruptcy Court, and later affirmed by this court and
the Court of Appeals, it is quite clear that CVC has acted
at every turn to stymie the fair and efficient administration
of the Estate in an effort to capitalize on its self-dealing.

*6 Lastly, CVC maintains that it should not be
responsible for any of the fees and expenses associated
with the various appeals and should only be accountable
for fees and expenses incurred during proceedings before
the Bankruptcy Court. We disagree. None of these
proceedings would have been necessary, including these
appeals, but for CVC's misconduct. Papercraft's creditor's
should not have to bear the expanse of these appeals which
were caused solely by CVC's actions. Subordination of
CVC's claims for these fees is necessary to make the Estate
whole.

Accordingly, the Bankruptcy Court's decision to
further subordinate CVC's claims by $2,974,373.15 for
professional fees and expenses will be affirmed.

B. Delay Costs

1. Delay Between Filing of Petition and Disclosure

Statement
CVC argues that the Bankruptcy Court did not make
sufficient findings to support subordination of its claims
for the delay between the filing of the bankruptcy petition
and the disclosure statement. CVC further contends
that the evidence does not support a finding that it is
responsible for any such delay.

In its initial decision, the Bankruptcy Court commented
that it had found no evidence that CVC had engaged in
conduct designed to delay the plan process. 187 B.R. at
501. The Court of Appeals held, however, that although
the Bankruptcy Court had already made a finding of no
designed delay, “if CVC's pursuit of its own interest in
fact resulted in delay of the confirmation, we do not read
that finding as inconsistent with subordination based on
the delay.” 160 F.3d at 992. The Bankruptcy Court was

instructed to consider on remand, therefore, “whether
the record supports the proposition that the non-selling
creditors suffered loss as a result of a delay in confirmation
caused by CVC advocacy of its competing plan and
objections to the BDK plan.” Id. The Bankruptcy Court
did just that.

The Bankruptcy Court explained its ruling as follows:

When a chapter 11 plan which
has been approved by creditors
prepetition is filed early in the case,
a disclosure statement explaining
the basis for the plan should be
filed with that plan or shortly
thereafter. In fact, the record shows
that this was the expectation of
all parties when the case was filed.
The expectation was not realized
in this case because CVC used its
insider position to get information
from the Debtor that it needed
in order to facilitate its claim
purchasing. Its claim purchases gave
CVC leverage in the reorganization
process and enabled it to control
votes which, in turn, facilitated its
purchase offer. The purchase offer
was memorialized in the unusual
occurrence of Debtor's filing a
competing plan of reorganization
(the CVC plan) that proposed
an entirely different reorganization
(i.e., a sale to Citicorp) from
the BDK plan originally filed by
Debtor and which Debtor did
not withdraw. The
requests for
would enable it to assist Debtor

Committee's
information which

in drafting the disclosure statement
were stymied while Debtor provided
information to CVC and delayed
providing it to the Committee. See
Declaration of Samuel M. Victor In
Support of Equitable Subordination
of CVC's Claims (hereafter “Victor
Declaration”), Adv. Docket # 116
attached to Appendix of Opening
Brief of Committee, Adv. Docket #
189 at P 14. In that way, CVC caused

91


http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2000112817&pubNum=164&originatingDoc=I566b8ab1238011e1a1fbb12042fe3ee4&refType=RP&fi=co_pp_sp_164_628&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_164_628
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2000112817&originatingDoc=I566b8ab1238011e1a1fbb12042fe3ee4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=2000112817&originatingDoc=I566b8ab1238011e1a1fbb12042fe3ee4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998238758&pubNum=506&originatingDoc=I566b8ab1238011e1a1fbb12042fe3ee4&refType=RP&fi=co_pp_sp_506_985&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_506_985
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1995205306&pubNum=164&originatingDoc=I566b8ab1238011e1a1fbb12042fe3ee4&refType=RP&fi=co_pp_sp_164_501&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_164_501
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1995205306&pubNum=164&originatingDoc=I566b8ab1238011e1a1fbb12042fe3ee4&refType=RP&fi=co_pp_sp_164_501&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_164_501
http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1998238758&pubNum=506&originatingDoc=I566b8ab1238011e1a1fbb12042fe3ee4&refType=RP&fi=co_pp_sp_506_992&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)#co_pp_sp_506_992

In re Papercraft Corp., Not Reported in F.Supp.2d (2002)

the delay in Debtor's filing of the
disclosure statement for the initial
BDK plan and created significant
unnecessary expense to this estate—
in the millions of dollars in terms of
a combination of professional fees,
litigation expenses and U.S. Trustee
quarterly fees due as the result of a
statutory amendment to 28 U.S.C.
Section 1930(a)(6) and the Third
Circuit Court of Appeals' decision
in United States Trustee v. Gryphon
at the Stone Mansion, Inc., 166 F.3d
552 (3d Cir.1999).

*7 247 B.R. at 629.

Federal Rule of Civil Procedure 52(a) requires a
Bankruptcy Court to “find the facts specifically and state
separately its conclusions of law thereon ....“

One of its chief purposes is to ‘aid the appellate
court by affording it a clear understanding of the
ground or basis of the decision of the trial court.” 9
C. WRIGHT & A. MILLER, FEDERAL PRACTICE
AND PROCEDURE, Section 2571, at 679. Where
the trial court provides only conclusory findings,
unsupported by subsidiary findings or by an explication
of the court's reasoning with respect to relevant facts, a
reviewing court simply is unable to determine whether
or not those findings are clearly erroneous.

Lyles v. United States, 759 F.2d 941 (D.C.Cir.1985)
omitted). CVC's
contention to the contrary, the Bankruptcy Court's
detailed findings as to the delay are very specific and most
certainly satisfies Rule 52(a)'s requirements. A reviewing

(citations and footnote Despite

court would have a clear understanding of the ground
or basis of the Bankruptcy Court's decision and the facts
which the court relied on.

As to the sufficiency of the evidence, CVC selectively
cites certain facts in support of its version of events
and argues that its activities did not cause a delay.
The Bankruptcy Court, however, is the fact finder in
this case and reached a different conclusion. Indeed, the
Bankruptcy Court made detailed findings of fact as to
CVC's covert commandeering of Papercraft's resources to
assist in the preparation of a competing plan and cites
testimonial evidence of Samuel M. Victor indicating that

CV(C's actions caused a delay. Although CVC would have
us weigh this evidence differently, we cannot say that
the Bankruptcy Court's finding on this point was clearly

crroncous. 3

We find, therefore, that the Bankruptcy Court's decision
to subordinate CVC's claims for the delay between the
filing of the bankruptcy petition and plan confirmation
was not clearly erroneous. Accordingly, the Bankruptcy
Court's ruling on this issue will be affirmed.

2. Delay Between Filing of Disclosure Statement and

Plan Confirmation
CVC argues that the there is insufficient evidence to find'
that it is responsible for any delay between the time of
the filing of the disclosure statement and confirmation of
the BDK plan. More specifically, CVC contends that the
Bankruptcy Court's finding that CVC instigated a stall
in order to pursue its self-interest in having Papercraft
present its competing plan was based solely on the fact that
it objected to the BDK plan. CVC contends, therefore,
that the only fact cited in support of the finding that
it was responsible for the delay was renounced by the
Bankruptcy Court.

We disagree with CVC's assessment of the significance
of the Bankruptcy Court's comment. The Bankruptcy
Court did state in its April 2000 opinion that CVC caused
the delay, but subsequently stated in its September 2000
opinion that CVC's objections “did not necessarily cause
a delay.” 253 B.R. at 389 n. 8; see 247 B.R. at 630. In its
September 2000 opinion, the Court stated:

*8 After the BDK disclosure
statement was approved, the
plan confirmation hearing was
set but CVC wused its new
position as a noteholder to assert
to the plan, despite
having participated in approving
it prepetition. Although CVC's
assertion of objections to the plan
did not necessarily cause a delay
between the filing of the disclosure

objections

statement and confirmation of the
plan, its conduct led to increased
professional fees in this case because
its objections had to be addressed
and plan language changed to
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reflect a compromise reached by the
parties. 253 B.R. at 389 n. 8. Thus,
CVC put itself in a position via
self-dealing in Papercraft claims to
raise objections to the BDK plan
in pursuit of its self-interest. CVC's
objections, in turn, caused the Estate
to incur additional fees and expenses
to the detriment of the non-selling
creditors separate and apart from
any expenses caused by a delay. In
other words, CVC would not have
been in a position to pursue its self-
interest by raising objections to the
BDK plan absent its self-dealing.
Thus, the added fees and expenses
the Estate was forced to incur as
a result of CVC's objections, were
fairly included in the subordination
of CVC(C's claims.

Moreover, we do not interpret the September 2000
opinion as a retraction of the Bankruptcy Court's earlier
finding that CVC caused a delay in plan confirmation. The
Court stated in the April 2000 opinion:

I find that CVC caused the
delay between the filing of the
BDK disclosure statement and the
confirmation of the BDK plan.
CVC objected to confirmation of
the BDK plan, even though it was
one which CVC helped negotiate
prepetition as a member of Debtor's
board of directors. The credible
evidence supports the conclusion
that CVC instigated the stall in
order to further pursue its self
interest in having the Debtor present
CVC's alternative plan. This caused
specific economic harm and further
litigation and attendant professional
fees and costs.

247 B.R. at 630. The Court's discussion of delay in the
September 2000 opinion, with regard to delay between
the filing of the petition and disclosure statement and
delay between the filing of the disclosure statement and
plan confirmation, appears under the heading “Delay in

Confirmation.” 253 B.R. at 388-89. The Court opined
that,

[t]he fair inference from the events
is that CVC wused its status
on Debtor's board of directors
and on Debtor's affiliates’ board
of directors, together with its
then newly acquired vote blocking
position for the BDK plan to
influence Debtor to file the CVC
plan, thereby delaying the entire

process.

253 B.R. at 388 n. 7.* Shortly thereafter, the Court
makes the statement that CVC's assertion of objections
“did not necessarily cause a delay” as quoted in full
above. See 253 B.R. at 388-89. In this context, the
statement “did not necessarily cause a delay” is more fairly
interpreted as conveying the opinion that CVC's conduct
caused economic harm regardless of whether such conduct
actually caused a delay. Indeed, as we explain above,
CVC's objections to the BDK plan did cause economic
harm to the non-selling creditors regardless of whether
those objections caused any delay between the filing of the
disclosure statement and plan confirmation.

*9 We find, therefore, that the Bankruptcy Court's
decision to subordinate CVC's claims for the delay
between the filing of the bankruptcy petition and plan
confirmation was not clearly erroneous. Accordingly, the
Bankruptcy Court's ruling on this issue will be affirmed.

C. Calculation of Damages
CVC argues that the Bankruptcy Court's calculation of
damages was erroneous.

1. Pre—Confirmation Administrative Expenses

CVC argues that the Bankruptcy Court erroneously
assessed all of the $1,248,000 in administrative expenses
against its claims. More specifically, CVC references
various categories of expenses arguing that certain charges
are not attributable to any delay caused by it and/or
would have been incurred regardless of any delay. CVC
maintains that it is responsible for at most $584,812.19 for
these expenses.
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The Bankruptcy Court's finding on administrative
expense is subject to a clearly erroneous standard. Thus,
we must accept the Bankruptcy Court's finding unless
it is completely devoid of minimum evidentiary support
or bears no rational relationship to the supportive
evidentiary data. The Bankruptcy Court concluded as
follows in connection with administrative expenses:

The trial record reflects that as of October,
1994, administrative expenses during the delay in
plan confirmation totaled $1,248,000.[F NS5] Victor
Declaration at P 26. Mr. Victor included all
administrative costs incurred during the four month
delay in this total because the Committee was not aware
of CVC's actions in purchasing its claims. Thus, the
Committee was unable to factor out any particular
task for which a fee was incurred as attributable to
something other than the delay. See Trial Transcript of
November 14, 1995, at 71-72. Moreover, once the CVC
plan was filed it became necessary for the Committee to
addressit. Any fees and expenses incurred in connection
with the CVC plan, therefore, are attributable to CVC's
undisclosed claims purchases and constitute a direct

economic harm to the estate.

[F N5] The figures used herein are based on an estimate
of a delay of four months. See Victor Declaration at
P 26. I find the four month delay to be a conservative
estimate inasmuch as the BDK plan was filed shortly
after the bankruptcy case was filed in March of 1991
and the plan was not confirmed until January 21, 1992.

247 B.R. at 630. Thus, the Bankruptcy Court arrived at
the $1.2 million dollar figure based on the supportive
evidence of record. Contrary to CVC's position, the
Bankruptcy Court did not have to arrive at this figure
with precise accuracy. See 160 F.3d at 991 (“[W]e
do not suggest that a bankruptcy court can never
impose a subordination remedy beyond disgorgement of
profit without putting a specific price tag on the loss
suffered ....”). CVC's surreptitious self-dealing inhibited
the Committee's ability to factor out any particular task
for which a fee was incurred as attributable to something
other than the delay. Thus, the difficulty at arriving at such
quantification should not redound to the benefit of CVC
—the wrongdoer in this case. Id. (Specific “quantification
may not always be feasible and, where that is the case, it
should not redound to the benefit of the wrongdoer.”).

*10 We find, therefore, that the Bankruptcy Court's
decision to subordinate CVC's claims for $1,248,000
in administrative expenses was not clearly erroneous.
Accordingly, the Bankruptcy Court's finding on this issue
will be affirmed.

2. Lost Interest
CVC argues that the Bankruptcy Court erroneously
calculated the amount of lost interest income attributable

to the delay. >

Under the BDK plan, creditors expected to receive on
confirmation, and did receive, new debt securities with
a face value of $33,750,000 bearing interest at the rate
of 8.5% for ten years. The Bankruptcy Court found
that CVC's actions caused a four month delay in plan
confirmation, which in turn resulted in a four month
delay in the issuance of the new debt securities. The
Bankruptcy Court concluded, therefore, that the amount
of lost interest attributable to the delay was $965,250, the
amount of interest that would have been earned on the
new notes over a four month period. The calculation was
as follows:

— $33,750,000 x 8.5% = $2,868,750 interest per year

— $2,868,750 / 12 months = $239,062.50 interest per
month

— $239,062.50 x 4 months = $956,250

253 B.R. at 389.

CVC contends that the new debt securities issued under
the BDK plan were ten year notes, and were always
intended to be ten year notes. Thus, the creditors expected
to receive on confirmation, and did receive, a note bearing
interest at the rate of 8.5% for ten years, not nine years
and eight months. CVC argues, therefore, that the four
month delay only resulted in the loss of the time value of
the first four months of interest on the new debt securities.
We agree.

The creditors expected to receive, and did receive, ten year
notes bearing interest at 8.5%. In other words, the total
amount of interest that the creditors will receive on these
notes would not be different regardless of whether they
had been issued four months earlier. If the four month
delay had not occurred, for example, the creditors would
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not have received $33,750,000 in notes bearing interest at
a rate of 8.5% for ten years and four months. Likewise, as
CVC points out, the creditors did not receive notes bearing
interest at a rate of 8.5% interest for a period of nine years
and eight months because of the delay. Thus, the only
harm the creditors could have suffered as a result of the
four month delay was the loss of the time value money
on the accrual of the first four months of interest earned
on the notes. We agree with CVC that the simplest way
to calculate this amount is to take the monthly interest
of $239,062 and calculate the interest that would have
accrued had the first semi-annual installment been made
four months earlier. Taking the rate assigned to the notes,
8.5% per annum, times the four month interest “payment”
of $956,250, you arrive at $81,281.25 as the “annual
interest”, divided by three [four months of the year is one-
third], equals $27,093.75. Because it is now approximately
ten years later than the expected confirmation date, the
lost interest of $27,093.75 should be multiplied by 8.5% to
determine the interest that could have been earned on the

lost interest over one year, % which totals $2,302.97, which

in turn should be multiplied by ten years 7 for a total of
$23,029.70. Thus, the creditors' total time value loss of the
first four months of interest equals $50,123.45 ($27,093.75
+ $23,029.70).

*11 We find, therefore, that the Bankruptcy Court's
calculation of the amount of lost interest income
attributable to the four month delay was clearly
erroneous. Accordingly, the Bankruptcy Court's decision
on this issue will be reversed and the case remanded to the
Bankruptcy Court for the entry of an order subordinating
CVC's claims for lost interest income in the amount of
$50,123.45.

3. Post—Confirmation U.S. Trustee Fees
CVC argues that although there were other open
matters affecting the accrual of U.S. Trustee fees post-
confirmation, the Bankruptcy Court attributed the entire
first post-confirmation quarter fees of $4,750 to CVC's

conduct. ®

The Bankruptcy Court held as follows in connection with
the U.S. Trustee Fees:

CVC has no basis upon which to
challenge the amount of the U.S.
Trustee post-confirmation quarterly

fees inasmuch as those fees are
statutory and their accrual is directly
caused by CVC's conduct. That
is, but for CVC's wrongdoing,
this bankruptcy case would have
been closed shortly after plan
confirmation on January 21,1992 ....

247 B.R. at 631 n. 9. In support of its objection to
the Bankruptcy Court's determination, CVC merely cites
“General Bankruptcy Court Docket” and conclusively
argues that the trustee fees would have been incurred
regardless of its actions due to other pending matters.
CVC's Br. (Doc. No. 2) p. 29. CVC does not specify,
however, what those matters were and how they affected
the continuation of the bankruptcy case. We cannot find
that the Bankruptcy Court's ruling on the trustee fees was
clearly erroneous based on such a vague objection.

Accordingly, the Bankruptcy Court's decision to
subordinate CVC's claims for $4,750 in U.S. Trustee fees
will be affirmed.

D. Fair Market Value of BDK Units

CVC argues that the Bankruptcy Court erred in finding
that it profited from the purchases of Papercraft claims
because the court failed to consider the fair market
value of the BDK units disbursed under the BDK plan
in exchange for those claims. More specifically, CVC
contends that the parties agree that the proper date for
determining whether it made a profit is January 1992,
when the BDK plan was confirmed. CVC maintains that
although it purchased its claims for approximately $10.5
million in cash, the BDK plan provided a distribution of
BDK units to creditors instead of cash. CVC contends,
therefore, that calculation of profit must be based on the
cash equivalent of BDK units as of January 1992, which
reveals that it made no profit on its purchases.

The Bankruptcy Court rejected CVC's argument that its
claims should be revalued to calculate CVC's profit. The
Bankruptcy Court explained:

I reject this method of valuation in this instance.
Valuation of BDK units was determined at the time
of plan confirmation to be $1,228 per unit and
no different valuation was presented at the trial
of this Adversary even though one issue tried was
equitable subordination. Other (nonselling) creditors
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have received distribution based on that valuation. It
would exacerbate the harm to these creditors if BDK
units were valued differently now and only for CVC's
claim. The operative date of valuation for plan purposes
and for purposes of this adversary was the date of
plan confirmation. CVC must live with the situation it
created.... [FN 11]

FNI1....
argument that its claim should be valued on a basis
different from that of all other creditors. To do so
would be inequitable to other creditors, at least under

CVC has provided no authority for its

the circumstances of this case. To achieve parity in
distribution in these classes as the Bankruptcy Code
requires, the court must maintain the same valuation
method utilized for all distributions of BDK units to
creditors in classes entitled to them. All creditors in
the affected classes will sustain the same increase or
diminution in the value of their holdings as CVC.
Moreover, the parties had a full opportunity to litigate
all issues at trial and specifically requested, prior
to trial, that I withdraw my opinion on summary
judgment so that the equitable subordination issues
could be addressed. I did so and the case was tried in
November of 1994 to address these issues. Reopening
the record over 5 years after trial concluded would
violate principles of finality and create a never-ending
round robin of litigation.

247 B.R. at 632.

The Committee makes a persuasive argument that under
res judicata principles CVC is precluded from arguing
for a revaluation of its claims to calculate profits. As the
Committee correctly points out, the existence and amount
of profit attributable to CVCs claims purchasing has been
at the heart of this litigation from its inception. The parties
and the courts have always proceeded on the assumption
that the value of BDK units as described in the BDK plan
is the value upon which CVCs profits are calculated. This
is the first time CVC has argued that its BDK units should
be revalued. Apparently, CVC did not appeal the order
confirming the BDK plan and accepted a distribution of

BDK units based on the values established therein.® The
value of the BDK units and the methodology for their
distribution under the BDK plan were at issue during
plan confirmation proceedings and the final disposition of
those issues should be binding on CVC under res judicata

principles. See, e.q., Laborer's Int'l Union, AFL-CIO v.
Foster Wheeler Corp., 26 F.3d 375, 396-97 n. 24 (3d
Cir.1994) (“If an appeal is taken from only part of the
judgment, the remaining part is res judicata ....“ (citation
omitted)).

In any event, we agree with the Bankruptcy Court and the
Committee in that CVC's profits should be calculated in
relation to the estimated value of BDK units appearing
in the BDK plan. The Bankruptcy Code provides that
a reorganization plan cannot be confirmed unless each
creditor will receive at least as much in reorganization as
it would in liquidation. See 11 U.S.C. Section 1129(a)(7)
(A)(ii). Thus, the BDK units had to be valued in order to
confirm the BDK plan. The valuation method used for
the BDK units, a discounted cash flow analysis based on
forward-looking income projections, is the methodology
typically employed for such valuations and satisfies the

Bankruptcy Code. 10

*13 After an appropriate valuation, Section 1129 of the
Bankruptcy Code requires parity in distribution among
the different classes of creditors. The same valuation
method must be used for all distributions of BDK units
to achieve such parity. As a result, all creditors will be
subject to the same increase or diminution in value of
their interest in the reorganized entity. If the court were
to accept CVC's revaluation argument, however, CVC
would in essence receive a cash distribution for its BDK
units while the remaining non-selling creditors bear the
risk of receiving less in value than what they paid for their
claims. Thus, revaluing only CVC's claims would subvert
the parity achieved in distribution and expose the non-
selling creditors to even greater harm. In other words, the
non-selling creditors' exposure to a diminution in value
of their claims caused by normal market risk would be
exacerbated by a reduction in their proportionate share of
the reorganized entity as a result of CVC's claims being
assigned a higher cash value. This cannot be. As the
Bankruptcy Court noted, CVC, the wrongdoer here, must
live with the situation it created.

Accordingly, the Bankruptcy Court's decision not to
revalue CVC's claims to calculate its profits will be
affirmed.

E. Other Purchasers
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CVC contends that neither Papercraft nor members of
the Committee could have or would have purchased the
claims it purchased. CVC maintains, therefore, that it did
not divert a corporate opportunity when it purchased the
claims, and thus did not cause harm to the Estate.

With regard to this issue, the Bankruptcy Court stated:

I need not consider this matter as all of my findings
have been sustained on appeal and the only issue on
remand is whether CVC's claim should be equitably
subordinated beyond removal of its profit. However,
I note that whether another entity would have availed
itself of the opportunity is irrelevant. As the Court of
Appeals pointed out in its opinion,

under Brown v. Presbyterian Ministers, 484 F.2d 998,
1005 (3d Cir.1973), the opportunity to purchase the
notes was a corporate opportunity of which CVC
could not avail itself, consistent with its fiduciary
duty, without giving the corporation and its creditors
notice and an opportunity to participate.

247 B.R. at 632 (quoting 160 F.3d at 987). We agree
with the Bankruptcy Court's assessment of the narrow
issue that was to be considered on remand and also agree
that CVC's corporate opportunity argument should not be
revisited. CVC made the same argument, and lost, both at
trial and on appeal to this court and the Court of Appeals.

Based on a partial quote from the Court of Appeals'
decision, however, CVC argues that the corporate
opportunity issue is still a live issue because it concerns
the matter of what is an appropriate remedy. CVC cites
the Court of Appeals as stating that “[w]e believe [CVC's
corporate] opportunity argument more relevant to the
remedy issue than to whether a breach of fiduciary duty
occurred.” 160 F.3d at 988.

*14 CVC's partial quote of the Court of Appeals'
discussion is somewhat misleading. A more complete
quote reads as follows:

CVC contends that
distinguishable because Papercraft
was not in a financial or

Brown 1s

legal position to purchase the
notes and because the members
of the Committee have

been well aware that a market

must

debt. It
necessarily follows, according to
CVC, that neither could have
been injured by its

existed in Papercraft

purchases.
We believe this argument more
relevant to the remedy issue than
to whether a breach of fiduciary
duty occurred. That duty required
that it share everything that it
knew with Papercraft's board and
the Committee before commencing
its purchases. Its failure to do so
would alone support a subordination
depriving it of its profits from the note
transactions.

160 F.3d at 988 (emphasis added). The Court went on to
conclude that “[a]t a minimum, the remedy here should
deprive CVC of its profits on the purchase of the notes....
Further subordination may be appropriate, but only if
supported by findings that justify the remedy chosen by
reference to equitable principles.” Id. at 991. As previously
noted, therefore, the Court held that “[o]n remand, the
bankruptcy court should consider whether the record
supports the proposition that the non-selling creditors
suffered loss as a result of a delay in confirmation caused
by CVC advocacy of its competing plan and objections to
the BDK plan.” Id. at 992.

Thus, as the Court of Appeals makes quite clear, CVC's
conduct in breaching its fiduciary duty requires at a
minimum the remedy of disgorgement of CVC's profit,
regardless of whether any one else could have or would
have purchased the claims in lieu of CVC. The Court
goes on to explain that CVC's conduct in pursuing its
own interest in advocating a competing plan may have
caused harm to creditors in the nature of delay in plan
confirmation. Indeed, harm caused by CVC's attempt
to control the reorganization was the only matter the
Bankruptcy Court was to consider on remand. This type
of harm, which the Bankruptcy Court properly found
was caused by CVC's conduct, is distinct from the harm
caused by a usurpation of a corporate opportunity. In
other words, it was CVC's self-dealing and related conduct
in advocating a competing plan that caused harm in the
form of delay regardless of whether any one else could
have purchased the claims.

Accordingly, the Bankruptcy Court's decision to reject
CVC's corporate opportunity argument will be affirmed.
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On a final note, we think it necessary to address a
troubling comment contained in CVC's brief. CVC states:

Final Order,
the Bankruptcy Court, apparently

In its however,
straining to find a basis to subordinate
CVC(C's claim beyond any factual
justification, asserted that CVC's
request for financial information—
most of which were made before
the bankruptcy proceeding was
commenced—somehow delayed the
filing of the disclosure statement
by diverting Debtor's
from preparation of the disclosure

resources

statement.

*15 CVC's Br. (Doc. No. 2) pp. 20-21 (emphasis
added). CVC's comment could be interpreted as a thinly
veiled attack on the Bankruptcy Judge's integrity and/
or impartiality. We want to make it clear that based on
our review of the extensive record and court opinions in
this case, we believe that the Bankruptcy Judge has at all
times acted impartially and fairly to all parties concerned.
If CVC reasonably believes that the Bankruptcy Judge
is unfairly biased against it, there is a proper way to
address that concern. Such allegation must, of course,
have evidentiary support other than the fact that the

Footnotes

Judge's rulings have not gone its way. See Fed.R.Civ.P.
11. Otherwise, CVC's comment, standing alone, might
be taken by the reviewing court as an attack on a
distinguished judge based on nothing more than CVC's
displeasure with her rulings. Needless to say, pouting of
this sort is not persuasive and does nothing to further
CVC's position on the legal issues.

For the foregoing reasons, IT IS HEREBY ORDERED
that the April 20, 2000 and September 21, 2000 orders
of the Bankruptcy Court are REVERSED as to the
subordination of CVC's claims for lost interest income in
the amount of $956,250. The balance of the April 20, 2000
and September 21, 2000 orders are AFFIRMED. IT IS
FURTHER ORDERED that this case is REMANDED
to the Bankruptcy Court for the entry of an order
subordinating CVC's claims for lost interest income in the
amount of $50,123.45.

SO ORDERED this 20 day of February, 2002.

The Clerk is directed to mark Civil Action No. 00-2181
CLOSED.

160 F.3d at 990.

All Citations

Not Reported in F.Supp.2d, 2002 WL 34702177

1 The Commiittee is the official unsecured creditors' committee in Papercraft's chapter 11 case, whose members were duly
appointed by the United States Trustee under section 1102 of title 11 of the United States Code (“Bankruptcy Code”).
The Committee has sued CVC not just in its capacity as a committee entitled to bring suit by virtue of sections 502, 1103,
and 1109 of the Bankruptcy Code, but as “Estate Representative” which, under the provisions of the confirmed plan of
reorganization, is entitled to enforce the rights of the estate and is empowered by section 1123(b)(3)(B) of the Bankruptcy
Code to do so. Brief of Appellee Committee Of Creditors Holding Unsecured Claims And Committee Of Creditors Holding
Unsecured Claims As Estate Representative Of Papercraft Corporation (“Committee's Br.”) (Doc. No. 4) at 1 n. 1.

2 A representative of CVC sat on the boards of directors of Papercraft and Papercraft subsidiaries Barth & Dreyfuss and
Knomark.
3 CVC makes much of the Bankruptcy Judge's comments at an August 29, 1991 hearing regarding certain satellite litigation

that she believed necessitated the granting of an extension of time to file the disclosure statement. CVC argues that the
Bankruptcy Judge improperly ignored these prior comments when later finding that CVC was responsible for the delayed
filing of the disclosure statement. The Bankruptcy Judge's prior comments and instant findings are not inconsistent. At the
subsequent trial in this matter, the Bankruptcy Judge heard extensive evidence and concluded that the delay in the filing
of the disclosure statement was not caused by the satellite litigation. See 253 B.R. at 388. Contrary to CVC's position, the
Bankruptcy Judge was not bound by her prior comments in connection with the extension of time when making a finding
as to the cause of the delay after a full trial. Indeed, as the Bankruptcy Court points out, “at the August, 1991, hearing
neither Debtor nor CVC disclosed CVC's efforts to acquire financial information and its trading in claims. Thus, the court
was not given the complete picture of the circumstances that caused delay at that time.” 253 B.R. at 388 n. 7.
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Itis certainly a fair inference that CVC took unfair advantage of its position to push the CVC plan resulting in a delay in plan
confirmation. In fact, the Court of Appeals indicated that the evidence of record was sufficient to support subordination
of CVC's claims because of the delay. The Court stated:
[TThe Committee points us to trial testimony from its financial advisor indicating that this competing reorganization
plan and CVC's associated objections to the BDK plan resulted in confirmation delay that inflicted substantial injury
on Papercraft's non-selling creditors.
The bankruptcy court did not attempt to quantify the harms caused in economic terms, and CVC characterizes them
as “nonecomonic” harms. We do not agree with this characterization, however, and, like the bankruptcy and district
courts, we conclude that they are sufficient to justify subordination.
CVC also contends that it should not have been charged for any lost interest because it is not responsible for any delay.
We have already held that the Bankruptcy Court's finding that CVC caused a delay in plan confirmation is not clearly
erroneous. Thus, we need not address CVC's delay argument again here.
The 8.5% time value rate should equal the actual market rate of interest that could have been earned on the funds. There
is no evidence of record as to what the actual market rate was during the relevant time period. Thus, the market rate could
have been more or less than 8.5% at various points in time. However, because CVC used this rate and the Committee
did not object to, we will accept the 8.5% rate.
CVC uses nine years in its calculation which was the correct number at the time its brief was filed. As of the date of this
memorandum order, however, more than ten years has elapsed since the expected confirmation date.
CVC also argues that its claims should not be charged with any U.S. Trustee fees incurred pre-confirmation, because it
is not responsible for any delay. We have already held that the Bankruptcy Court's finding that CVC caused a delay in
plan confirmation is not clearly erroneous. Thus, we need not address CVC's delay argument again here.
Indeed, the Committee notes that the CVC's competing cash offer provided that CVC would pay approximately $40 million
for Papercraft as an alternative to the BDK plan, which CVC represented was a fair value for the company. Committee's
Br. (Doc. No. 4) pp. 25-26. The BDK plan's valuation of $40,052,000 is nearly identical to CVC's $40 million offer. Id.
at p. 26.
See Consolidated Rock Prods. Co. v. DuBois, 312 U.S. 510, 525-26, 61 S.Ct. 675, 85 L.Ed. 982 (1941):
Findings as to the earning capacity of an enterprise are essential to a determination of the feasibility as well as the
fairness of a plan of reorganization. Whether or not the earnings may reasonably be expected to meet the interest
and dividend requirements of the new securities is a sine qua non to a determination of the integrity and practicability
of the new capital structure. It is also essential for satisfaction of the absolute priority rule ....
[TIhe commercial value of property consists in the expectation of income from it.... Such criterion is the appropriate
one here, since we are dealing with the issue of solvency arising in connection with reorganization plans involving
productive properties. It is plain that valuations for other purposes are not relevant to or helpful in a determination of
that issue, except as they may indirectly bear on earning capacity. The criterion of earning capacity is the essential
one if the enterprise is to be freed from the heavy hand of past errors, miscalculations or disaster, and if the allocation
of securities among the various claimants is to be fair and equitable. Since its application requires a prediction as to
what will occur in the future, an estimate, as distinguished from mathematical certitude, is all that can be made. But
that estimate must be based on an informed judgment which embraces all facts relevant to future earning capacity
and hence to present worth, including, of course, the nature and condition of the properties, the past earnings record,
and all circumstances which indicate whether or not that record is a reliable criterion of future performance. A sum
of values based on physical factors and assigned to separate units of the property without regard to the earning
capacity of the whole enterprise is plainly inadequate.
(citations and quotations omitted).

End of Document © 2018 Thomson Reuters. No claim to original U.S. Government Works.

99


http://www.westlaw.com/Link/Document/FullText?findType=Y&serNum=1941119916&pubNum=708&originatingDoc=I566b8ab1238011e1a1fbb12042fe3ee4&refType=RP&originationContext=document&vr=3.0&rs=cblt1.0&transitionType=DocumentItem&contextData=(sc.UserEnteredCitation)

228 323 FEDERAL REPORTER, 3d SERIES

amount to an assumption of control or
authority over the Trust Funds....”).
Therefore, the failure to establish a rec-
ord-keeping system is not evidence of an
exercise of authority or control either.

I, therefore, dissent.

O ¢ KEY NUMBER SYSTEM

—“Hnms=

CITICORP VENTURE CAPITAL,
LTD., a New York Corporation,
Appellant

V.

COMMITTEE OF CREDITORS HOLD-
ING UNSECURED CLAIMS, and
Committee of Creditors Holding Unse-
cured Claims as Estate Representative
of Papercraft Corporation

Citicorp Venture Capital, Ltd.,
a New York Corporation,

V.

Committee of Creditors Holding Unse-
cured Claims, and Committee of Cred-
itors Holding Unsecured Claims as
Estate Representative of Papercraft
Corporation Appellant.

No. 02-1815, 02-1905.

United States Court of Appeals,
Third Circuit.

Argued Dec. 16, 2002.
Filed March 19, 2003.

Unsecured creditors committee
brought adversary proceeding against in-
sider of Chapter 11 debtor-corporation,
seeking equitable subordination of insid-
er’s claims for its alleged breach of its
fiduciary duties. After the courts deter-

mined that subordination was warranted,
on remand, the United States Bankruptcy
Court for the Western District of Pennsyl-
vania, Judith K. Fitzgerald, Chief Judge,
253 B.R. 385, found that additional subor-
dination was justified. Insider appealed.
The District Court, Robert J. Cindrich, J.,
affirmed, but reduced the lost interest in-
come component of the subordination. In-
sider appealed, and committee filed cross-
appeal. The Court of Appeals, Nygaard,
Circuit Judge, held that: (1) bankruptcy
court did not violate the “American Rule”
by subordinating attorney fees; (2) district
court did not err by holding that insider
was responsible for all fees incurred dur-
ing delay in the plan process; (3) district
court did not err by affirming bankruptcy
court’s calculation of insider’s profit; and
(4) district court did not err by calculating
lost interest by a four-month delay of the
ten years of interest.

Affirmed.

1. Bankruptcy <3782

Court of Appeals exercises plenary re-
view over legal determinations of a district
court sitting as an appellate court in a
bankruptey proceeding.

2. Bankruptcy €=3786

Court of Appeals may only overturn
factual findings if they are clearly errone-
ous. Fed.Rules Bankr.Proc.Rule 8013, 11
U.S.C.A.

3. Bankruptcy ¢=3786

Court of Appeals must accept district
court’s factual findings unless they are
completely devoid of a credible evidentiary
basis or bear no rational relationship to
the supporting data.

4. Bankruptcy ¢=2183

Pursuant to the American Rule, pre-
vailing litigant is ordinarily not entitled to
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collect reasonable attorney fees from the
loser.

5. Bankruptcy ¢=2183

Element of all American Rule excep-
tions is a determination that the litigant
“prevailed” and should be awarded attor-
ney fees.

6. Bankruptcy 2125, 2967.5

In the exercise of its powers as a
court of equity, bankruptcy court may sub-
ordinate claims for cause, applying tradi-
tional principles of equitable subordination.
Bankr.Code, 11 U.S.C.A. § 510(c).

7. Bankruptcy €=2967.5

Although the Bankruptecy Code codi-
fies the doctrine of equitable subordina-
tion, it does not detail the requirements of
such subordination, instead merely stating
that the doctrine is to be applied under the
principles of equitable subordination.
Bankr.Code, 11 U.S.C.A. § 510(c).

8. Bankruptcy =2967.5

Doctrine of equitable subordination is
remedial, and the goal is to undo or to
offset any inequality in the claim position
of a creditor that will produce injustice or
unfairness to other creditors in terms of
the bankruptey results. Bankr.Code, 11
U.S.C.A. § 510(c).

9. Bankruptcy =2967.5

Through the doctrine of equitable sub-
ordination, bankruptcy court has the pow-
er to sift the circumstances surrounding
any claim to see that injustice or unfair-
ness is not done in the administration of
the bankruptcy estate. Bankr.Code, 11
U.S.C.A. § 510(c).

10. Bankruptcy €=2967.5

Inequitable conduct, justifying equita-
ble subordination, may arise out of any
unfair act by the creditor as long as the
conduct affects the bankruptey results of

the other creditors. Bankr.Code, 11

U.S.C.A. § 510(c).

11. Bankruptcy €=2967.5

Because equitable subordination is re-
medial rather than penal, a claim should
be equitably subordinated only to the ex-
tent necessary to offset the harm suffered
by debtor and its creditors as a result of
the inequitable conduct. Bankr.Code, 11
U.S.C.A. § 510(c).

12. Bankruptcy €=2967.5

Remedy of equitable subordination
must remain sufficiently flexible to deal
with manifest injustice resulting from vio-
lation of the rules of fair play. Bankr.
Code, 11 U.S.C.A. § 510(c).

13. Bankruptcy €=2967.5

Where ingenuity spawns unprecedent-
ed vagaries of unfairness, bankruptcy
courts should not decline to recognize their
marks, nor hesitate to turn the twilight for
offending claimants into a new dawn for
other creditors, through use of equitable
subordination. Bankr.Code, 11 U.S.C.A.
§ 510(c).

14. Bankruptcy €=2183, 2968

Bankruptcy court did not violate the
American Rule, which provides that pre-
vailing litigant is ordinarily not entitled to
collect attorney fees from the loser, by
subordinating debtor’s insider’s attorney
fees; bankruptey court did not award a
money judgment for attorney fees to pe-
nalize insider but, rather, the court ana-
lyzed the record facts, found specific dam-
ages, and used its equitable powers to
return non-selling creditors to the position
they would have been in had insider not
acted inequitably, by subordinating insid-
er’s share of distribution by the amount of
fees and expenses incurred by profession-
als who were to be paid from estate assets
that would not have been incurred but for
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insider’s breach of its fiduciary duty.
Bankr.Code, 11 U.S.C.A. § 510(c).

15. Bankruptcy €=2967.5

Although the pursuit of one’s legal
rights may not be grounds for equitable
subordination, protracted and unjustified
litigation tactics that harm the estate by
causing it to incur fees may justify subor-
dination. Bankr.Code, 11 U.S.C.A.
§ 510(c).

16. Bankruptcy €=2968

Debtor’s insider was responsible for
all fees incurred during delay in plan pro-
cess, as warranted equitable subordination
of its claim by such amount, where conduct
of insider in pursuing its own interest over
and above other creditors to whom it owed
a fiduciary duty not to self-deal delayed
plan confirmation by at least four months,
to the detriment of non-selling creditors.
Bankr.Code, 11 U.S.C.A. § 510(c).

17. Bankruptcy €=2972

Evidence of reorganization value at
time of plan confirmation supported find-
ing that debtor’s insider made a profit on
claims against debtor that it secretly pur-
chased, for purposes of equitable subordi-
nation of insider’s claims. Bankr.Code, 11
U.S.C.A. § 510(c).

18. Bankruptcy €=2968

Where debtor’s insider’s pursuit of its
own interest over and above other credi-
tors to whom it owed a fiduciary duty not
to self-deal delayed plan confirmation by at
least four months, district court properly
reduced the equitable subordination of in-
sider’s claim on account of lost interest
income from $956,250.00, which figure rep-
resented the $239,062.00 in monthly inter-
est on all the debt securities multiplied by
four, to $50,123.00; the securities were ten-
year notes that would provide unsecured
creditors committee ten years of interest
regardless of when they were issued, and

so district court did not err by calculating
the lost interest by a four-month delay of
the ten years of interest. Bankr.Code, 11
U.S.C.A. § 510(c).

Lawrence J. Slattery, (Argued), Morgan,
Lewis & Bockius, New York, NY, Amy M.
Tonti, Reed Smith, Pittsburgh, PA, for
Appellant/Cross Appellee.

Philip E. Beard, Stonecipher, Cunning-
ham, Beard & Schmitt, Pittsburgh, PA,
Stephen M. Ray, (Argued), Stutman,
Treister & Glatt, Los Angeles, CA, for
Appellee/Cross Appellant.

Before NYGAARD, ALITO, and
RENDELL, Circuit Judges.

OPINION OF THE COURT
NYGAARD, Circuit Judge.

This case arises out of the Chapter 11
filing of Papercraft Corporation and the
subsequent litigation. Here, in our second
review of determinations made by the
Bankruptey Court and the District Court,
we must assess justifications for the subor-
dination of several of Citicorp Venture
Capital’s (“CVC”) claims, and we must
evaluate the accompanying -calculations.
First, CVC argues that the District Court
erroneously upheld the Bankruptey
Court’s subordination of certain adminis-
trative costs and professional fees. Sec-
ond, CVC contends that the District Court
erroneously upheld the Bankruptey
Court’s subordination of CVC’s claim by
an additional amount incurred during a
delay in the plan process. Third, CVC
asserts that the finding that CVC made a
profit on its note purchases is error. Fi-
nally, in a cross appeal, the Committee of
Creditors Holding Unsecured Claims and
Committee of Creditors Holding Unse-
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cured Claims as Estate Representative of
Papercraft Corporation (the “Committee”)
argues that the District Court erred in
reducing the Bankruptey Court’s equitable
subordination remedy on account of lost
interest income. We hold that the “Ameri-
can Rule” should not be applied to the
subordination of the administrative and
professional costs, and that the District
Court’s findings are not clearly erroneous.
We will affirm.

I. Background

In 1991, an informal committee of Pa-
percraft creditors and Papercraft agreed
to a restructuring plan known as the
“BDK plan,” which was to be filed in con-
junction with a voluntary Chapter 11 peti-
tion. The creditors’ claims against Paper-
craft would be converted into “BDK units,”
consisting of stock and bonds issued by the
new venture, in proportion to an estimated
value of such wunits. Papercraft’s di-
rectors, including CVC, approved the BDK
plan, and the Chapter 11 petition and the
BDK plan were filed.

The Committee commenced litigation,
alleging that CVC, while an insider and
fiduciary of Papercraft, attempted to take
control of Papercraft’s assets and reap sig-
nificant profit at the expense of other cred-
itors by withdrawing its support for the
BDK plan and offering a competing plan,
secretly purchasing $60,849,299.10 in
claims against Papercraft for the discount-
ed amount of $10,553,541.88, and delaying
confirmation of the original plan. The
Committee asserted that because CVC
breached its fiduciary duty to Papercraft
and Papercraft’s creditors by engaging in
such self-dealing, CVC’s claims should be
equitably  subordinated pursuant to
§ 510(c) of the Bankruptcy Code, 11
U.S.C. § 510(c).

The Bankruptey Court issued an Octo-
ber 12, 1995, Memorandum Opinion and

Order, finding that CVC’s purchases at a
discount, without disclosure, while an in-
sider, constituted breaches of CV(C'’s fidu-
ciary duty to Papercraft and its creditors.
In re Papercraft Corp., 187 B.R. 486, 498-
99 (Bankr.W.D.Pa.1995). The Bankruptcy
Court limited CVC’s allowed claim to the
$10,553,541.88 price, and held that further
subordination of CVC’s claims pursuant to
the principles of equitable subordination
codified at 11 U.S.C. § 510(c) was not ap-
propriate because the Bankruptcy Court
was already limiting CVC’s allowed claim
to the amount it paid for such claim. Id.
at 501-02.

On appeal, the District Court affirmed
the Bankruptey Court’s factual findings
that CVC breached its fiduciary duties,
acted inequitably, caused injury to Paper-
craft and its creditors and gained an unfair
advantage. In re Papercraft Corp., 211
B.R. 813 (W.D.Pa.1997). However, the
District Court remanded the case to the
Bankruptcy Court for a further finding on
the amount CVC’s claims should be subor-
dinated beyond the amount paid for such
claims, if at all, pursuant to the principles
of equitable subordination. Id. at 827.
Both parties appealed.

We affirmed the District Court’s opin-
ion, finding that CVC violated its fiduciary
duty in a number of significant respects
and that CVC’s misconduct caused harm
justifying subordination. In re Papercraft
Corp., 160 F.3d 982, 988-90 (3d Cir.1998).
We explicitly stated that the findings of
fact “make this a paradigm of inequitable
conduct by a fiduciary as that concept has
been developed in the case law, and we
believe that further elaboration is not re-
quired.” Id. at 987. We explained that,

Further subordination may be appropri-

ate, but only if supported by findings

that justify the remedy chosen by refer-
ence to equitable principles.... While
the bankruptey court held, with record
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support, that the delay between the fil-
ing of the petition and the filing of the
disclosure statement was not attribut-
able to CV(C’s machinations, it made no
similar finding with respect to the period
of delay between the filing of the disclo-
sure statement and confirmation of the

BDK plan. Moreover, while the bank-

ruptey court found “no evidence that

CVC engaged in conduct designed to

delay the plan process,” if CVC’s pursuit

of its own interest in fact resulted in
delay of the confirmation, we do not
read that finding as inconsistent with
subordination based on injury resulting
from that delay. On remand, the bank-
ruptey court should consider whether
the record supports the proposition that
non-selling creditors suffered loss as a
result of a delay in confirmation caused
by CVC advocacy of its competing plan
and objections to the BDK plan.
Id. at 991-92. Our mandate to the Bank-
ruptey Court was clear: determine wheth-
er the record supports the additional sub-
ordination of CVC’s claims.

On remand, the Bankruptcy Court found
three kinds of economic harm to non-sell-
ing noteholder creditors: (1) the quantifia-
ble monetary harm that resulted from the
delay in confirming the plan; (2) the harm
that resulted from the uncertainty over the
amount of CVC’s claim distribution; and
(3) the harm that resulted from the delay
in fully implementing the confirmed 1991
plan that can be measured by the profes-
sional fees and expenses of three courts
and five proceedings. In re Papercraft
Corp., 247 B.R. 625, 628 (Bankr.W.D.Pa.
Apr.20, 2000). The Bankruptcy Court
held, therefore, that CVC’s recovery would
be further subordinated by (1) $1,248,000
for additional administrative expenses in-

1. The Bankruptcy Court also held that CVC’s
recovery would be further subordinated by
$4,750 in United States Trustee fees incurred

curred during the four-month delay; (2)
$956,250 for interest and dividends lost by
creditors during the delay; and (3)
$2,974,373.15 for professional fees and ex-
penses incurred and/or paid by the Estate
or BDK through April 30, 2000.! In re
Papercraft Corp., 253 B.R. 385, 390
(Bankr.W.D.Pa.2000).

The District Court affirmed the Bank-
ruptcy Court’s decision, except that it re-
duced the lost interest income component
of the subordination from $956,250 to
$50,123.45. Memorandum Order at 36.
CVC filed a timely appeal.

II. Jurisdiction and Standard of Review

The District Court had subject matter
jurisdiction over the appeal below pursu-
ant to 28 U.S.C. § 158(a) and appellate
jurisdiction in accordance with Local
Bankruptcy Appellate Rule 8007.1. We
have jurisdiction pursuant to 28 U.S.C.
§§ 158(d) and 1291.

[1-3] We exercise plenary review over
legal determinations of a district court sit-
ting as an appellate court in a bankruptcy
proceeding. Fellheimer, Eichen & Brav-
erman, P.C. v. Charter Techs., Inc., 57
F.3d 1215, 1223 (3d Cir.1995). We may
only overturn factual findings, however, if
they are “clearly erroneous.” Id; Fed. R.
Bankr.P. 8013. We must accept the Dis-
trict Court’s factual findings “unless they
are ‘completely devoid of a credible eviden-
tiary basis or bear[ ] no rational relation-
ship to the supporting data.”” Moody v.
Security Pac. Bus. Credit, Inc., 971 F.2d
1056, 1063 (3d Cir.1992) (citation omitted).

III. Discussion

First, CVC argues that the Bankruptcy
Court violated the American Rule by su-

and/or paid by the Papercraft bankruptcy es-
tate from the date of confirmation through
May 2, 2000. 247 B.R. at 630.
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bordinating the attorneys’ fees. We dis-
agree.

[4,5] The expression of the American
Rule is found in Alyeska Pipeline Service
Co. v. Wilderness Soc’y, where the Su-
preme Court explained that, “[i]n the Unit-
ed States, the prevailing litigant is ordi-
narily not entitled to collect a reasonable
attorneys’ fee from the loser.” 421 U.S.
240, 247, 95 S.Ct. 1612, 44 L.Ed.2d 141
(1975). There are, however, numerous ex-
ceptions to this rule. An element of all
American Rule exceptions is a determina-
tion that the litigant “prevailed” and
should be awarded attorneys’ fees. For
example, 42 U.S.C. § 1988 was enacted
with the express intent of negating the
effect of the Alyeska decision in statutory
civil rights cases. 1976 U.S.C.C.A.N.
5908-09 (“[TThe purpose of this amend-
ment is to remedy anomalous gaps in our
civil rights laws created by the United
States Supreme Court’s recent decision in
Alyeska Pipeline ....”). Under § 1988, a
party must show it “prevailed” in the un-
derlying action.

The District Court affirmed the Bank-
ruptey Court’s subordination of attorneys’
fees, explaining:

The Committee is not asking for the
payment of attorneys’ fees as such. The
fees and expenses at issue depleted
funds that otherwise would have been
available to creditors but for CVC’s mis-
conduct in breaching its fiduciary duty.
To ensure the distribution -creditors
should have received absent CVC’s mis-
conduct, it is necessary to restore the
Estate’s funds ‘by subordinating CVC’s
share of distribution by the amount of
fees and expenses incurred by profes-
sionals who are to be paid from estate
assets that would not have been in-
curred but for CVC’s breach of its fidu-
ciary duty.

In re Papercraft Corp.,, Memorandum Or-
der *11 (W.D.Pa. February 20, 2002). We
agree with the District Court’s logic.

[6,7] In the exercise of its powers as a
court of equity, the bankruptey court may
subordinate claims for cause, applying tra-
ditional principles of equitable subordina-
tion. 11 U.S.C. § 510(c); Pepper v. Lit-
ton, 308 U.S. 295, 307-11, 60 S.Ct. 238, 84
L.Ed. 281 (1939); Taylor v. Standard Gas
& Elec. Co., 306 U.S. 307, 322, 59 S.Ct. 543,
83 L.Ed. 669 (1939); see also Comstock v.
Group of Institutional Investors, 335 U.S.
211, 229, 68 S.Ct. 1454, 92 L.Ed. 1911
(1948) (narrowing the application of equita-
ble subordination to situations in which
bad faith by the claimant is found). Al-
though § 510(c) codifies the doctrine of
equitable subordination, it does not detail
the requirements of such subordination.
Instead, it merely states that the doctrine
is to be applied “under the principles of
equitable subordination,” and the legisla-
tive history states that Congress intended
that the courts develop these principles.
124 Cong. Rec. 32,398 (1978) (statement of
co-sponsor Rep. Edwards); 124 Cong. Rec.
33,998 (statement of co-sponsor Sen. De-
Concini); Burden v. United States, 917
F.2d 115, 118 (3d Cir.1990).

[8-15] The doctrine of equitable subor-
dination is remedial, and the goal “is to
undo or to offset any inequality in the
claim position of a creditor that will pro-
duce injustice or unfairness to other credi-
tors in terms of the bankruptey results.”’
Burden, 917 F.2d at 117 (citation omitted);
see also In re Papercraft Corp., 160 F.3d
982, 991 (3d Cir.1998) (stating that the
purpose of equitable subordination is “to
compensate in a manner that will permit a

. remedy to the injury that has been
suffered by those [creditors] who will ben-
efit from the subordination”). “‘[TThe
bankruptey court has the power to sift the
circumstances surrounding any claim to
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see that injustice or unfairness is not done
in the administration of the bankrupt es-
tate”” Burden, 917 F.2d at 117 (quoting
Pepper, 308 U.S. at 307-08, 60 S.Ct. 238).
The inequitable conduct may arise out of
any unfair act by the creditor as long as
the conduct affects the bankruptey results
of the other creditors. Matter of Mobile
Steel Co., 563 F.2d 692, 700 (5th Cir.1977).
Because equitable subordination is remedi-
al rather than penal, a claim should be
equitably subordinated only to the extent
necessary to offset the harm suffered by
the debtor and its creditors as a result of
the inequitable conduct. Mobile Steel, 563
F.2d at 701. A New York bankruptey court
has eloquently stated:
The remedy of equitable subordination
must remain sufficiently flexible to deal
with manifest injustice resulting from
the violation of the rules of fair play
. ‘where ingenuity spawns unprece-
dented vagaries of unfairness, [bank-
ruptey courts] should not decline to rec-
ognize their marks, nor hesitate to turn
the twilight for [offending claimants]
into a new dawn for other creditors.’

In re Teltronics Servs., Inc., 29 B.R. 139,
172 (Bankr.E.D.N.Y.1983) (citations omit-
ted). We hold that because the Bank-
ruptcy Court subordinated attorneys’ fees
pursuant to its equitable powers, the
American Rule is not implicated. The
Bankruptey Court did not award a money
judgment for attorneys’ fees to penalize
CVC. Rather, the Bankruptcy Court ana-
lyzed the record facts, found specific dam-
ages, and used its equitable powers to
return the non-selling creditors to the po-
sition they would have been in had CVC
not acted inequitably.

We directed the Bankruptcy Court to
make findings as to the amount of CVC’s
claims that should be subordinated pursu-
ant to the principles of equitable subordi-
nation, and to identify specific harm re-

sulting from CVC’s wrongdoing. In re
Papercraft Corp., 160 F.3d at 991. The
Bankruptey Court did so, and concluded
that CVC’s inequitable conduct justifies
subordination of attorneys’ fees. We hold
that the finding is not clearly erroneous.

At trial, the Bankruptcy Court stated
that “none of these litigation costs would
have been incurred” but for CVC’s inequi-
table conduct, 5 app. at 1364, and that
“some reasonable litigation costs may actu-
ally be a direct consequence of CVC’s ac-
tivities in this case.” 5 app. at 1365. The
Bankruptcy Court found that, but for
CVC(C’s inequitable conduct, the Committee
would not have incurred such substantial
fees and costs. In re Papercraft Corp.,
247 B.R. at 628; 28 app. at 8004-05. The
Bankruptey Court analyzed the depletion
of available funds in the reorganized enti-
ty, and determined that the economic
harm is directly attributable to CVC’s in-
equitable actions. In re Papercraft Corp.,
247 B.R. at 628; 29 app. 8326. The Bank-
ruptcy Court also found that the fees and
costs related to the litigation were a “third
type of economic harm caused by CVC’s
undisclosed claims purchasing.” In re Pa-
percraft Corp., 247 B.R. at 631. The
amount of attorneys’ fees does not include
all litigation costs of the Committee.
Rather, more than $700,000 is deducted
from the attorneys’ fee award for fees and
costs that are unrelated to CVC’s inequita-
ble conduct. 29 app. 8211-48.

CVC’s inequitable conduct includes re-
peatedly litigating issues that were decided
against it by our earlier decision, as well as
earlier decisions of the District Court and
the Bankruptcy Court. For example, in
this case, CVC has incessantly relitigated
the issue of whether it profited from its
illegal claims trading, even though this
issue had already been decided against it
in the District Court, and reviewed by us.
In re Papercraft Corp., 165 B.R. 980, 983—
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84 (Bankr.W.D.Pa.1994); In re Papercraft
Corp., 187 B.R. 486, 492, 498-99 (Bankr.
W.D.Pa.1995); In re Papercraft Corp., 211
B.R. 813, 825 n. 12 (W.D.Pa.1997); In re
Papercraft Corp., 160 F.3d 982, 990-91 (3d
Cir.1998). Also, in the briefs filed with the
Bankruptcy Court on remand, 29 app.
8133-87, CVC attempted to relitigate that
it did not usurp a corporate opportunity,
even though all three courts had already
found against CVC on this issue in previ-
ous In re Papercraft Corp. decisions. 160
F.3d at 987-88. Finally, CVC’s collateral
proceedings, for which CVC only had
standing because it illegally purchased
claims against Papercraft, were aimed at
preventing the reorganized debtor from
engaging in a value-enhancing sale trans-
action, and depleted monies that would
have otherwise been available to the credi-
tors. 29 app. 8216-17, 8245-46.

The Bankruptcy Court also determined
that the testimony of CVC’s representa-
tives during the litigation was not credible.
In re Papercraft, 187 B.R. at 493 n. 3
(finding that all other credible testimony
and evidence shows that the testimony of
CVC’s Saleem Muqaddam is false); id. at
497 (dismissing the testimony of CVC'’s
William Comfort, which contradicted other
evidence); id. (disbelieving testimony of
Mugaddam). Each of these instances of
inequitable conduct resulted in legal fees
and costs that decreased the funds avail-
able the non-selling creditors.

The Bankruptey Court spent a substan-
tial amount of time and effort considering
the narrow issue of whether to include the
professional fees and expenses in the sub-
ordination, 28 app. 8004-05; 29 app. 8288-
335, and ruled on the issue in two written
opinions. In re Papercraft Corp., 247 B.R.
at 631; In re Papercraft Corp., 253 B.R. at
387-90. We conclude that the Bankruptcy
Court found facts sufficient to establish
the egregious conduct warranting subordi-
nation of CVC’s claims, and those facts are

not clearly erroneous. Although the pur-
suit of one’s legal rights may not be
grounds for equitable subordination, pro-
tracted and unjustified litigation tactics
that harm the estate by causing it to incur
fees may justify subordination. The Bank-
ruptey Court has been involved in oversee-
ing this litigation for a decade and has had
the best opportunity to observe first hand
CVC’s conduct and evaluate its motives.
We are hard-pressed to disagree with its
determinations based on the extensive rec-
ord and proceedings before it, and its obvi-
ous familiarity with what we previously
termed CVC’s “machinations.”

We reject CVC’s other two arguments,
as well as the Committee’s argument on
cross-appeal.

[16] First, we conclude that the Dis-
trict Court did not err by holding that
CVC was responsible for all fees incurred
during a delay in the plan process. In our
previous decision, we indicated that CVC’s
actions could have led to the delay in the
BDK Plan’s confirmation:

Without limiting the inquiry of the bank-

ruptey court in any way, we note that

there is evidence which would support a

finding that the non-selling Papercraft

creditors suffered injury from CVC’s at-
tempt to control the reorganization. . ..

[11f CVC’s pursuit of its own interest in

fact resulted in delay in the confirma-

tion, we do not read that finding as

inconsistent with subordination based on

injury resulting from that delay.
In re Papercraft, 160 F.3d at 991-92. The
Bankruptey Court evaluated the evidence,
and found ample support to establish that
CVC’s conduct delayed the plan process by
at least four months, and that CVC’s in-
tent was to benefit itself over and above
other creditors to whom it owed a fiducia-
ry duty not to self-deal. In re Papercraft,
247 B.R. at 628. We have determined that
the Bankruptcy Court’s findings are not
clear error.

107



236 323 FEDERAL REPORTER, 3d SERIES

[17] Second, we conclude that the Dis-
trict Court did not err by affirming the
Bankruptey Court’s calculation of CVC’s
profit. CVC argues that because it could
only have realized a profit on the claim
purchases if the cash equivalent of the
BDK Units that it could receive under the
BDK Plan exceeded the $10.5 million that
CVC paid for the claims, the calculation
must be the fair market value of those
BDK Units. More than sufficient evidence
demonstrates that the Bankruptey Court
did not err by valuing CVC’s profit based
on the reorganization value at the time of
the BDK Plan confirmation. All of the
creditors, including CVC, were to receive
BDK Units on an equal basis, determined
by their proportional share of interests in
the reorganized entity, and we uphold the
District Court’s affirmation of the Bank-
ruptcy Court’s calculations.

[18] Finally, the Committee argues
that the District Court erred by reducing
the subordination on account of lost inter-
est income from $956,250 to $50,123. This
argument is meritless. Because there was
a four-month delay in the issuance of the
debt securities, the Bankruptcy Court
came to the $965,250 figure by multiplying
the $239,062 in monthly interest on all the
debt securities by four. The District
Court correctly noted that the securities
were ten-year notes, which would provide
the Committee ten years of interest re-
gardless of when they were issued. Mem.
Order (Feb. 20, 2002), at 24-25. We
therefore conclude that the District Court
did not err by calculating the lost interest
by a four-month delay of the ten years of
interest.

For the foregoing reasons, we will af-
firm the judgment of the District Court.
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Richard X. SUTTON; Robert X. Wise;
Michael X. Walker, Appellants
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Imam Adeeb RASHEED; James Smith,
Chaplain; Francis Menei, Chaplain;
John Palakovich; Kenneth Kyler;
Martin F. Horn;

United States of America (Intervenor
in District Court).
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Argued March 6, 2002.
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State prisoners brought §1983 action
against personnel of Pennsylvania Depart-
ment of Corrections alleging infringement
upon their rights under free exercise
clause of First Amendment. The United
States District Court for the Middle Dis-
trict of Pennsylvania, Edwin M. Kosik, J.,
granted summary judgment for defen-
dants. Prisoners appealed. The Court of
Appeals, held that: (1) prisoners’ claims for
declaratory and injunctive relief were
moot; (2) prisoners had justiciable claim
for damages; (3) prisoners stated claim for
damages against administrator of religious
services; (4) regulation was invalid as ap-
plied to restrictive status prisoners; (5)
prisoners’ requests for Nation of Islam
texts stemmed from constitutionally pro-
tected interest; and (6) defendants were
protected by qualified immunity from pris-
oners’ claims for damages.

Affirmed.

Scirica, Circuit Judge, filed a concur-
ring opinion.
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the New Jersey Bankruptcy Court issued
an order “Annulling Stay and Allowing
Prospective in Rem Relief as to Real Prop-
erty.” The Order states that the “auto-
matic stay is annulled,” and expressly al-
lows the Appellants to proceed with “the
eviction process without further Order of
this Court....” Therefore, there is no
question that the New Jersey Bankruptcy
Court order annulled the automatic stay.

C. Conclusion

Given these facts, the Bankruptcy Court
for the Eastern District of Pennsylvania
correctly found that the New Jersey Bank-
ruptey Court had entered annulment or-
ders and retroactively validated the Sher-
iff's sale. Therefore, there is no material
issue of fact as to whether the Appellants
violated the automatic stay.

For the preceding reasons, the judg-
ment of the Bankruptcy Court of the East-
ern District of Pennsylvania is AF-
FIRMED.
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Ernst & Young, LLP and Charles
Modispacher, Defendants.
Bankruptcy No. 86-21474.

Adversary No. 04-3236.

United States Bankruptey Court,
W.D. Pennsylvania.
Sept. 2, 2005.

Background: “Investors” in Ponzi-type
scheme operated by Chapter 11 debtors

331 BANKRUPTCY REPORTER

brought state court action against account-
ants- that had represented debtors in
Chapter 11 case for their alleged malprac-
tice, and cause of action was removed to
bankruptcy court.

Holdings: On investors’ motion to remand
and accountants’ motion to dismiss, the
Bankruptey Court, Warren W. Bentz, J.,
held that:

(1) state court lawsuit could be removed
directly to bankruptey court;

(2) notice of removal did not have to be
stricken on ground that, at time notice
of removal was filed, underlying Chap-
ter 11 case had been closed;

(8) court could exercise postconfirmation
jurisdiction over proceeding;

(4) court would not exercise its discretion
to abstain;

(6) malpractice claims were derivative
claims, that “investors” lacked stand-
ing to pursue;

(6) “investors” were barred by res judicata
effect of confirmed plan from pursuing
malpractice claims; and

(7) application of doctrine of non-mutual
offensive collateral estoppel against ac-
countants was unfair.

Motion to remand or to strike notice of

removal refused; motion to dismiss grant-

ed.

1. Bankruptcy €=2088

State court lawsuit asserting claims
against Chapter 11 debtors’ accountants
for their alleged malpractice during bank-
ruptey case could be removed directly to
bankruptey court in which Chapter 11 peti-
tion was filed, and did not have to be
removed to district court.

2, Bankruptcy €=2089, 3444.30(1)

Notice of removal of state court action
to bankruptcy court, as asserting claims
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arising in bankruptey case, did not have to
be stricken on ground that, at time notice
of removal was filed, underlying Chapter
11 case had been closed; to extent that
reopening of bankruptcy case was neces-
sary or required, court would direct clerk
to reopen case so that matters that had a
significant connection with administration
of case could be addressed.

3. Bankruptcy €=2057

Bankruptey court’s jurisdiction does
not evaporate upon the closing of bank-
ruptey case.

4. Bankruptcy ©=3444.50(2)
Bankruptey court may reopen bank-

ruptey case on its own motion. 11
U.S.C.A. §§ 105(a), 350(b).

5. Bankruptcy €=3570

Bankruptey court could exercise post-
confirmation jurisdiction over adversary
proceeding brought by “investors” in Pon-
zi-type scheme operated by Chapter 11
debtors to recover from debtors’ account-
ants for their alleged malpractice during
bankruptey case, as proceeding that in-
volved claims arising in bankruptcy case.
28 U.S.C.A. § 1334.

6. Bankruptcy €=3570

Retention of posteonfirmation jurisdic-
tion is normally appropriate with respect
to matters having a close nexus to bank-
ruptey plan or proceeding.

7. Bankruptcy ¢=2053

Cause of action against Chapter 11
debtors’ accountants for their alleged mal-
practice during bankruptcy case, based on
services they provided under supervision,
and subject to approval, of bankruptcy
court, came within “core” jurisdiction of
court, as one arising in bankruptcy case.
28 U.S.C.A. § 1334.

See publication Words and Phras-
es for other judicial constructions
and definitions.

8. Federal Courts &=47.5

Bankruptey court would not exercise
its discretion to abstain from adjudicating
proceeding brought by “investors” in Pon-
zi-type scheme operated by Chapter 11
debtors to recover from debtors’ account-
ants for their alleged malpractice during
bankruptey case; claims were “core” claims
that involved nature of services that ac-
countants performed for bankruptcy estate
as court-appointed professionals, and went
to heart of bankruptey court’s jurisdiction.
28 U.S.C.A. § 1334(c)(1).

9. Federal Courts ¢&=47.5

Bankruptcy courts have discretion
whether to abstain from hearing “core”
proceeding. 28 U.S.C.A. § 1334(c)(1).

10. Federal Courts €=41

Federal courts generally should exer-
cise their jurisdiction if it is properly con-
ferred, and abstention is the exception
rather than the rule.

11. Federal Courts &47.5

Factors that bankruptey courts con-
sider in determining whether to exercise
their discretion to abstain from hearing
proceeding are as follows: (1) effect or lack
thereof on efficient administration of es-
tate; (2) extent to which state law issues
predominate; (3) difficulty or unsettled na-
ture of applicable state law; (4) presence of
related proceeding commenced in state or
other non-bankruptey court; (5) whether
basis for federal jurisdictional exists apart
from debtor’s bankruptey filing; (6) degree
of relatedness or remoteness of proceeding
to main bankruptcy case; (7) substance,
rather than form, of asserted “core” pro-
ceeding; (8) feasibility of severing state law
claims from “core” bankruptcy matters; (9)
burden of bankruptecy court’s docket; (10)
likelihood that there has been forum shop-
ping by one of parties; (11) existence of
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right to jury trial; and (12) presence in
proceeding of non-debtor parties. 28
U.S.C.A. § 1334(c)(1).

12. Federal Courts &47.5

Factors which bear on propriety of
decision by bankruptcy court to abstain
from hearing proceeding should be applied
flexibly, and no one factor is necessarily
determinative. 28 U.S.C.A. § 1334(c)(1).

13. Bankruptcy €2154.1

Proceeding brought by “investors” in
Ponzi-type scheme operated by Chapter 11
debtors, to recover from debtors’ account-
ants for their alleged malpractice during
bankruptey case in incorrectly determining
that debtors were in fact insolvent, with
result that debtors’ assets were sold too
quickly at unfavorable prices, asserted
claims for corporate injury which “inves-
tors,” never having made demand on trus-
tee to pursue such claims, lacked standing
to pursue.

14. Corporations €=206(2)

Prior to commencing a shareholder
derivative lawsuit, shareholders must ordi-
narily make demand on board of directors

or comparable authority to pursue claim.
Fed.Rules Civ.Proc.Rule 23.1, 28 U.S.C.A.

15. Corporations €=211(3, 4)
Shareholders may not bring derivative
action unless their complaint alleges, with
particularity, the efforts made by share-
holders to obtain corporate action and rea-
son for failing to obtain it. Fed.Rules
Civ.Proc.Rule 23.1, 28 U.S.C.A.

16. Bankruptcy ¢2154.1

“Investors” in Ponzi-type scheme op-
erated by Chapter 11 debtors were not
excused, as prerequisite to asserting deriv-
ative claims against debtors’ accountants
for their alleged malpractice during bank-
ruptey case, from first making demand on
trustee to pursue such claims, upon theory

331 BANKRUPTCY REPORTER

that debtors had ceased to exist and that
any demand on trustee would have been
futile; agent of “investors” knew that trus-
tee had authority to pursue such claims
and that trustee had actually exercised
stch authority on more than one occasion.

17. Judgment €&=584, 714(1)

Doctrines of claim preclusion and is-
sue preclusion bar action when foundation
on which claims rest has already been
litigated.

18. Bankruptcy €=3568(2)

“Investors” in Ponzi-type scheme op-
erated by Chapter 11 debtors, having ob-
tained confirmation of plan that provided
for substantive consolidation of debtor en-
tities based on their collective insolvency,
were barred by res judicata effect of con-
firmed plan from pursuing professional
malpractice claims against debtors’ ac-
countants, on theory that accountants had
incorrectly determined that debtors were
insolvent, with result that debtors’ assets
were sold too quickly at unfavorable
prices.

19. Bankruptcy &=3568(2)

Confirmed Chapter 11 plan is binding
on all parties, and all questions that were
raised or could have been raised pertaining
to such plan are res judicata.

20. Bankruptcy ¢3568(2)

Preclusive effect of confirmed plan of
reorganization binds every entity that
holds claim or interest in bankruptey, irre-
spective of whether this entity is impaired
under plan or whether entity has accepted
plan.

21. Judgment &542, 586(2)

Bankruptey court’s approval of fees
sought by Chapter 11 debtors’ court-ap-
pointed accountants was res judicata as to
any subsequent claims for malpractice or
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misconduct as to work that accountants
performed under supervision of court.

22. Judgment €632

“Offensive collateral estoppel” occurs
when plaintiff seeks to estop defendant
from relitigating an issue which defendant
previously litigated and lost against anoth-
er plaintiff,

See publication Words and Phras-
es for other judicial constructions
and definitions.

23. Judgment &=713(1)

Collateral estoppel is permissible as to
a given issue if: (1) identical issue was
previously adjudicated; (2) issue was actu-
ally litigated and decided in previous pro-
ceeding; (8) party had full and fair oppor-
tunity to litigate issue; and (4) resolution of
issue was necessary to support valid and
final judgment on merits.

24. Judgment &713(1)

Fact that each of the four require-
ments for application of collateral estoppel
has been established does not necessarily
mean that prior judgment must be given
issue preclusive effect; court must satisfy
itself that application of collateral estoppel
doctrine is fair.

25. Judgment &=828.21(2)

Judgment entered against Chapter 11
debtors’ accountants in state court action
brought by former shareholders, in which
state court, based largely on accountants’
“deemed admissions” rather than upon ac-
tual evidence presented at trial, deter-
mined that accountants were negligent in
performing services for debtors, would not
be applied offensively against accountants
in proceeding brought by other “inves-
tors”; accountants did not have full and
fair opportunity to litigate in prior state
court action, and inconsistency between
state court’s findings and findings previ-
ously made by bankruptey court made ap-

plication of doctrine of non-mutual offen-
sive collateral estoppel unfair.

Christopher P. Schuller, Pittsburgh, PA,
for Defendants.

Victor H. Pribonic, White Oak, PA, for
Plaintiffs.

OPINION

WARREN W. BENTZ, Bankruptcy
Judge.

1. Introduction

The within Adversary Complaint was
commenced when the Defendants in a
state court action removed the pending
Complaint to this Court and then filed a
Motion to Dismiss the Complaint. The
Plaintiffs contest this Court’s jurisdiction
and have filed Motion to Remand to the
state court.

We have considered the numerous
pleadings and briefs filed by the parties
and have heard the argument of counsel on
both the Motion to Remand and the Mo-
tion to Dismiss and find that the matters
are ripe for decision.

11, Pleadings

A. Notice of Removal

The Defendants, Ernst & Young, LLP
(“E & Y”) dnd Charles Modispacher
(“Modispacher”) or (“E & Y and Modis-
pacher”, collectively the “Defendants”)
commenced this Adversary by filing a No-
tice of Removal of State Court Action to
Bankruptcy Court (“Notice of Removal”)
on November 5, 2004. Defendants re-
moved an action that was pending in the
Court of Common Pleas of Butler County,
Pennsylvania (“State Court”) at Civil Ac-
tion No. AD04-11170 (“State Court Ac-
tion™).

112



212

B.  Complaint

Mary Geruschat, Dolores Speney, An-
toinette Morocco and Donna Morocco Bux-
ton (collectively, “Plaintiffs”) * filed a three
count Complaint in which they assert
causes of action for: Count I—Profession-
al Negligence; Count II—Fraud and De-
ceit; and Count III—Negligent Misrepre-
sentation.

Plaintiffs allege that while serving as
accountants in the bankruptcy case of the
predecessor entities to Seven Fields De-
velopment Corporation (“Seven Fields”),
the Defendants, during the course of the
bankruptey proceedings, made false and
erroneous statements concerning the sol-
vency of the Debtor entities when the ac-
countants improperly characterized certain
amounts of equity as debt. The Plaintiffs
assert that the accountants’ actions caused
the successor entity, Seven Fields, to liqui-
date its assets in a manner calculated to
liquidate the assets as soon as possible
rather than judicially manage and develop
the assets in a way to maximize the return
to the Plaintiffs (and other shareholders)
and that as a result of such actions, Plain-
tiffs and the class that they purport to
represent have suffered significant dam-
age.

C. Jury Demand

In response to the Notice of Removal,
Plaintiffs filed a Demand for Trial by Jury.

D. Plaintiffs’ Statement

On November 22, 2004, Plaintiffs filed
PLAINTIFFS STATEMENT PURSU-
ANT TO BANKRUPTCY RULE
9027(e)(3) (“Statement”). In the State-
ment, Plaintiffs deny Defendants’ allega-
tion that the within Complaint involves a
“core” matter and assert that the action is

1. Plaintiffs also assert that the Complaint is
filed on behalf of a larger class of persons
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“non-core.” The Plaintiffs further state
that they do not consent to the entry of
final orders on judgments by the bank-
ruptey judge and that “neither the bank-
ruptey court nor the federal court has
jurisdiction” over the pending cause of ac-
tion.

E. Defendants’ Response to
Plaintiffs’ Statement

In response to the Plaintiffs’ Statement,
Defendants reassert that this is a core
matter and further assert that the Plain-
tiffs waived the right to challenge the De-
fendants’ allegation that the Adversary
proceeding is a core proceeding by failing
to file the Statement Pursuant to Fed.
R.Bankr.P. 9027(e)(3) within ten days after
the Defendants filed the Notice of Remov-
al.

F. Motion to Remand

PLAINTIFFS MOTION TO REMAND
CASE TO STATE COURT (“Motion to
Remand”) is also before the Court. The
Plaintiffs assert that Removal is improper
because the State Court Action is not re-
lated to and has no “close nexus” to the
bankruptey case and therefore, this Court
lacks subject matter jurisdiction over the
proceeding; that the matter is not a “core”
proceeding under 28 U.S.C. § 157(b)(1)
and, therefore, the Court must necessarily
abstain from exercising jurisdiction under
28 U.S.C. § 1334(c)(2); that even if the
matter could be considered a core proceed-
ing, the Court should abstain from assert-
ing jurisdiction under § 1334(c)(1); and
finally that remand to the State Court is
required as the Notice of Removal was
incorrectly filed in the Bankruptey Court

comprised of Plaintiffs and other similarly
situated individuals.
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rather than in the United States District
Court.?

G. Motion to Strike

PLAINTIFFS MOTION TO STRIKE
DEFENDANTS NOTICE OF REMOV-
AL (“Motion to Strike”) was filed on De-
cember 20, 2004. Plaintiffs assert that the
Court must strike the Defendants’ Notice
of Removal because a party may not re-
move a state court action to bankruptey
court where the underlying bankruptcy
case to which the state court action is
being removed was closed prior to the
existence of the state court action and
because Defendants failed to reopen the
case prior to filing the Notice of Removal.

H. Defendants’ Response
to Motion to Strike

Defendants respond that an open bank-
ruptey case is not required for bankruptey
court jurisdiction; that if the case need be
reopened, the Court can act sua sponte
that the Notice of Removal should be
treated as a Motion to Reopen; or, if
reopening is required, Defendants request
leave to file an appropriate motion.

1. Motion to Dismiss

Three days after the filing of the No-
tice of Removal, DEFENDANTS MO-
TION TO DISMISS PLAINTIFFS
COMPLAINT (“Motion to Dismiss”) was
docketed. Defendants assert that the
Complaint must be dismissed for various
reasons which, inter alia, include:

1. Plaintiffs’ claims are shareholder de-
rivative claims which they have inappropri-
ately commenced in their individual capaci-

2. Along with the Motion to Remand, Plaintiffs
filed a Motion to Hold in Abeyance Defen-
dants’ Motion to Dismiss (the “Abeyance Mo-
tion") pending resolution of the Motion to
Remand. By Order dated December 7, 2004,

ties and prior to making a demand that the
corporate entity itself pursue the claims.

2. Plaintiffs’ claims are barred by the
Statute of Limitations.

3. Plaintiffs’ claims are barred by the
doctrines of res judicata, collateral estop-
pel and/or judicial estoppel.

4. The Defendants have immunity for
the statements made during judicial pro-
ceedings.

5. The professional negligence claim
must be dismissed for the reason of lack of
privity between the Defendants and the
Plaintiffs.

J.  Plaintiffs’ Response to
Motion to Dismiss

The Plaintiffs oppose the Motion to Dis-
miss. Plaintiffs assert that:

1. Defendants lack standing to chal-
lenge Plaintiffs’ claims on the basis that
the claims are derivative.

2. Defendants’ reliance on items out-
side the record to challenge the specific
date on which the Plaintiffs discovered
their cause of action is not appropriately
presented in a Motion to Dismiss.

3. The Defendants are themselves pre-
cluded from raising the defenses of res
judicata, collateral estoppel and judicial es-
toppel as a basis to dismiss the Complaint
because the State Court has previously
decided such issues to their detriment.
For this same reason, Plaintiffs oppose the
remainder of Defendants’ Motion to Dis-
miss wherein they assert that Plaintiffs
have failed to state claims for professional
negligence, fraud, negligent misrepresen-
tation, and that Defendants are “immune”
from liability.

we granted the Abeyance Motion, but by Or-
der dated February 15, 2005, vacated the
Order and ordered Plaintiffs to file a response
and brief in opposition to the Motion to Dis-
miss.
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111, Factual Background

On June 3, 1986, Earned Capital Corpo-
ration, Managed Properties, Inc., Canter-
bury Village, Inc. and Eastern Arabian,
Ine. (collectively, the “Debtors”) filed sepa-
rate voluntary Petitions under Chapter 11
of the Bankruptey Code. By Order dated
June 5, 1986, the Court ordered that the
separate cases be jointly administered un-
der the case entitled Earned Capital Cor-
poration at Case No. 86-21474 (the “Bank-
ruptey Case”).

The Debtors were engaged in the busi-
ness of selling shares of investment in
various property where investors were
promised a certain annual return on in-
vestment. Shares were oversold when
Debtors had to continue the selling pro-
gram in order to maintain the payments to
investors.

Debtors’ financial affairs were in disar-
ray and the affairs of each of the Debtors
were substantially intertwined. E & Y
was engaged as accountants for the Debt-
ors in the Bankruptcy Case. The Debtor
had minimal debt to ordinary trade credi-
tors and some $6,000,000 in debt to credi-
tors holding secured claims against Debt-
ors’ property. The vast majority of
Debtors’ obligations, which totaled over
$60,000,000, were owed to those thou-
sands of individuals who had made invest-
ments in the Debtors (“Investors”)® In
exchange for depositing monies with the
Debtors, the Investors had received vari-
ous documents entitled “Agreement of
Sale” for fractional interests in real es-
tate, various agreements to document the
purchase of fractional interests in horses,
documents entitled “Lease and Breeding
Management Agreement” and “Bond and
Warrant.” The exact status of the Inves-
tors was unknown, ie. whether they
were investors, bondholders, or some oth-

3. Plaintiffs allege that there are as many as
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er form of general creditor. They were
all referred to as the investor class or the
Investors and were treated as the only
creditors in the Bankruptcy Case who
were impaired and at risk. Many of the
Investors, inecluding Plaintiffs Antoinette
Morocco and Donna Morocco Buxton,
filed proofs of claim as unsecured credi-
tors.

The Investors were appointed to and
represented by the Official Committee of
Unsecured Creditors in the Bankruptcy
Case (“Committee”). The Committee was
represented by legal counsel and took a
very active role in the Bankruptey Case.

The Debtors and the Committee filed
competing plans of reorganization. Both
plans contemplated substantive consolida-
tion of the assets and liabilities into one
surviving reorganized corporation. The
Amended Plan of Reorganization of Com-
mittee of Unsecured Creditors (the “Plan”)
was confirmed by the Court on October 21,
1987 after an evidentiary hearing to con-
sider whether substantive consolidation
was appropriate. This Court found that
each of the Debtors was insolvent and that
substantive consolidation was appropriate.

The Investor class of creditors voted
overwhelmingly in favor of the Plan. The
Investor class cast 2,286 ballots represent-
ing claims of $77,072,274. The voting was
as follows:

Number of Ballots Yes/No Amount
2,179 Yes $62,639,067
87 No 13,758,972

The preamble to the Plan identifies the
makeup of the Committee:

“The COMMITTEE OF UNSECURED
CREDITORS, being commonly referred to
as consisting of ‘investors’ and/or ‘bond-
holders’ hereby submits the following
Plan....” The Disclosure Statement which

2,700 similarly situated individuals.
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accompanied the Plan sets forth the unse-
cured debt of the Debtors:

F. TUnsecured debt

1. Trade creditors—These are item-
ized at Schedule A-3-1 filed by Debtors.
The total is $56,402.98,

2. “Bondholders” and “Investors”—
these groups of creditors were designat-
ed as indicated in the Schedules filed by
Debtors. These designations may not
be wholly accurate, depending upon
characterizations of the relationships be-
tween the named persons in the sched-
ules and the Debtors. However, for
purposes of the Bankruptcy Code and
the Plans filed these parties are all unse-
cured creditors. The total scheduled
debt is $69,194,842.74.

Under the Plan, the Debtors were
merged into one successor entity that was
eventually named Seven Fields. All of the
Debtors’ assets were pooled and became
assets of Seven Fields.

The only impaired class of creditors un-
der the Plan was the Investor class of
unsecured creditors (described in the Plan
as the Class 5 claims). Secured creditors
and trade creditors were paid in full. Un-
der the Plan, each unsecured creditor re-
ceived common stock in Seven Fields at a
par value equal to 5% of its allowed claim.
The remaining 95% of each allowed claim
remained as an unsecured, nondischarge-
able debt. The Investors became the new
shareholders of the reorganized Seven
Fields and thus were in control of the
assets, sale or development of those assets,
and distribution of funds. The former eqg-
uityholders of the Debtor retained no in-
terest under the terms of the Plan.

The Plan contemplated that the Investor
class of creditors would manage Seven
Fields with a goal of full recovery of the
invested amounts. The Plan provides:

6.08 The surviving corporation, as may
be authorized by its Board of Directors,
shall periodically distribute available
funds, without interest, in prorata repay-
ment of the aforesaid waived non-dis-
charged Class 5 debts.

6.09 Assets will be sold or managed
frugally, carefully, responsibly and uti-
lizing sound business practices. Unde-
veloped assets will be developed as and
when fair and reasonable proposals have
been received, studied and approved.
All activities of the surviving reorga-
nized corporation shall seek to achieve
the goal of full payment to Class 5 credi-
tors.

The Plan provides for the Debtors’
Chapter 11 cases to remain open until all
unsecured claims are paid in full:

8.05 These Chapter 11 cases shall not

be closed or deemed closed until all non-

discharged Class 5 claims have been ful-
ly paid and all matters set forth in sec-
tion 9.01 have been finally concluded.

Section 9.01 of the Plan sets forth the
retention of jurisdiction provisions. It
provides in relevant part:

The Bankruptcy Court shall retain ex-

clusive jurisdiction [in] this case as long

ag necessary for the following purposes:

(b) to determine and fix (1) all adminis-
trative claims. . .

(d) to adjudicate any matters or dis-
putes arising under or in connection
with (I) the Plan and (i) such other
matters as may be provided for in the
Confirmation Order;

() to hear and determine any and all
pending applications, motions, adversary
proceedings or contested matters;

(g) to amend, or to correct any defect,
cure any omissions or reconcile any in-
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consistency in the Plan or the Confirma-
tion Order as may be necessary, to carry
out the purpose and intent of the
Plan. ..

(I) to issue such orders as may be nec-
essary to enable the surviving reorga-
nized Debtor to implement this Plan and
effect distributions to holders of claims.

() to hear and determine any and all
adversary proceedings or contested mat-
ters to be filed subsequent to the Confir-
mation Date.

E & Y was engaged by the Debtors. E
& Y’s work product was shared with the
Committee. E & Y filed Applications for
Allowance of Compensation. Each Appli-
cation was the subject of an objection by
the Committee. An evidentiary hearing
was held and partial interim fees were
awarded. The unpaid portion was the sub-
ject of subsequent stipulation between E &
Y and Seven Fields for the payment of
remaining fees in a reduced amount. The
Stipulation was approved by the Court.

On April 30, 1996, Seven Fields filed a
Motion for Final Decree. On May 14,
1996, the Final Decree was entered and
the case closed on the Court’s docket.

IV. Discussion
1. Motion to Remand

A.  Removal to Bankruptey Court

[1] The Plaintiffs assert that the De-
fendants’ removal of the Complaint from
State Court to the Bankruptcy Court was
improper, and that the Complaint should
have been removed to the United States
District Court. This issue was recently
addressed in the case of In re Coastal
Plains, Inc., 326 B.R. 102 (Bankr.N.D.Tx.,
2005):
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The Plaintiffs argue that the Trustee’s
removal of this proceeding from state
court to the bankruptcy court was im-
proper, and that the proceeding instead
should have been removed to the district
court. Plaintiffs state that the remedy
for this error is to remand the case to
state court, where any further attempt
at removal will be untimely. The Trus-
tee argues that removal to the bankrupt-
cy court was proper.
Some authority supports Plaintiffs’ posi-
tion. See In ve Schuler, 45 B.R. 684,
686 (Bankr.D.N.D.1985) (finding that
“No mention is made of the bankruptey
court” in section 1452). However, the
majority of courts to look at this issue
have found that removal to the bank-
ruptcy court is proper. Braden Part-
ners, L.P. v. Hometech Medical Ser-
vices, Inc., 2003 WL 223423 (N.D.Cal.
2003) (citing In re Aztec Industries, Inc.,
84 B.R. 464 (Bankr.N.D.Ohio 1987)); In
re Princess Louise Corp., 77 B.R. 766,
768 (Bankr.C.D.Cal.1987); In re Con-
vent Guardion Corp., 75 B.R. 346, 347
(Bankr.E.D.Pa.1987); Matter of Centro
de Transmisiones Automaticas, 73 B.R.
297, 298 (Bankr.D.Puerto Rico 1987); In
re North American Funding Corp., 64
B.R. 795, 796 (Bankr.S.D.Tex.1986); In
re Finley, 62 B.R. 361, 365 (Bankr.
N.D.Ga.1986); Matter of Cassidy Land
& Cattle Co., 62 B.R. 93, 96 (Bankr.
D.Neb.1986); In re Commercial Oil Ser-
vice, Inc., 58 B.R. 311, 314 (Bankr.
N.D.Qhio 1986), aff'd sub nom. State of
Ohio v. [In re] Commercial Oil Service,
Inc., 88 Bankr.[B.R.] 126 (N.D.Ohio
1987); In ve Gianakas, 56 B.R. 747,
750-753 (N.D.IIL.1985); In ve Philadel-
phia Gold Corp., 56 B.R. 87, 89-90
(Bankr.E.D.Pa.1985). This Court finds
the majority view to be the correct one.
Id.
We likewise agree with the majority
view and find that removal to the Bank-
ruptey Court is proper.
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B. Closed Case

[2] The Plaintiffs assert that the No-
tice of Removal must be stricken because
Defendants are pursuing removal without
first reopening the Bankruptcy Case.

The case was closed on the Court’s
docket on May 14, 1996. The terms of the
Plan can be construed to mean that even
though the case is closed on the docket,
the case remains open until all Class 5
claims have been paid in full.

[3] Even if the case is considered
closed, “[a] court’s jurisdiction ‘does not
evaporate with the closing of a bankruptcy
case.”” In re Sterling Optical Corp., 302
B.R. 792, 808 (Bankr.S.D.N.Y.2003) quot-
ing Speleos v. McCarthy, 201 B.R. 325, 329
(D.D.C.1996). “To the contrary, the clos-
ing of a bankruptcy case is simply an
administrative matter, and ‘does not affect
a bankruptey court’s jurisdiction to deter-
mine matters relevant to the case’”. Ster-
ling Optical at 808 quoting In re Taylor,
216 B.R. 515, 521 (Bankr.E.D.Pa.1998).

[4] Further, 11 U.S.C. § 350(b) pro-
vides that “[a] case may be reopened in the
court in which such case was closed to
administer assets, to accord relief to the
debtor, or for other cause.” 11 U.S.C.
§ 350(b), “While no party sought the re-
opening, 11 U.S.C. § 105(a) empower[s]
the bankruptcy court to reopen the case on
its own motion.” Donaldson v. Bernstein,
104 F.3d 547, 552 (3rd Cir.1997).

To the extent that reopening is neces-
sary or required, we will direct the Clerk
to reopen the case so that these matters
that have a significant connection with the
administration of the case can be ad-
dressed.

C. Jurisdiction

[6] Federal bankruptey jurisdiction
was recently discussed by the Court of
Appeals for the Third Circuit in the case of

In re Combustion Engineering, Inc, 391
F.3d 190 (3rd Cir.2005):

Federal bankruptecy jurisdiction is de-
fined by 28 U.S.C. § 1334. Section
1334(b) confers upon the district courts
“original and exclusive jurisdiction of all
cases under title 11,” and “original but
not exclusive jurisdiction of all civil pro-
ceedings arising under title 11, or aris-
ing in or related to cases under title
117 28 U.S.C. § 1334(b). Section
157(a) of the Bankruptey Code permits
district courts to refer most matters to
a bankruptey court. See 28 U.S.C.
§§ 157(a), 151. This broad jurisdiction-
al grant allows bankruptcy courts to
“deal efficiently and expeditiously with
all matters connected with the bank-
ruptey estate.” Celotex Corp. v. Ed-
wards, 514 U.S. 300, 308, 115 S.Ct.
1493, 131 L.Ed.2d 403 (1995) (quoting
Pacor, Inc. v. Higgins, 743 F.2d 9&4,
994 (3d Cir.1984)).

“Bankruptcy court jurisdiction poten-
tially extends to four types of title 11
matters: ‘(1) cases under title 11, (2)
proceeding[s] arising under title 11, (3)
proceedings arising in a case under title
11, and (4) proceedings related to a case
under title 11.”” Binder v. Price Wa-
terhouse & Co., LLP (In re Resorts
Int’l, Inc.), 372 F.3d 154, 162 (3d Cir.
2004) (quoting Torkelsen v. Maggio (In
re Guild & Gallery Plus), 72 F.3d 1171,
1175 (3d Cir.1996)). Cases under title
11, proceeding arising under title 11,
and proceedings arising in a case under
title 11 are referred to as “core” pro-
ceedings; whereas proceedings “related
to” a case under title 11 are referred to
as “non-core” proceedings.®® In re Re-
sorts Intl, Inc., 372 F.3d at 162 (citing
1 Collier on Bankruptey, 13.02[2], at 3-
35 (15th ed. Rev.2003)). ..
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38, “[Clases under Title 11,” as used in 28
U.S.C. § 1334(a), "'refers merely to the bank-
ruptcy petition itself.” In re Marcus Hook
Dev. Park, Inc., 943 F.2d 261, 264 (3d Cir.
1991) (quoting Matter of Wood, 825 F.2d 90,
92 (5th Cir.1987)). The term ‘“proceeding,”
on the other hand, as used in 28 U.S.C.
§ 1334(b), refers “to the steps within the
‘case’ and to any subaction within the case
that may raise a disputed or litigated matter.”
In re Wolverine Radio Co., 930 F.2d 1132,
1141 n. 14 (6th Cir.1991) (citing 2 Collier on
Bankruptcy 1301.03 (15th ed.1990)). Put
differently, “‘anything that occurs within a
case is a proceeding,” see 1 Collier on Bank-
ruptcy 13.01[4][b] at 3-19 (15th Ed. Rev.
2003) (quoting HR.Rep. No. 595, 95th Cong.,
Ist Sess. 445 (1977)[, U.S.Code Cong. & Ad-
min.News 1978, pp. 5963, 6401]), including
all “controversies, adversary proceedings,
contested matters, suits, actions or disputes.”
Id. 13.01[3] at 3-13.

In re Combustion Engineering, Inc., 391

F.3d at 225-26 (3d Cir.2005).

On its face, section 1334 does not distin-
guish between pre-confirmation and
post-confirmation jurisdiction. None-
theless, courts sometimes have found a
need to curtail the reach of related to
jurisdiction in the post-confirmation con-
text so that bankruptey court jurisdic-
tion does not continue indefinitely. See,
e.g., In re Pegasus Gold Corp., 394 F.3d
1189, 1193-94 (9th Cir.2005) (suggesting
that post-confirmation bankruptey court
jurisdiction is necessarily more limited
than pre-confirmation jurisdiction); In
re Resorts Int'l, Inc., 372 F.3d 154, 164-
69 (3d Cir.2004) (similar).

In re Boston Regional Medical Center,
Inc., 410 F.3d 100, 106 (1st Cir.2005).

[6] The Court of Appeals for the Third
Circuit has also recently addressed the
jurisdiction of the bankruptey court to
hear an action commenced after confirma-
tion of a plan of reorganization. In 7e
Resorts Int'l, Inc, 372 F.3d 154 (3d Cir.
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2004) “[Wihere there is a close nexus to
the bankruptcy plan or proceeding...re-
tention of post-confirmation bankruptcy
court jurisdiction is normally appropriate.”
Id. at 168-69.

In Resorts, the basis of the claim was
misconduct by the accounting firm for a
Litigation Trust post-confirmation. Id. at
169. Resorts is unlike the situation here,
where the Plaintiffs’
against a court appointed professional for
work performed during the bankruptey

claims are claims

case.

The facts of the present case are analo-
gous to the facts in In ve Southmark
Corp., 163 F.3d 925 (5th Cir.1999), where
the claims of professional malpractice were
based on services provided during the
bankruptey, under the supervision of, and
subject to the approval of, the bankruptcy
court. Id. The Plaintiffs’ claims against
the Defendants “implicate the integrity of
the bankruptey process.” Donaldson v.
Bernstein, 104 F.3d at 553. The claim is a
claim “arising in” a bankruptcy case and as
a result, this court has jurisdiction. Heck-
Dance v. Cardona—Jimenez, 102 Fed.
Appx. 171 (1st Cir.2004); Grausz, M.D. v.
Englander, 321 F.3d 467, 471 (4th Cir.
2008); In re Southmark Corp, 163 F.3d
925 (5th Cir.1999); In re LGI, Inc., 322
B.R. 95 (Bankr.D.N.J.2005).

D. Core v. Non—-Core Matter

[71 “A proceeding is core under [28
U.S.C.] § 157 if it invokes a substantive
right provided by title 11 or if it is a
proceeding that, by its nature, could arise
only in the context of a bankruptcy case.”
In re The Guild and Gallery Plus, Inc., 72
F.3d 1171, 1178 (3d Cir.1996) quoting In re
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Marcus Hook Dev. Park, Inc., 943 F.2d
261, 267 (3d Cir.1991).

As the Court in Southmark stated in
concluding that the malpractice claims
against the accounting firm were core mat-
ters:

Southmark also disputes that its claims

could arise “only in the context of a

bankruptcy case,” inasmuch as South-

mark could have sued any accounting
firm that worked for it on similar
grounds of disloyalty, non-disclosure and
malpractice. It is somewhat disingenu-
ous for Southmark to attempt to pry
these claims out of their bankruptey set-
ting. Southmark’s petition alleges inter
alia claims for breaches of fiduciary
duty and of the contract whose terms
were approved by the bankruptey court.
Southmark prays for actual damages in-
cluding return of the entire $4 million
fee it paid Coopers from money belong-
ing to the debtor’s estate. The fee
award was both approved by the bank-
ruptey court and subjected to the bank-
ruptey court’s later disgorgement order.
In this case, the professional malprac-
tice claims alleged against Coopers are
inseparable from the bankruptcy con-
text. A sine qua non in restructuring
the debtor-creditor relationship is the
court’s ability to police the fiduciaries,
whether trustees or debtors-in-posses-
sion and other court-appointed profes-
sionals, who are responsible for man-
aging the debtor’s estate in the best
interest of creditors. The bankruptcy
court must be able to assure itself and
the creditors who rely on the process
that court-approved managers of the
debtor’s estate are performing their
work, conscientiously and cost-effec-
tively. Bankruptey Code provisions
describe the basis for compensation,
appointment and removal of court-ap-
pointed professionals, their conflict-of-

interest standards, and the duties they
must perform. See generally 11
US.C. §8 321, 322, 324, 326-331. Al-
though standards for the conduct of
court-appointed  professionals, the
breach of which may constitute bank-
ruptcy malpractice, are not comprehen-
sively expressed in the statute, the
Code need not duplicate relevant, also-
applicable state law. It is evident that
a court-appointed professional’s derelic-
tion of duty could transgress both ex-
plicit Code responsibilities and applica-
ble professional malpractice standards.
For instance, in Billing v Ravin,
Greenberg & Zackin, P.A, 22 F.3d
1242 (3d Cir.1994), the professional
malpractice allegations included the at-
torneys’ failure to comply with court
orders and to submit a plan of reorga-
nization to the bankruptey court.
Award of the professional’s fees and
enforcement of the appropriate stan-
dards of conduct are inseparably relat-
ed functions of bankruptey courts.

Supervising the court-appointed profes-
sionals also bears directly on the distri-
bution of the debtor’s estate. If the
estate is not marshaled and liquidated or
reorganized expeditiously, there will be
far less money available to pay creditors’
claims. Excessive professional fees or
fees charged for mediocre or, worse,
phantom work also cause the estate and
the creditors to suffer.

Although surprisingly few court of ap-
peals cases have explored the bound-
aries of bankruptey courts’ core jurisdic-
tion in the wake of Marathon, at least
three decisions are premised on the un-
derstanding that professional malprac-
tice claims against court-appointed pro-
fessionals are indeed core matters. See
Billing, 22 F.3d 1242; Walsh v. North-
western Nat'l Ins. Co., 51 F.3d 1473,
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1476 (9th Cir.1995); Sanders Confec-
tionery Prods., Inc. v. Heller Fin., Inc.,
973 F.2d 474, 483 n. 4 (6th Cir.1992).
No appeals court decision has held oth-
erwise. In one case against a bankrupt-
¢y trustee to recover property that did
not belong to the debtors’ estate, the
court rejected subject matter jurisdic-
tion founded on either core or related-
to-bankruptey jurisdiction. In re Guild
and Gallery Plus, Inc, 72 F.3d 1171,
1173 (3d Cir.1996).

Southmark’s lawsuit draws into question
Coopers’ performance of its duties under
court order, and it seeks in part to re-
cover on the claim Southmark would
have had against Drexel. For these and
other reasons just discussed, we con-
clude that Southmark’s case against
Coopers is a core proceeding in bank-
ruptey. ‘

In re Southmark Corp.,, 163 F.3d at 930~
3.

We likewise conclude that the Plaintiffs’
Complaint against the Defendants is a core
proceeding.

E.  Abstention

[8] 28 U.S.C.§ 1334(c)(1) provides:

(c)(1) Nothing in this section prevents a
district court in the interest of justice, or
in the interest of comity with State
courts or respect for State law, from
abstaining from hearing a particular
proceeding arising under title 11 or aris-
ing in or related to a case under title 11.

28 U.S.C. § 1334(c)(1).

[9-11] “Because this is a core proceed-
ing, the bankruptcy court [has] discretion
whether to abstain from hearing it.”
Southmark at 931. “[Wile are mindful that
federal courts generally should exercise
their jurisdiction if it is properly conferred,
and that abstention is the exception rather
than the rule.” In re Phelps Technologies,
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Inc., 238 B.R. 819, 822 (Bankr.W.D.Mo.
1999) citing Matter of Chicago, Milwau-
kee, St. Paul & Pacific Railroad Co., 6
F.3d 1184, 1189 (7th Cir.1993); see also In
re Williams, 256 B.R. 885, 893-94 (8th Cir.
BAP 2001).

We have considerable latitude in decid-
ing whether to abstain.

“Permissive abstention from core pro-
ceedings under 28 U.S.C. § 1334(c)(1) is
left to the bankruptey court’s discre-
tion.” In re Petrie Retail, Inc., 304 F.3d
223, 232 (2d Cir.2002).

In determining whether to exercise per-
missive abstention under § 1334(c)
courts have considered one or more (not
necessarily all) of twelve factors: (1) the
effect or lack thereof on the efficient
administration of the estate if a Court
recommends abstention, (2) the extent to
which state law issues predominate over
bankruptey issues, (3) the difficulty or
unsettled nature of the applicable state
law, (4) the presence of a related pro-
ceeding commenced in state court or
other non-bankruptey court, (6) the ju-
risdictional basis, if any, other than 28
U.S.C. § 1334, (6) the degree of related-
ness or remoteness of the proceeding to
the main bankruptey case, (7) the sub-
stance rather than form of an asserted
“core” proceeding, (8) the feasibility of
severing state law claims from core
bankruptcy matters to allow judgments
to be entered in state court with en-
forcement left to the bankruptcy court,
(9) the burden of [the court’s] docket,
(10) the likelihood that the commence-
ment of the proceeding in a bankruptcy
court involves forum shopping by one of
the parties, (11) the existence of a right
to a jury trial, and (12) the presence in
the proceeding of non-debtor parties.

In re Balco Equities, Ltd., Inc., 323 B.R.
85, 92-93 (Bankr.S.D.N.Y.2005) quoting In
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re Cody, Inc, 281 B.R. 182, 190-91
(S.D.N.Y.2002).

[12] “Courts should apply these factors
flexibly, for their relevance and importance
will vary with the particular circumstances
of each case, and no one factor is necessar-
ily determinative.” Matter of Chicago,
Milwavkee, St. Paul & Pacific Railroad
Co., 6 F.3d at 1189.

Applying these factors, we conclude that
abstention is not appropriate., Of particu-
lar relevance to our determination are the
facts that the issues presented by the
Complaint represent a core proceeding,
and therefore, all of the factors pertaining
to non-core proceedings are inapplicable;
and the fact that the Complaint involves
the nature of the services that the Defen-
dants performed for the bankruptcy estate
as court appointed professionals and the
fees awarded under supervision of this
court. The issues are at the heart of the
bankruptey court’s jurisdiction and are in-
extricably related to the bankruptcy case.
The interests of justice would be disserved
were we to abstain from hearing and de-
ciding these issues.

The Plaintiffs’ Motion to Remand Case
to State Court will be refused.

2. Motion to Dismiss

A.  Standard for Motion to Dismiss

“In considering a motion to dismiss, a
court must accept all of the factual allega-
tions in the complaint and draw all reason-
able inferences from those facts in favor of
plaintiffs.” Lum v. Bank of America, 361
F.3d 217, 223 (3d Cir.2004) citing Moore v.
Tartler, 986 F.2d 682, 685 (3d Cir.1993).
“A court may dismiss the Complaint only if
it is clear that no relief could be granted
under any set of facts that could be proved
consistent with the allegations.” Lum at
223 citing Hishon v. King & Spalding, 467
U.S. 69, 73, 104 S.Ct. 2229, 81 L.Ed.2d 59

(1984). In the present case, accepting all
of the allegations in the Complaint as true
and drawing every reasonable inference in
favor of the Plaintiffs, we conclude that
Plaintiffs fail to state a claim for relief, for
the reasons discussed below.

B.  Shareholder Derivative Lawsuit

Pennsylvania law defines a shareholder’s
derivative action as an “action or pro-
ceeding brought to enforce a secondary
right on the part of one or more share-
holders of a business corporation against
any present or former officer or director
of the corporation because the corpora-
tion refuses to enforce rights that may
properly be asserted by it.” 15 Pa.C.S.
§ 1782(a). See also Pa.R.Civ.P. 1506(a)
(a shareholder’s derivative action is one
brought “to enforce a secondary right
brought by one or more stockholders or
members of a corporation or similar en-
tity because the corporation or entity
refuses or fails to enforce rights which
could be asserted by it”).

In Davis v. U.S. Gypsum Co., 451 F.2d
659 (3rd Cir.1971), the Third Cireuit dis-
tinguished between a derivative action
and an individual action as follows:

It is hornbook law that claims asserted
for the benefit of stockholders qua
stockholders in a corporation because of

- the tortious acts of its officers or those
actions in conjunction with them is a
class suit, a derivative action, and recov-
ery is for the benefit of the corporation
directly and indirectly to its stockhold-
ers. It is equally clear that where a
corporation, tortiously conspires with
others to damage an individual and does
so a cause of action arises which belongs
to the individual.

451 F.2d at 662. Pennsylvania corpo-
rate commentators also recognize this
distinction:

122



222

Where there is a breach of the contract
existing between the corporation and a
shareholder by reason of his status as a
shareholder, as distinguished from a
breach of a contract between the corpo-
ration and a third person; or where
there is a breach of the fiduciary duty
which the directors, officers, or majority
shareholders owe to a shareholder or
the minority shareholders, as such, as
distinguished from the breach of such a
duty owed to the corporation, the share-
holder injury by such breach has a di-
rect, personal cause of action.

W. Edward Sell & William H. Clark,
Jr., Pennsylvania Business Corporations
(1997) § 1782.2. See also William M.
Fletcher, 12B Cyclopedia of the Law of
Private Corporations (“Fletcher”)
§ 5911 (“[i}f the injury is one to the
plaintiff as a shareholder as an individu-
al, and not to the corporation, as where
the action is based on a contract to
which the shareholder is a party, ...itis
an individual action”).

First Republic Bank v. Brand, No. 147
Aug. Term 2000, 2001 WL 1807749 (Pa.
Com.Pl. June 1, 2001).

[13] The Court agrees with the Defen-
dants that the Plaintiffs’ claims are share-
holder derivative claims that can only be
presented by the Plaintiffs through a
shareholder derivative lawsuit. In the
Complaint, Plaintiffs assert that they “are
now or formerly [were] shareholders of
Seven Fields Development, Inc.” Plaintiffs
further assert that the Complaint is filed
on behalf of all current or former share-
holders of Seven Fields stock and assert
that “the damages suffered by each of the
Plaintiff class in the form of investments
lost in respect to the relative share they
could have received” are common to all
members of the class. The Plaintiffs fur-
ther allege that “as investors/shareholders,
the relationship of each of them to the
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Defendants and the successor corporation
are substantially identical” and all holders
of Seven Fields stock have “suffered iden-
tical losses relative to the amounts of the
investment and the potential for return
loss.”

The Plaintiffs allege to have suffered
indirect harm through asserted losses on
their stock investment which stems from
the alleged diminution in value of their
corporation. This type of injury is a cor-
porate injury. Plaintiffs have no standing
to prosecute litigation in their own name to
recover for this type of injury.

A stockholder of a corporation does not

acquire standing to maintain an action in

his own right, as a shareholder, when
the alleged injury is inflicted upon the
corporation and the only injury to the
shareholder is the indirect harm which
consists in the diminution in value of his
corporate shares resulting from the im-
pairment of corporate assets. In- this
situation, it has been consistently held
that the primary wrong is to the corpo-
rate body and, accordingly, that the
shareholder, experiencing no direct
harm, possesses no primary right to sue.

Ash v Internotional Business Ma-

chines, 353 F.2d 491 (3 Cir.1965), cert.

denied, 384 U.S. 927, 86 S.Ct. 1446, 16

L.Ed.2d 531 (1966); Loeb v. Eastman

Kodak Co., 183 F. 704 (3 Cir.1910).

Kouffman v. Dreyfus Fund, Inc., 434 F.2d
727, 732 (3d Cir.1970). The only way
Plaintiffs can bring the claims is through a
shareholder derivative lawsuit.

[14] Prior to commencing a sharehold-
er derivative lawsuit, shareholders must
ordinarily make a demand on the board of
directors or comparable authority to pur-
sue the claim. Fed.R.Civ.P. 23.1; Warden
v, McLelland, 288 F.3d 105, 110-111 (3d
Cir.2002).

Under Pennsylvania law, a shareholder

cannot ordinarily bring an action on be-
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half of the corporation without first
making demand on the board of di-
rectors to pursue the action. Cuker v.
Mikalauskas, 547 Pa. 600, 692 A.2d
1042, 1049-50 (1997). In Cuker, the
Pennsylvania Supreme Court expressly
adopted several sections of the Ameri-
can Law Institute’s Principles of Corpo-
rate Governance, including the section
setting forth the demand requirement.
Section 7.03(b) provides, “Demand on
the board should be excused only if the
plaintiff makes a specific showing that
irreparable injury to the corporation
would otherwise result, and in such in-
stances demand should be made prompt-
ly after commencement of the action.”
Id. at 1050. Prior to Cuker, “[s]ufficient
averments of fraud excused a demand
based upon its futility.” Drain v. Cove-
nant Life Ins. Co., 551 Pa, 570, 712 A.2d
273, 278 (1998). But “Cuker, which es-
tablished that a demand is excused only
if irreparable harm to the corporation is
shown, changed the law on demand re-
quirements in derivative actions.” Id.

1d. (footnote omitted).

[15] A shareholder may not bring a
derivative action unless the “complaint al-
leges, with particularity, the efforts made
by the shareholders to obtain corporate
action and the reason for failure to obtain
it.” Shiensky v. Dorsey, 574 F.2d 131, 140
(3d Cir.1978).

[16] Plaintiffs assert that “[t]The corpo-
ration that defendants insist should have
had the initial opportunity to prosecute
plaintiffs’ cause of action has not existed
for many years, thus rendering any such
prerequisite ‘unavailing’ or ‘futile’.”

Public records may be considered in rul-
ing upon a motion to dismiss. Children’s
Seashore House v. Waldman, 197 F.3d
654, 661 n. 7 (3d Cir.1999); Shaffer v.
South State Machinery, Inc., 995 F.Supp.
584, 586 n. 3 (W.D.Pa.1998). As the De-

fendants state in their Reply Memoran-
dum of Law, undisputed public records
reveal that:

As of October 11, 1994, Seven Fields
Development Corporation and Seven
Fields Development Company (a Penn-
sylvania business trust) merged and
continued operating as a business trust
under the name of “Seven Fields Devel-
opment Company.” (Reply Affirmation,
Exhibit B).

Under the merger agreement, all prop-
erty rights of Seven Fields Development
Corporation, including all choses in ac-
tion, became property of the Seven
Fields Development Company. (Reply
Affirmation, Exhibit B, 1 7(a)(i)).

Within the past year, the trustee for
Seven fields Development Company
(“Trustee”) has participated in litigation
to assert property rights of Seven Fields
Development Corporation. (Reply Af-
firmation, Exhibit C).

On June 8, 2004, the Trustee com-
menced litigation against the state court
judgment creditor Barbara L. Reilly
(“Mrs.Reilly”) arguing that any recovery
by Mrs. Reilly against Defendants aris-
ing out of the bankruptcy is property of
the 2,600 shareholders of Seven Fields
Development  Corporation (including
Plaintiffs) who are now the beneficiaries
of the trust. (Reply Affirmation, Exhib-
it C).

Plaintiffs had actual notice through their
agent that the Trustee was pursuing
claims on behalf of Seven Fields Devel-
opment Corporation. On June &, 2004,
the Trustee commenced litigation
against Mrs. Reilly (Reply Affirmation,
Exhibit B). On August 20, 2004, Mrs.
Reilly filed a motion to dismiss, and was
represented by Pribanic & Pribanie,
P.C. (Reply Affirmation, Exhibit D and
E). On September 29, 2004, Plaintiffs’
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attorneys Pribanic & Pribanic, P.C. com-
menced the instant action. Prior to fil-
ing the instant action, therefore, Plain-
tiffs’ agent Pribanic & Pribanic, P.C.
knew that the Trustee had authority to
pursue claims owned by Seven Fields
Development Corporation and had exer-
cised such authority on more than one
occasion.

The Plaintiffs failed. to make the re-
quired demand before initiating the Com-
plaint. Plaintiffs’ assertion that such de-
mand would have been “unavailing” or
“futile,” is without merit.

Plaintiffs further assert that the Defen-
dants lack standing to enforce the demand
requirement for a shareholder derivative
claim. “[Ilt is well settled, contrary to the
plaintiffs’ contention, that defendants other
than the corporation whose rights the
shareholder plaintiffs are seeking to vindi-
cate may successfully raise the defense of
failure to comply with rule 23.1.” Shlen-
sky, 574 ¥.2d at 142.

Plaintiffs have brought this suit in their
individual capacities and also to represent
other identically situated individual share-
holders. Plaintiffs demand that damages
be paid directly to themselves. Plaintiffs
did not bring an action in the name of the
corporation seeking to enforce the corpo-
ration’s rights, nor have they alleged that
any demand was made upon the corpora-
tion to commence such action. Plaintiffs’
claims must be dismissed.

C. Res Judicata, Collateral Estoppel
and Judicial Estoppel

Having concluded that the within Com-
plaint must be dismissed as an improper
shareholder derivative lawsuit, we need go
no further. However, we feel compelled to
address the doctrines of res judicata, col-
lateral estoppel and judicial estoppel.

331 BANKRUPTCY REPORTER

This Bankruptcy Case involved a Debtor
which operated a scheme whereby Inves-
tors were duped into putting money into
the debtor corporation with promises of
unrealistically high rates of return over
short periods of time. At filing, Debtor
owed these Investors in the neighborhood
of $69 million dollars. Other debt, consist-
ing of secured claims and usual and ordi-
nary trade debt, paled in comparison. A
Committee of unsecured creditors was
formed. The Committee was comprised of
and represented all of those individuals
who were duped into making investments
in the Debtor corporations. The status of
the Investors was unclear. They were
called inter alia investors, bondholders or
shareholders. No matter what label they
were given, they were all considered and
treated as unsecured creditors in the
Bankruptcy Case. The Plaintiffs who bring
the within Complaint were members of
that constituency. They were represented
by the creditors Committee which took a
very active part in the case. Plaintiffs,
whether directly or through their Commit-
tee, had every opportunity to litigate, in-
vestigate and question every aspect of the
Debtor’s operation, finances, assets and
valuations. If they had any concern about
insolvency or valuation analyses, they had
every right and opportunity to engage
their own professionals. It was the Plain-
tiffs’ constituency by and through their
Committee that proposed a competing plan
of reorganization and sought confirmation
of that plan by the Court. It was the
Plaintiffs’ constituency that objected to E
& Y’s fee application and eventually, fol-
lowing confirmation, it was the Plaintiffs’
company that reached a settlement of the
amount of the fee that E & Y would re-
ceive, and sought Court approval of that
settlement. Upon confirmation of the
Plan, the Plaintiffs and the class that they
purport to represent became the share-
holders of the new corporation, later
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known as Seven fields, and were solely in
control of all of the Debtor’s assets and
were free to choose whether to develop or
to liquidate those assets as they saw fit.

[17] The doctrines of claim preclusion
and issue preclusion (res judicata and col-
lateral estoppel) bar an action when the
foundation upon which the claims rest has
already been litigated. CoreStates Bank,
N.A. v. Huls America, Inc., 176 ¥.3d 187
(3d Cir.1999).

In Board of Trustees of Trucking Em-

ployees Welfare Fund, Inc. v. Centra,

983 F.2d 495 (3d Cir.1992), we explained

that claim preclusion (or res judicata as

it is also called) “gives dispositive effect
to a prior judgment if a particular issue,
although not litigated, could have been
raised in the earlier proceeding. Claim
preclusion requires: (1) a final judgment
on the merits in a prior suit involving:

(2) the same parties or their privities;

and (3) a subsequent suit based on the

same cause of action.” Centra, 983 F.2d
at 504 (emphasis added; citations omit-
ted). If these three factors are present,

a claim that was or could have been

raised previously must be dismissed as

precluded.

We have elaborated on the third ele-

ment of the Centra test, both in general

and in the context of bankruptey pro-
ceedings. In deciding whether two suits
are based on the same “cause of action,”
we take a broad view, looking to wheth-
er there is an “essential similarity of the
underlying events giving rise to the vari-
ous legal claims.” United States v. Ath-
lone Indus., 746 F.2d 977, 984 (3d Cir.

1984); see also Restatement (Second) of

Judgments § 24 ecmt. a (“The present

trend is to see claim in factual [as op-

posed to legal] terms and to make it
coterminous with the transaction re-
gardless of the number of substantive
theories. . .that may be available to the

plaintiff. . .”); id. emt. b (“In general,
the expression [‘transaction’] connotes a
natural grouping or common nucleus of
operative facts.”). Because a “bankrupt-
cy case” is fundamentally different from
the typical civil action, however, compar-
ison of a bankruptey proceeding with
another proceeding is not susceptible to
the standard res judicata analysis.
“Rather, we scrutinize the totality of the
circumstances in each action and then
determine whether the primary test of
Athlone, ie., essential similarity in the
underlying events, has been satisfied.”
Oneida Motor Freight, Inc. v. United
Jersey Bank, 848 F.2d 414, 419 n. 5 (3d
Cir.1988).

The principle of claim preclusion applies
to final orders overruling objections to a
reorganization plan in bankruptcy pro-
ceedings just as it does to any other
final judgment on a claim. See Wallis v.
Justice Oaks II, Ltd. (In re Justice
Oaks 11, Ltd.), 898 F.2d 1544, 1552 (11th
Cir.1990) (“Because the claims raised in
the Wallises’ adversary complaint were
already raised, or could have been
raised, in their objection to confirmation,
we hold that the doctrine of claim pre-
clusion bars them from relitigating those
claims.”); see also Katchen v. Landy,
382 U.S. 323, 334, 8 S.Ct. 467, 15
L.Ed.2d 391 (1966) (“The normal rules
of res judicata and collateral estoppel
apply to the decisions of bankruptey
courts.”); Donaldson v. Bernstein, 104
T.3d 547, 554 (3d Cir.1997) (“[A] confir-
mation order is res judicata as to all
issues decided or which could have been
decided at the hearing on confirmation.”)
(quoting In re Szostek, 886 F.2d 1405,
1408 (3d Cir.1989)); Crop-Maker Soil
Servs. v. Fairmount State Bank, 881
F.2d 436, 440 (7th Cir,1989) (“Public pol-
icy supports res judicata generally, but
in the bankruptcy context in particu-
lar.”); ef. 11 U.S.C. § 1141(a) (“[T]he
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provisions of a confirmed plan
bind...any creditor...whether or not
the claim or interest of such credi-
tor...is impaired under the plan and
whether or not such creditor. . .has ac-
cepted the plan.”).

Id. at 194-95.

[18] The Plaintiffs and the class that
they purport to represent proposed a Plan
which provided for substantive consolida-
tion of the Debtor entities based on their
collective insolvency. Following an evi-
dentiary hearing at which the issue was
litigated, we found that the Debtor entities
were in fact insolvent and confirmed the
Committee Plan. The Plaintiffs herein, as
constituents of the Committee, may not
now change their position regarding the
Debtor’s solvency.

Plaintiffs’ instant claims are based upon
a single premise: the Debtor entities were
not insolvent and because of the perception
of insolvency, Seven Fields sold assets too
quickly at a loss to Plaintiffs’ interests.

[19,20] A Plan is binding upon all par-
ties once it is confirmed, and all questions
that were raised or could have been raised
pertaining to such plan are res judicata.
B.R. Eubanks, M.D. v. Federal Deposit
Insurance Corp., 977 F.2d 166, 170 (5th
Cir.1992); Donaldson v. Bernstein, 104
F.3d 547, 554 (8d Cir.1997) (“[A] confirma-
tion order is res judicate as to all issues
decided or which could have been decided
at the hearing on confirmation.”); Crop-
Maker Soil Services, Inc. v. Fairmount
State Bank, 881 F.2d 436, 440 (7th Cir.
1989). The preclusive effect of a con-
firmed plan of reorganization is binding
upon every entity that holds a claim or
interest in the bankruptcy irrespective of
whether a creditor is impaired under the
plan or whether such creditor has accepted
the plan. Id.; see also 5 Collier on Bank-
ruptey 11141.02[1] (15th ed.2004).
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This Court expressly stated in its confir-
mation order that “[e]ach Debtor Corpora-
tion is insolvent.” The Committee, which
represented the interests of all investors-
turned-shareholders, actively participated
in and was a “party” to the bankruptey.
Plaintiffs, whether directly or through the
Committee, had numerous opportunities to
litigate, investigate and question the debt-
ors’ insolvency prior to confirmation of the
Plan.

The confirmation order constitutes a full
and final judgment on the merits as to the
debtors’ insolvency, and Plaintiffs cannot
reopen or relitigate that issue. Because
the foundation upon which Plaintiffs’
claims rest may not be relitigated as a
matter of law, their claims fail and must be
dismissed.

[21] Similarly, this Court's approval of
E & Y’s fees is res judicata as to any
subsequent claims for malpractice or mis-
conduct as to work performed under the
supervision of the Court. See Grausz,
M.D. v. Englander, 321 F.3d 467 (4th Cir.
2003); In re Iannochino, 242 F.3d 36 (1st
Cir.2001); In re Intelogic Trace, Inc., 200
F.3d 382, 387-88 (5th Cir.2000); In e
Southmark Corp., 163 F.3d 925 (5th Cir.
1999); In re Coastal Plains, Inc., 326 B.R.
102 (Bankr.N.D.Tx.2005); and In re Blair,
319 B.R. 420 (Bankr.D.Md.2005).

Here, E & Y filed fee applications. The
Committee (representing the unsecured
creditors including the Plaintiffs and the
class that they purport to represent) ac-
tively participated in the fee application
process and filed objections to the fees
claimed by E & Y. Thereafter, following
confirmation of the Plan proposed by the
Committee, E & Y and Seven Fields (then
owned and operated solely by the Plaintiffs
and the class they purport to represent)
filed a Stipulation which proposed to settle
E & Y'’s fees. This Court approved the
Stipulation and a $125,000 payment to E &
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Y. The doctrine of res judicata bars Plain-
tiffs from relitigating all issues pertaining
to the nature, quality and scope of Defen-
dants’ work.

The Plaintiffs direct our attention to the
case brought against E & Y by the former
shareholders of the Debtors, Barbara L.
Reilly and Thomas Reilly. Reilly v. Ernst
& Young, LLP, No. Civ. Div. AD 97-1002,
2003 WL 22761810 (Pa.Com.Pl. Nov.20,
2003) (hereinafter the “Reilly State Court
Action”). Barbara L. Reilly and Thomas
Reilly (collectively, the “Reillys”) were the
prepetition shareholders of the Debtor.
Under the Plan, all of the Reillys’ interest
was eliminated. The Reillys brought suit
in State Court against E & Y, 16 years
after confirmation of the Plan and seven
years after the case was closed on the
Bankruptey Court docket, on theories of
negligence, civil conspiracy and fraudulent
misrepresentation. The Reillys asserted
that they suffered a loss of their property
in the Bankruptcy Case due to the mis-
deeds of E & Y. E & Y raised many of the
same defenses in that case that it now
raises before this Court. The State Court
entered a verdict in favor of Barbara Reil-
ly. That decision is presently on appeal.

Plaintiffs assert that the doctrine of non-
mutual offensive collateral estoppel (also
known as non-mutual issue preclusion)
bars the Defendants from asserting the
defenses they now raise because an earlier
trial court has passed judgment on these
same defenses when the Defendants raised
them in Reilly State Court Action.

[22] “Offensive collateral estoppel oc-
curs when a plaintiff seeks to estop a
defendant from relitigating an issue which
the defendant previously litigated and lost
against another plaintiff.” Raytech Corp.
v. White, 54 F.3d 187, 190 n. 5 (3rd Cir.
1995) citing Parklane Hosiery Co. w.
Shore, 439 U.S. 322, 329, 99 S.Ct. 645, 651,
58 L.Ed.2d 552 (1979).

[23,24] Collateral estoppel is permissi-
ble as to a given issue if: (1) the identical
issue was previously adjudicated; (2) the
issue was actually litigated and decided in
the previous proceeding; (3) the party had
a full and fair opportunity to litigate the
issue; and (4) the resolution of the issue
was necessary to support a valid and final
judgment on the merits. Bear, Stearns &
Co., Inc. v. 1109580 Ontario, Inc., 409 F.3d
87, 91 (2d Cir.2005). “These four factors
are required but not sufficient.” Id. “In
addition, a court must satisfy itself that
application of the doctrine is fair.” Id. See
also Parklane Hostery, 439 U.S. 322, 331,
99 S.Ct. 645, 58 L.Ed.2d 552 (1979); Ray-
tech Corp. v. White, 54 F.3d 187, 190 (3d
Cir.1995).

[25] In the Reilly State Court Action,
Defendants were prohibited from introduc-
ing into evidence much of the proof of
what took place in the Bankruptey Case. It
is not possible for the Defendants to have
had a full and fair opportunity to litigate
when the most essential facts were exclud-
ed by the State Court. Further, many of
the factual findings of the State Court
were based on “deemed admissions” rather
than upon actual evidence presented at
trial.

“The inconsistency of opinions where
multiple parties are suing one defendant in
similar (albeit not identical) fact situations
is the exact instance where it would be
unfair. . .to allow the use of offensive col-
lateral estoppel against the defendant.”
Evrbeck v. United States, 533 F.Supp. 444,
447 (S.D.Oh.1982) citing Parklone, 439
U.S. at 330-31 n. 14, 99 S.Ct. at 651 n. 14.

This Court determined that the Debtors
were insolvent. The state court based its
judgment on findings to the contrary.

The use of offensive collateral estoppel
is not appropriate in this case.
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For all of the above reasons, dismissal of
the Complaint is warranted under the doc-
trines of res judicata, collateral estoppel
and judicial estoppel.

D. Other Grounds for Dismissal

The Defendants raise other issues such
as Statute of Limitations, Failure to State
a Claim for Professional Negligence,
Fraud or Negligent Misrepresentation,
and Immunity from Liability. Having con-
cluded that the Complaint must be dis-
missed as an improper shareholder deriva-
tive suit and for reasons of res judicata,
collateral estoppel and judicial estoppel, we
need not address the additional grounds
that are raised by the Defendants in the
Motion to Dismiss.

V. Conclusion

After confirmation of the Plan, all of the
Debtors’ assets were transferred to Seven
Fields. The Plaintiffs and the class that
they purport to represent then owned all
of the stock of Seven Fields and had com-
plete and total control of its assets. Seven
Fields elected to liquidate those assets.

The Plaintiffs now assert that the assets
would have been more valuable had they
been held for development rather than lig-
uidated. They seek to hold the Defen-
dants liable for causing the sale. They
assert that the sale occurred because the
Defendants erroneously classified the
Plaintiffs and their class as creditors in the
bankruptey case rather than investors, and
as a result it appeared that the Debtor had
a significant amount of debt rather than
having significant equity and that if the
Plaintiffs had known that there was equity,
they wouldn’t have felt compelled to
promptly liquidate the assets at reduced
prices.

The Complaint is a sham. The status of
the Plaintiffs and their class was always
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unclear in the bankruptcy case. As the

Committee’s own Plan states:

“Bondholders” and “Investors”—these
groups of creditors were designated as
indicated in the Schedules filed by Debt-
ors. These designations may not be
wholly accurate, depending upon charac-
terizations of the relationships between
the named persons in the schedules and
the Debtors. However, for purposes of
the Bankruptcy Code and the Plans filed
these parties are all unsecured creditors.
The  total  scheduled debt - is
$69,194,842.74.

The Committee represented the Plaintiffs
and the purported class. No matter
whether they were equityholders or credi-
tors, they were the only impaired class of
creditors under the Plan and under the
terms of the Plan, all of the Debtors’ as-
sets were transferred to Seven Fields and
the Plaintiffs and the Class received all of
the stock of Seven Fields and it was the
Plaintiffs and their class who were given
the task under the Plan of achieving the
goal of full payment to its group:

Assets will be sold or managed frugally,
carefully, responsibly and utilizing sound
business practice. Undeveloped assets
will be developed as and when fair and
reasonable proposals have been re-
ceived, studied and approved. All activi-
ties of the surviving reorganized corpo-
ration shall seek to achieve the goal of
full payment to Class 5§ creditors.

E & Y’s engagement ended upon confir-
mation of the Plan. The Plaintiffs and
their class were in charge of the assets
and of making a determination how to
maximize the value of the assets. All oth-
er creditors were paid in full under the
terms of the Plan and the Plaintiffs were
the only creditor group left to benefit from
the development or liquidation of the as-
sets. Whether they were considered cred-
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itors or equityholders in the Bankruptcy
Case was an insignificant point.

Bankruptey lawyers in drafting plans of
reorganization lately have included release
clauses for professionals. This Court has
refused to allow them. If a professional is
at fault, he should be held accountable.
But, this case is spurious.

The Complaint will be dismissed.

An appropriate Order will be entered.

ORDER

This 2nd day of September, in accor-
dance with the accompanying Opinion, it
shall be, and hereby is, ORDERED as
follows:

1. The Bankruptcy Clerk is directed to
reopen the bankruptcy case.

2. Plaintiffs’ Motion to Strike Defen-
dants’ Notice of Removal is REFUSED.

3. DPlaintiffs’ Motion to Remand Case
to State Court is REFUSED.

4. Defendants’ Motion to Dismiss
Plaintiffs’ Complaint is GRANTED.

O ¢ KEY NUMBER SYSTEM
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In re Kevin L. CARNES and Belinda
R. Carnes, Debtors.
Henry Ray Pope III, Trustee, Plaintiff,
V.
Interbay Funding LLC, Defendant.

Bankruptcy No. 04-10075.
Adversary No. 05-1011.

United States Bankruptcy Court,
W.D. Pennsylvania.

Oct. 4, 2005.

Background: Following sale of real prop-
erty owned by Chapter 7 debtors as ten-

ants by the entireties, trustee brought ad-
versary proceeding against mortgagee,
challenging validity of liens purportedly
created by mortgage and assignment of
rents signed by debtor-husband only.
Trustee moved for judgment on the plead-
ings.

Holding: The Bankruptey Court, Warren
W. Bentz, J., held that mortgagee lacked
valid security interest in property.

Motion granted.

1. Bankruptcy €=2705

Bankruptcy Code’s  “strong-arm”
clause, defining trustee’s powers over rival
creditors, confers upon trustee, as of the
date of the petition’s filing, the rights of a
bona fide purchaser when real property is
at issue. 11 U.S.C.A. § 544(a)(3).

2. Bankruptcy €=2704

Scope of trustee’s strong-arm powers
under Bankruptey Code is defined by the
law of the situs where real property is
located. 11 U.S.C.A. § 544(a).

3. Bankruptcy &2705
For purposes of Bankruptcy Code’s

strong-arm clause, a “bona fide purchaser

for value” is one who takes title to proper-
ty without notice, actual or constructive, of
any claim to the property. 11 U.S.C.A.
§ 544(a).

See publication Words and Phras-

es for other judicial constructions
and definitions.

4. Bankruptcy €=2705

As a hypothetical purchaser under
Bankruptcy Code’s strong-arm provision,
trustee {s deemed to have conducted a title
search of real property, paid value for
property, and perfected his interest in
property as of the date of commencement
of bankruptcy case. 11 U.S.C.A. § 544(a).
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truck laying dormant on the premises be-
cause it “might” be helpful in advancing
the sale. See, for example, Continental
Energy Assocs. L.P. v. Hazelton Fuel
Mgmit. Co. (In re Continental Energy As-
socs. L.P.), 178 B.R. 405, 408 (Bankr.
M.D.Pa.1995) (“During the period prior to
assumption or rejection of an executory
contract or unexpired lease, the estate
must pay the reasonable value of any con-
tractual benefits the estate receives during
that period, as an administrative ex-
pense.”) '

[8] The party claiming an administra-
tive priority has the burden of proof (with
the possible exception of § 365(d)(10)
charges, found in § 365(d)(5) of the cur-
rent code). Ford Motor Credit Co. v. Dob-
bins, supra at 866 (C.A4 (Va.),1994); In re
Mid Region Petrolewm, Inc., supra. at
1132.

1 deem this record insufficient to sup-
port an administrative allowance through
the first 60 days of the Debtor’s bankrupt-
cy.

An Order will follow.

ORDER

For those reasons indicated in the Opin-
ion filed this date, IT IS HEREBY

ORDERED that Motion for an Order
Allowing Administrative Expense Obli-
gations is granted, in part, and denied, in
part. The Motion of VFS Leasing Co.
pursuant to § 365(d)(5) is granted in the
amount of $12,346.28. Its Motion request-
ing administrative allowance for the initial
two months of the bankruptcy is denied.

w
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In re EARNED CAPITAL
CORPORATION,
Debtor.

Ernst & Young, LLP successor to
Arthur Young & Company,
Plaintiff

V.

Barbara L. Reilly and Thomas
Reilly, Defendants.

Bankruptcy No. 86-21474.
Adversary No. 07-2496.

United States Bankruptcy Court,
W.D. Pennsylvania.

Sept. 11, 2008.

Background: Accounting firm that had
represented corporate Chapter 11 debtors
in their substantively consolidated cases,
and whose negative valuation of each debt-
or had ultimately led to confirmation of
plan under which old equity was stripped
of any interest in reorganized entity, re-
opened debtors’ Chapter 11 cases and sued
for injunctive relief to prevent former eg-
uity holders from continuing to prosecute
state court malpractice action against it.

Holdings: The Bankruptey Court, Warren
W. Bentz, J., held that:

(1) firm had standing to seek injunctive
relief under the Anti-Injunction Act ex-
ceptions;

(2) Bankruptey Code, and specifically the
Code section authorizing court to enter
“necessary or appropriate” orders, is
“expressly authorized” exception to the
Anti-Injunction Act, which authorizes
the bankruptcy court to enjoin state
court proceedings under proper cir-
cumstances; and

(3) firm was entitled to injunctive relief.

So ordered.
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1. Courts &=508(1)
Federal Courts ¢=10.1
Anti-Injunction Act and All Writs Act
funetion in concert, so that if an injunction
falls within one of the Anti-Injunction Act’s
three exceptions, the All Writs Act pro-
vides positive authority for federal courts

to enjoin state court proceedings. 28
U.S.C.A. §§ 1651, 2283.

2. Courts €=508(1)

Absolute bar against federal injunc-
tive measures contemplated by the Anti-
Injunction Act is qualified only by specifi-
cally defined exceptions, exceptions which
are to be read narrowly and not enlarged
by loose statutory construction, or whittled
away by judicial improvisation. 28
U.S.C.A. § 2283.

3. Courts &508(1)

Any doubts as to propriety of federal
injunction against state court proceedings
should be resolved in favor of permitting
state courts to proceed in orderly fashion

to finally determine the controversy. 28
U.S.C.A. § 2283.

4. Courts &508(1)

Unless one of three specific exceptions
to the Anti-Injunction Act applies, because
injunction is expressly authorized by Con-
gress, necessary in aid of federal court’s
jurisdiction, or necessary to protect or ef-
fectuate federal court’s judgment, federal
courts are absolutely prohibited from en-
joining a state judicial proceeding. 28
U.S.C.A. § 2283.

5. Bankruptcy €2369, 3570

Accounting firm that had represented
corporate Chapter 11 debtors in their sub-
stantively consolidated cases, and whose
negative valuation of each of the debtors
had ultimately led to confirmation of plan
under which old equity was stripped of any
interest in reorganized debtor, had stand-
ing to seek injunctive relief, under the

Anti-Injunction Act exceptions, to prevent
former equity holders from continuing to
prosecute professional malpractice claims
against it based on contentions previously
rejected by bankruptey court when it con-
solidated debtors and confirmed plan. 28
U.S.C.A. §§ 1651, 2283.

6. Bankruptcy 2126, 2369

Bankruptcy Code, and specifically the
Code section authorizing court to enter
“necessary or appropriate” orders, is “ex-
pressly authorized” exception to the Anti-
Injunction Act, which authorizes the bank-
ruptey court to enjoin state court proceed-
ings under proper -circumstances. 11
U.S.C.A. § 105(a); 28 U.S.C.A. § 2283.

7. Courts €=508(1)

While policy underlying Anti-Injunc-
tion Act is desire to avoid disharmony
between federal and state systems, the
Act’s exceptions reflect Congressional rec-
ognition that injunctions may sometimes
be necessary in order to avoid that dishar-
mony. 28 U.S.C.A. § 2283.

8. Bankruptcy €=2369, 3570

Accounting firm that had represented
corporate Chapter 11 debtors in their sub-
stantively consolidated cases, and whose
negative valuation of each debtor had ulti-
mately led to confirmation of plan under
which old equity was stripped of any inter-
est in reorganized entity, were entitled to
injunctive relief, pursuant to Anti-Injunc-
tion Act exceptions, to prevent former eq-
uity holders from continuing to prosecute
in Illinois state court the professional mal-
practice claims that had previously led to
entry of $102 million judgment against it,
before state appellate court vacated judg-
ment and remanded for further proceed-
ings, where these professional malpractice
claims were based on contention that debt-
ors were not all insolvent, and that plan
stripping equity holders of any interest in
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reorganized debtor should not have been
confirmed, a contention that was previous-
ly rejected by bankruptey court following
hearings at which former equity holders
were active participants, and where state
court action, despite having been pending
for eleven years, was back to square one,
and none of these state courts had made
final determination such that doctrines of
res judicata, collateral estoppel or judicial
estoppel were inapplicable. 11 U.S.C.A.
§ 105(a); 28 U.S.C.A. §§ 1651, 2283.

9. Federal Courts €=3.1, 25

Federal court has inherent power and
jurisdiction to issue injunction to effect its
prior judgments and protect against future
attempts to attack or evade those judg-
ments.

10. Courts &=508(1)

If exception to the Anti-Injunction Act
applies, federal court may enjoin state pro-
ceedings at any point in time from institu-

tion to the close of the final process. 28
U.S.C.A. § 2283.

Christopher P. Schuller, Esq. and Timo-
thy P. Palmer, Esq., Pittsburgh, PA, for
Plaintiff,

Vincent A. Coppola, Esqg. and Victor A.
Pribanic, Esq., White Oak, PA, for Defen-
dants.

OPINION

WARREN W. BENTZ, Bankruptcy
Judge.
1. Introduction.

Ernst & Young, LLP, successor to Ar-
thur Young & Company (“E & Y”) filed
the within Complaint on September 27,
2007. E & Y seeks a permanent injunc-
tion barring Barbara L. Reilly (“Mrs.Reil-
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ly”) and Thomas Reilly (“Mr.Reilly”) (or
Mrs. Reilly and Mr. Reilly collectively, the
“Reillys”) from continued prosecution of a
tort action in the Court of Common Pleas
of Butler County, Pennsylvania (the
“Court of Common Pleas”), which is cap-
tioned Reilly v. Ernst & Young, LLP, Civil
Action No. 97-10022 (the “State Action”).

Presently before the Court are the Reil-
lys’ Motion to Dismiss, or in the Alterna-
tive, For Abstention and E & Y’s Motion
for Summary Judgment.

The Motion for Recusal was withdrawn
at the Argument held on August 6, 2008.
We have considered the numerous plead-
ings and the Briefs filed by the parties and
heard oral argument and find that the
remaining issues are ready for decision.

II. Factual Background.

The within bankruptcy case was com-
menced on June 3, 1986 when Earned
Capital Corporation, Managed Properties,
Inc., Canterbury Village, Inc. and Eastern
Arabian, Inc. (collectively, the “Debtors”)
each filed separate voluntary Petitions un-
der Chapter 11 of the Bankruptey Code.
By Order dated June 5, 1986, the Court
ordered that the separate cases be jointly
administered under the case entitled
Earned Capital Corporation at Case No.
86-21474 (the “Bankruptcy Case”).

At the time of the bankruptey filing, the
Reillys jointly owned as tenants by the
entireties, one-half of the stock of Canter-
bury Village, Inc. and one-third of the
stock of Eastern Arabian, Inc.

The Debtors were engaged in the busi-
ness of selling shares of investment in
various property where investors were
promised a certain annual return on in-
vestment. Shares were oversold when
Debtors had to continue the selling pro-
gram in order to maintain the payments to
investors.
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Debtors’ financial affairs were in disar-
ray and the affairs of each of the Debtors
were substantially intertwined.

Arthur Young & Company, the prede-
cessor to B & Y, was engaged by the
Debtors to serve as their accountant in the
bankruptey case.! The Motion for Ap-
proval of E & Y as accountant was granted
by Order dated June 12, 1986.

The Debtors had minimal debt to ordi-
nary trade creditors and some $6,000,000
in debt to creditors holding secured claims
against Debtors’ property. The vast ma-
jority of Debtors’ obligations, which to-
taled over $60,000,000 were owed to those
thousands of individuals who had made
investments in the Debtors (“Investors”).
In exchange for depositing monies with the
Debtors, the Investors had received vari-
ous documents entitled “Agreement of
Sale” for fractional interests in real estate,
various agreements to document the pur-
chase of fractional interests in horses, doc-
uments entitled “Lease and Breeding
Management Agreement” and “Bond and
Warrant.,” The exact status of the Inves-
tors was unknown, ie., whether they were
investors, bondholders, or some other form
of general creditor. They were all re-
ferred to as the investor class or the In-
vestors and were treated as the only credi-
tors in the Bankruptecy Case who were
impaired and at risk. Many of the Inves-
tors filed proofs of claim as unsecured
creditors. In re Earned Capital Corp.,
331 B.R. 208 (Bankr.W.D.Pa.2005) affd
sub mom Geruschat v. Ernst & Young,
LLP, 346 B.R. 123 (W.D.Pa.2006), aff'd sub
nom In re Seven Fields Dev. Corp., 505
F.3d 237 (8d Cir.2007) (the “Geruschat”
case).

The Investors were appointed to and
represented by the Official Committee of
Unsecured Creditors in the Bankruptey

1. The accounting firm is referred to in this

Case (“Committee”). The Committee was
represented by legal counsel and took a
very active role in the Bankruptey Case.

The Reillys retained separate legal
counsel to represent their interests in the
bankruptey case. The Reillys, through
counsel, strenuously objected to substan-
tive consolidation of the separate corporate
cases. The Reillys also sought to with-
draw the bankruptey cases for Canterbury
Village, Inc. and FEastern Arabian, Inec.

The Debtors and the Committee filed
competing plans of reorganization. Both
plans contemplated substantive consolida-
tion of the assets and liabilities into one
surviving reorganized corporation. The
Amended Plan of Reorganization of Com-
mittee of Unsecured Creditors (the “Plan”)
was confirmed by the Court on October 21,
1987 after an evidentiary hearing to con-
sider whether substantive consolidation
was appropriate. The Court found that
each of the Debtors was insolvent and that
substantive consolidation was appropriate.
The Reillys’ objections to substantive con-
solidation and their Motion to Withdraw or
Dismiss the Canterbury Village, Inc. and
Eastern Arabian, Inc. Petitions were de-
nied and the Reillys’ objections to the Plan
were dismissed. The Plan was confirmed.
The Plan provided that former equity
holders of the Debtor retained no interest.

The Reillys filed an appeal from the
Confirmation Order. The Reillys list in
the Statement of Issues presented on ap-
peal:

2. Did the proponents of the sub-
stantive consolidation sustain their
burden of proof as required under the
law?

3. Did the proponents of the sub-
stantive consolidation fulfill all of the
criteria necessary for a substantive

Opinionas E& Y.
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consolidation in order for such equita-
ble relief to be granted?

6. Is CANTERBURY VILLAGE,
INC. a separate solvent corporation,
which should not be in bankruptey?
7. Can the issue of substantive con-
solidation be determined without an
audit of each corporation?

The Appeal was dismissed as moot by
the Distriet Court on December 18, 1990.
The District Court found that the Reillys
had appealed only the confirmation Order
and had not filed an appeal of the motion
regarding substantive consolidation.

Under the Plan, the Debtors were
merged into one successor entity that was
eventually named Seven Fields. All of the
Debtors’ assets were pooled and became
assets of Seven Fields.

The only impaired class of creditors un-
der the Plan was the Investor Class of
unsecured creditors (deseribed in the Plan
as the Class 5 claims). Secured creditors
and trade creditors were paid in full. Un-
der the Plan, each unsecured creditor re-
ceived common stock in Seven Fields at a
par value equal to 5% of its allowed claim.
The remaining 95% of each allowed claim
remained as an unsecured, nondischarge-
able debt. The Investors became the new
shareholders of the reorganized Seven
Fields and thus were in control of the
assets, sale or development of those assets,
and distribution of funds. The former eg-
uityholders of the Debtor, including the
Reillys, retained no interest under the
terms of the Plan.

The Plan contemplated that the Investor
class of creditors would manage Seven
Fields with a goal of full recovery of the
invested amounts. The Plan provides:

6.08 The surviving corporation, as
may be authorized by its Board of
Directors, shall periodically distribute
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available funds, without interest, in
prorata repayment of the aforesaid
waived non-discharged Class 5 debts.

6.09 Assets will be sold or managed
frugally, carefully, responsibly and
utilizing sound business practices.
Undeveloped assets will be developed
as and when fair and reasonable pro-
posals have been received, studied and
approved. All activities of the surviv-
ing reorganized corporation shall seek
to achieve the goal of full payment to
Class 5 creditors.

The Plan provides for the Debtors’
Chapter 11 cases to remain open until all
unsecured claims are paid in full:

8.05 These Chapter 11 cases shall
not be closed or deemed closed until
all non-discharged Class 5 claims have
been fully paid and all matters set
forth in section 9.01 have been finally
concluded.

Section 9.01 of the Plan sets forth the
retention of jurisdiction provisions. It
provides in relevant part:

The Bankruptey Court shall retain ex-
clusive jurisdiction [in] this case as
long as necessary for the following
purposes:

(b) to determine and fix (i) all admin-
istrative claims . ..

(d) to adjudicate any matters or dis-
putes arising under or in connection
with (i) the Plan and (i) such other
matters as may be provided for in the
Confirmation Order;

() to hear and determine any and all
pending applications, motions, adver-
sary proceedings or contested mat-
ters;
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(g) to amend, or to correct any defect,
cure any omissions or reconcile any
inconsistency in the Plan or the Con-
firmation Order as may be necessary,
to carry out the purpose and intent of
the Plan ..

() to issue such orders as may be
necessary to enable the surviving re-
organized Debtor to implement this
Plan and effect distributions to hold-
ers of claims,

(j) to hear and determine any and all
adversary proceedings or contested
matters to be filed subsequent to the
Confirmation Date.

E & Y was engaged by the Debtors.
E & Y's work product was shared with the
Committee. E & Y filed Applications for
Allowance of Compensation. E & Y's Ap-
plication was the subject of an objection by
the Reillys and the Committee. An evi-
dentiary hearing was held and partial in-
terim fees were awarded. The unpaid
portion was the subject of subsequent stip-
ulation between E & Y and Seven Fields
for the payment of remaining fees in a re-
duced amount. The Stipulation was ap-
proved by the Court.

On April 30, 1996, Seven Fields filed a
Motion for Final Decree. On May 14,
1996, the Final Decree was entered and
the case closed on the Court’s docket.

On January 8, 1997, the Reillys filed the
State Action. The Defendants are E & Y
and Charles Modispocher (“Modispocher”)
(or E & Y and Modispocher collectively,
“the Defendants”). Modispocher is a for-
mer E & Y partner who was in charge of
E & Y's engagement with the Debtors.
The Reillys filed an Amended Complaint in
the Court of Common Pleas on January 13,
1999. The Reillys assert claims for negli-

gence, civil conspiracy, and fraudulent mis-
representation or nondisclosure.

The Reillys assert that the Defendants
erroneously determined that each of the
Debtors was insolvent and therefore the
Debtors were placed within the jurisdic-
tion of the Bankruptcy Court; that Defen-
dants substantially understated the value
of Canterbury Village, Inc. and Eastern
Arabian, Inc. and overstated the liabilities
of all of the Debtor entities; that the
Defendants improperly treated the assets
and liabilities of each of the Debtors as
commingled, and failed to correct the er-
rors after receiving information that their
work was inaccurate. The Reillys assert
that the Defendants acts and omissions
“led to the partial or complete loss of the
value of the stock which [the Reillys]
owned in Canterbury Village, Inc. and
Eastern Arabian, Inc.,, by virtue of the
treatment of the corporations while in the
bankruptey court and as a result of the
disposition of assets of both corporations
at values well below their then fair market
value.”

On November 20, 2003, the Court of
Common Pleas entered a judgment in fa-
vor of Mrs. Reilly in the amount of
$102,718,989. Reilly v. Evnst & Young,
LLP, No. 97-1002, 2003 W.L. 22761810
(Pa.Com.PlL, November 20, 2003), 66 Pa.
D. & C. 4th 252 reversed 929 A.2d 1193,
2007 Pa.Super. 216 (Pa.Super.2007). The
Court of Common Pleas refused to enter
judgment for Mr. Reilly under the legal
standard that a person shall not benefit
from their own wrongdoing. On appeal,
the Penngylvania Superior Court vacated
the Court of Common Pleas’ Order, finding
that “the severe sanction of deemed admis-
sions” imposed upon E & Y for discovery
violations was improper and remanded the
case to the Court of Common Pleas for a
new trial. Reilly v. Ernst & Young, LLP,
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929 A.2d 1193, 2007 Pa.Super. 216 (Pa.Su-
per.2007).

Following the Court of Common Pleas’
verdict in favor of Mrs. Reilly, on Novem-
ber 20, 2005, a putative class of former
shareholders of Earned Capital Corp. sued
E & Y and Modispocher in the Court of
Common Pleas in a case captioned Gerusc-
hat v. Evnst & Young, LLP. E & Y re-
moved the Geruschat action to this Court
on November 5, 2004 which was assigned
Adversary No. 04-3236. The Geruschat
Plaintiffs alleged that while serving as ac-
countants for the Debtors during the
course of the bankruptey proceedings, E &
Y and Modispocher made false and errone-
ous statements concerning the solvency of
the Debtor entities by, inter alia, mischar-
acterizing certain amounts of equity as
debt, and as a result of E & Y’s negli-
gence, the Geruschat Plaintiffs lost signifi-
cant value of their interests.

E & Y filed a Motion to Dismiss the
Geruschat case which we granted by Opin-
ion and Order dated September 2, 2005.
In re Earned Capital Corp., 331 B.R. 208
(Bankr.W.D.Pa.2005) aff'd sub nom Ger-
uschat v. Ernst & Young, LLP, 346 B.R.
123 (W.D.Pa.2006), aff'd sub nom In re
Seven Fields Dev. Corp., 505 F.3d 237 (3d
Cir.2007).

The underlying facts of this matter are
nearly identical to those in the Geruschat
case. Id.

Both the Geruschat case and this action
are based upon the premise that the Debt-
or entities were not insolvent and because
of the negligence of E & Y in failing to use
ordinary skill and reasonable care in mak-
ing an analysis of the books and records of
the Debtor corporations, the Plaintiff lost
valuable property.

Both the Reilly and the Geruschat Plain-
tiffs allege that E & Y erroneously mis-
characterized substantial debt as equity
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and that as a result of E & Y’s mischarac-
terizations value was lost.

The Geruschat Complaint was dismissed
inter alia under the doctrines of res judi-
cata, collateral estoppel and judicial estop-
pel. Id.

I11. Jurisdiction, Abstention, Core
v. Non-Core Proceeding, Case
Reopening.

As previously stated, the underlying
facts and the issues in this case are nearly
identical to those in the Geruschat case.
For all of the same reasons that were
explained in detail in the Geruschat case,
we find that the within Complaint is a core
proceeding; that the claim is a claim “aris-
ing in” a bankruptcy case and that as a
result, jurisdiction in this Court is appro-
priate; the case was appropriately re-
opened; and the Motion for Abstention
must be denied. Id.

IV. Standard for Summary Judgment.

Fed.R.Civ.P. 56(c) made applicable to
these proceedings pursuant to
R.Bankr.P. 7056, provides that summary
judgment “shall be rendered forthwith if
the pleadings, depositions, answers to in-
terrogatories, and admissions on file, to-
gether with the affidavits, if any, show that
there is no genuine issue as to any materi-
al fact and the moving party is entitled to
a judgment as a matter of law.” Fed.
R.Civ.P. 56(c).

Summary judgment is proper if there is
no genuine issue of material fact and if,
viewing the facts in the light most favor-
able to the non-moving party, the moving
party is entitled to judgment as a matter
of law. Pearson v. Component Tech.
Corp., 247 ¥.3d 471, 482 n. 1 (3d Cir.2001)
citing Celotex Corp. v. Catrett, 477 U.S.
317, 322, 106 S.Ct. 2548, 91 L.Ed.2d 265
(1986).

Fed. .
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V. Injunctive Relief.

E & Y seeks a permanent injunction
under 11 U.S.C. § 105, 28 U.S.C. § 1651(a)
and 28 U.S.C. § 2283 barring the Reillys
from continuing the State Court Action.
E & Y asserts that this Court is expressly
authorized to enjoin the State Action pur-
suant to 11 U.S.C. § 105 and under two
exceptions to the Anti-Injunction Act
(“AIA™), 28 U.S.C. § 2283.

The Reillys oppose an injunction. They
assert that E & Y lacks standing to enjoin
the State Action; that E & Y’s request for
an injunction is not appropriate after liti-
gating the State Action for over ten years;
that the relitigation exception to the AIA
is inapplicable; that the State Action does
not threaten the integrity of prior Bank-
ruptcy Court Orders; and that the issues
raised in the State Action are not preclud-
ed by the doctrine of res judicata with
respect to issues addressed in the bank-
ruptcy case.

The All Writs Act empowers federal
courts to “issue all writs necessary or ap-
propriate in aid of their respective jurisdic-
tions and agreeable to the usages and prin-
ciples of law.” 28 URS.C. § 1651. The
authority imparted by the All Writs Act is
limited, however, by the AIA, which pro-
hibits injunctions “to stay proceedings in a
State Court except as expressly authorized
by Acts of Congress, or where necessary
in aid of its jurisdiction, or to protect or
effectuate its judgments.” 28 U.S.C.
§ 2283.

[1-4] The two statutes act in concert,
and “[lf an injunction falls within one of
{the Anti-Injunction Act’s] three excep-
tions, the All-Writs Act provides the posi-
tive authority for federal courts to issue
injunctions of state court proceedings.”
In re Diet Drugs (Phentermine/Fenflura-
mine/ Dexfenfluramine) Products Liabili-
ty Litigation, 369 F.3d 293, 305 (8d Cir.
2004) quoting In re General Motors Corp.

Pick-Up Truck Fuel Tank Prods. Liab.
Litig,, 134 F.3d 133, 143 (3d Cir.1998).

The absolute bar against federal in-
junctive measures contemplated by
the Act is “qualified only by specifical-
ly defined exceptions,” Richman
Bros., 348 U.S. at 516, 75 S.Ct. at
455,—exceptions to be read narrowly:
not “enlarged by loose statutory con-
struction,” Chick Kam Choo, 486 U.S.
at 146, 108 S.Ct. at 1689, or “whittled
away by judicial improvisation,” Rich-
man Bros., 348 U.S. at 514, 75 S.Ct. at
454. Moreover, “[alny doubts as to
the propriety of a federal injunction
against state court proceedings should
be resolved in favor of permitting the
state courts to proceed in an orderly
fashion to finally determine the con-
troversy.” Atlantic Coast Line, 398
U.S. at 297, 90 S.Ct. at 1748. Unless
one of the exceptions governs the or-
der, federal courts are “absolutefly]
prohibit[ed]” from enjoining a state
judicial proceeding. Vendo Co. w.
Lektro-Vend Corp., 433 U.S. 623, 630,
97 S.Ct. 2881, 2887, 53 L.Ed.2d 1009
(1977); Mitchum, 407 U.S. at 228-29,
92 S.Ct. at 2154-55.

United States Steel Corp. Plan for Em-
ployee Ins. Benefits v. Musisko, 885 F.2d
1170, 1176 (3d Cir.1989).

(5] E & Y has standing to pursue an
injunction. Professionals who participate
in the administration of a bankruptcy es-
tate, as did E & Y in this case, are entitled
to seek injunctive relief under the excep-
tions to the AIA. Samuel C. Ennis & Co.,
Inc. v. Woodmar Realty Co., 542 F.2d 45
(7th Cir.1976).

To succeed in obtaining an injunction, E
& Y must show that the injunction (1) is
expressly authorized by Congress; (2) is
necessary in aid of the federal court’s ju-
risdiction; or (3) is necessary to protect or
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effectuate the federal court’s judgment.
28 U.S.C. § 2283.
V1. Expressly Authorized by Congress.

[6] The Bankruptcy Code is an “ex-
pressly authorized” exception to the AIA.
In re Parker, 499 F.3d 616, 626-29 (6th
Cir.2007); In re Dawvis, 691 F.2d 176, 177-
78 (3d Cir.1982).

Section 105(a) of the Bankruptcy
Code is an “expressly authorized” ex-
ception to the Anti-Injunction Act.
See In re Baptist Medical Center of
New York, 80 B.R. 637, 641 (Bankr.
E.D.N.Y.1987); Davis v. Sheldon (In
re Davis), 691 F.2d 176, 177-18 (3d
Cir.1982); Kranzdorf v. Alter (In re
Fidelity America Financial Corp.), 53
B.R. 930, 932-33 (Bankr.E.D.Pa.1985);
H.R.Rep. No. 595, 95th Congress, 1st
Sess.317 (1977); S.Rep. No. 95-989,
95th Congress, 2d Sess. 29 (1978),
U.S.Code Cong. & Admin.News 1978,
pp. 5787, 5814, 6274. It authorizes
the Bankruptcy Court to enjoin state
court proceedings under proper cir-
cumstances. In re Davis, supra., In
re Fidelity America Financial Corp.
supra., 2 Colller on Bankruptey
19105.02 (15th ed.1987). As Collier
observes, “[tlhe basic purpose of the
section [§§ 105] is to enable the court
to do whatever {s necessary to aid its
jurisdiction, i.e., anything arising in or
relating to a bankruptcy case.” 2 Col-
lier on Bankruptcy, supra. §§ 105.02
at 105-3. In fact, section 105(a) con-
templates injunctive relief in precisely
those instances where parties are
“‘pursuing actions pending in other
courts that threaten the integrity of a
bankrupt's estate.’” Manwville Corpo-
ration v. Equity Security Holders
Committee (In re Johns—-Manville
Corp.), 801 F.2d 60, 63 (2d Cir.1986)
(quoting In re Dawis, 730 F.2d 176,
183-84 (5th Cir.1984)). Accordingly,
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the bankruptcy exception to the Anti-
Injunction Act allows this Court, pur-
suant to sections 105, 524 and 1141 of
the Bankruptcy Code, together with
the relevant case law, to enforce the
injunction provisions in its Order Con-
firming the Debtors’ Plan. The Anti-
Injunction Act, therefore does not bar
this Court from enforcing its own
Confirmation Order.

In re U.S.H. Corp. of New York, 280 B.R.
330, 338-39 (Bankr.S.D.N.Y.2002).

[7] “While the policy underlying the
Anti-Injunction Act is the desire to avoid
disharmony between federal and state sys-
tems, certain exceptions reflect congres-
sional recognition that injunctions may
sometimes be necessary in order to avoid
that disharmony.” In re US.H. Corp. of
New York, 280 B.R. at 338.

[8] The Reillys’ claims are identical to
those in the Geruschat case. In both
cases, it is alleged that the negligence of E
& Y caused the Bankruptey Court to find
that each of the Debtor entities was insol-
vent, and that as a result of the perception
of insolvency the Plaintiffs, both in Gerusc-
hat and here the Reillys, lost valuable
property.

[9] The Reillys were represented by
counsel and were active participants in the
bankruptey case. The Reillys opposed
consolidation and asserted in the bank-
ruptey case that the Debtor entities were
solvent and opposed substantive consolida-
tion. The Reillys had every opportunity to
challenge E & Y’s findings and testimony
when the Reillys opposed the Motion to
Consolidate. The Reillys also opposed the
fees requested by E & Y for services that
it performed under the auspices of the
Bankruptey Court. The matters raised in
the State Court Action were fully adjudi-
cated years ago after protracted and acri-
monious litigation in this Court. The Reil-
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lys, as the losing party, even after appeal,
simply refuse to be bound by the outcome.
A federal court has the inherent pow-
er and jurisdiction to issue an injunc-
tion to effect its prior judgments and
protect against future attempts to at-
tack or evade those judgments. The
Third Circuit has itself issued such
injunctions on several occasions. See
Gambocz v. Yelencsics, 468 F.2d 837
(38d Cir.1972); Silverman v. Constitu-
tion Life Insurance Company, 345
F2d 177 @Bd Cir.1965) See also
Adams v. American Bar Assoc., 400
F.Supp. 219 (E.D.Pa.1975). Other
federal courts as well have recognized
their ability to enjoin vexatious at-
tempts at relitigation of prior federal
court judgments, such as those with
which we are confronted in these pro-
ceedings. See Walter E. Heller & Co.,
Inc. v. Cox, supra.;, Boruski v. Stew-
art, 381 F.Supp. 529 (S5.D.N.Y.1974)
Albright v. R.J. Reynolds Tobacco Co., 463
F.Supp. 1220, 1229 (W.D.Pa.1979)

[10] “The court may enjoin state pro-
ceedings at any point in time from the
institution to the close of the final pro-
cess.” Atlantic Coast Demolition and Re-
cycling, Inc. v. Board of Chosen Freehold-
ers of Atlantic County, 988 F.Supp. 486,
495 (D.N.J.1997) citing Hill v. Martin, 296
U.S. 393, 408, 56 S.Ct. 278, 282, 80 L.Ed.
293 (1935); see generally 17 Moovre’s Fed-
eral Practice 1121.04[3] (3d ed.1997); 17A
Charles A. Wright, Arthur R. Miller, Ed-
ward H. Cooper & Vikram David Amar,
Federal Practice and Procedure § 4222
(2d ed.1988).

While the State Court Action has been
pending for eleven years, its present status
is back to square one, having been re-
manded by the State Appellate Court for a
new trial. There has been no final order
in which the State Court has made a deter-
mination that the doctrines of res judicata,

collateral estoppel and judicial estoppel are
inapplicable. It remains appropriate for
this Court to consider those issues. See
Parsons Steel, Inc. v. First Alabama
Bank, 474 U.S. 518, 523-24, 106 S.Ct. 768,
88 L.Ed.2d 877 (1986).

For all of the same reasons stated in the
Geruschat case, the doctrine of res judica-
ta, collateral estoppel and judicial estoppel
apply and the Reillys cannot reopen and
relitigate those issues in State Court.
Such litigation amounts to a collateral at-
tack on the Order of Confirmation of the
Debtor’s Plan of Reorganization and of the
Order of Approval of E & Y’s fees. An
injunction is necessary in order to protect
and effectuate the prior decisions of this
Court.

E & Y’s Motion for Summary Judg-
ment will be granted. The Reillys’ Motion
to Dismiss, or in the Alternative, For Ab-
stention, will be denied. An appropriate
Order will be entered.

ORDER

This 11th day of September, 2008, in
accordance with the accompanying Opin-
ion, it shall be, and hereby is ORDERED
as follows:

1. The Motion for Recusal is marked as
WITHDRAWN.

2. The Motion to Dismiss, or in the
Alternative, For Abstention filed by Bar-
bara L. Reilly and Thomas Reilly, is DE-
NIED.

3. The Motion for Summary Judgment
filed by Ernst & Young, LLP, successor to
Arthur Young and Company, is GRANT-
ED.

4. Barbara L. Reilly and Thomas Reil-
ly are permanently enjoined from continu-
ing to prosecute Civil Action No. 97-10022
in the Court of Common Pleas of Butler
County, Penngylvania.
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ORDER

This 11th day of September, 2008, upon
consideration of the MOTION TO DIS-
MISS, OR IN THE ALTERNATIVE,
FOR ABSTENTION OR WITHDRAWAL
OF REFERENCE, it appearing that the
Motion to Dismiss or in the Alternative,
for Abstention is appropriately before this
Court, but that a Motion for Withdrawal of
Reference, however, must be heard by the
District Court. See Fed.R.Bankr.P. 5011.

It is therefore ORDERED that if Bar-
bara L. Reilly and Thomas Reilly wish to
pursue a Motion for Withdrawal of Refer-
ence, they shall request such relief by a
separate motion which is filed with the
Bankruptey Clerk for transmission to the
District Court.

W
o E KEY NUMBER SYSTEM
T

In re LAUREL HILL PAPER
COMPANY, Debtor.

All Points Capital Corp., Plaintiff,
V.

Laurel Hill Paper Company,
et al., Defendants.

Bankruptcy No. 07-10187C-11G.
Adversary No. 07-2040.

United States Bankruptey Court,
M.D. North Carolina,
Greensboro Division.

July 22, 2008.

Background: Adversary proceeding was
brought to determine whether contractors
and material suppliers asserting mechan-
ics’ and materialmen’s liens under North
Carolina law had perfected liens against

393 BANKRUPTCY REPORTER

proceeds of assets sold by Chapter 11
debtor.

Holdings: Following trial, the Bankruptcy
Court, William L. Stocks, J., held that:

(1) debtor’s paper making machine and
pulp preparation and deinking equip-
ment did not become “fixtures” under
North Carolina law and were not im-
provements to real property, as re-
quired for claimants to establish their
statutory liens;

(2) supplier waived its statutory lien rights
as to materials delivered prior to exe-
cution of promissory note received
from debtor;

(3) supplier’s notice of claim of lien was
filed within 120-day window allowed by
lien statute with respect to materials
furnished on open account;

(4) last day on which contractor provided
labor and materials on open account
fell outside 120-day window preceding
contractor’s notice of claim of lien, and
therefore contractor failed to perfect
its claim of lien;

(5) descriptions of materials and labor
supplied in claims of lien satisfied stat-
ute; and

(6) suppliers’ failure to file notices of lis
pendens, as required to commence ac-
tion to enforce claims of lien, resulted
in discharge of claims of lien.

Ordered accordingly.

1. Bankruptcy €=2052

Adversary proceeding to determine
whether claimants asserting statutory liens
pursuant to North Carolina statutes gov-
erning mechanics’ and materialmen’s liens
had perfected liens against proceeds from
assets sold by Chapter 11 debtor was “core
proceeding” that bankruptcy court could
hear and determine. 28 U.S.C.A.
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ber 3, 1985 Order are unpersuasive. The
October 4, 1985 Order, authorizing investi-
gation did not apply to either of those
items. Therefore, the debtor was free to
make those distributions. When this Court
finally authorized said distribution of Janu-
ary 9, 1986, we did so without notice to
Equibank, the only investigatory body in
this case. We are sufficiently satisfied
that the Court’s Order of October 3, 1985,
was challenged and modified the very next
day, and that the October 3, 1985 Order
was final only to the extent it was not
modified on October 4, 1985. Therefore,
we find no error was committed by this
Court.

At the hearing on January 9, 1986, much
clamoring occurred as to the October 3,
1985 Order; however, no party saw fit to
advise this Court of the modification on
October 4, 1985 This Court would not
have entered the January 9, 1986 Order
without notice to Equibank, had we been so
informed. This Court has vacated its Or-
der of January 9, 1986 because the decision
was rendered without notice to the only
true objector and/or investigator in this
case,

[23] The Sapps also assert that this
Court erred in disallowing their claim at
the trial on subordination. While the trial
was not specifically on the objection to the
claim’s allowance, the hearing did raise the
issue of validity of the lien and the subordi-
nation of the claim. The credible testimony
of record indicated that the debt due to the
Sapps was the obligation of Frank Bilotta,
not Dan—Ver.

§ 502(bX1) of the Bankruptey Code states:
(b) Except as provided in subsections
(eX2), (), (g), (h) and (i) of this section, if
such objection to a claim is made, the
court, after notice and a hearing, shall
determine the amount of such claim in
lawful currency of the United States as
of the date of the filing of the petition,
and shall allow such claim in such
amount, except to the extent that—
(1) such claim 1is wunenforceable
against the debtor and property of the
debtor, under any agreement or applica-
ble law for a reason other than because

such claim 1is contingent or unma-
tured;

(Emphasis added).

The entire trial upon which our April 26,
1988 Order was founded, surrounded the
validity and priority of substantial claims.
Upon finding that the claim of the Sapps
was not properly a claim against either the
Debtor or property of the Debtor, this
Court was obligated to disallow this claim.

This Court is not persuaded that it com-
mitted an error in its evaluation of the
testimony. The only documentary evidence
supplied to this Court was a check made
payable to Frank Bilotta, not to Dan-Ver.
No documents were provided indicating
any payments to Dan-Ver. This Court
heard the testimony of Louis Sapp and
found same to be self-serving and less than
credible. The lack of dispute between the
Sapps and the other Dan-Ver insiders as to
the validity of the judgment is similarly
unconvincing. These parties acted in con-
cert, perhaps even in conspiracy, to detri-
mentally affect the claims of the then-
present and future creditors. The Motion
for Reconsideration will be denied.

In re SHARON STEEL
CORPORATION,
Debtor.

Bankruptey No. 87-207E.
Motion No. 87-1019.

United States Bankruptey Court,
W.D. Pennsylvania,

May 2, 1988.

Motion was made for appointment of
reorganization trustee. The Bankruptey
Court, Warren W. Bentz, J., held that ap-
pointment of trustee was mandatory given
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Chapter 11 debtor’s insider transfers of
assets and gross mismanagement.

Trustee appointed.
Bankruptcy €¢=3624

Appointment of Chapter 11 trustee
was essential to maintain viability of debtor
business where debtor had transferred sig-
nificant assets to other companies under
common control and away from reach of
creditors, stripped debtor of cash, failed to
cure operating losses after Chapter 11 fil-
ing, and failed to maintain bookkeeping
system which could accurately report
month-to-month profit or loss. Bankr.
Code, 11 U.S.C.A. § 1104(a)1, 2).

Campbell & Levine, Pittsburgh, Pa., for
debtor.
Haythe & Curley, Michael Blumenthal,

New York City, for DWG Corp.

Mansmann, Cindrich & Titus, Paul H. Ti-
tus, Pittsburgh, Pa., for DWG Corp. and
Victor Posner.

Rose, Schmidt, Hasley & DiSalle, Law-
rence Palmer, Pittsburgh, Pa., for trustee,
James Toren.

Steven Goldring, Pittsburgh, Pa., Asst.
U.S. Trustee.

Arthur Linker, New York City, for L. B. J.
Schroder, Rosen, Mann & Colin.

OPINION ON APPOINTMENT OF
A TRUSTEE
WARREN W. BENTZ, Bankruptey

Judge.
I Introduction

Sharon Steel Corporation (*“Sharon” or
“debtor”) filed its voluntary petition under
Chapter 11 of the Bankruptcy Code on
April 17, 1987, Its schedules show $742
million in liabilities and $478 million in as-
sets.!

Sharon is a steel maker, with blast fur-
naces and principal manufacturing equip-
ment located in the vicinity of Sharon,
Pennsylvania. It has some 28 subsidiary
corporations, although not all are active.
Sharon is controlled and principally owned
by a Mr. Victor Posner (“Posner”) through

1. This opinion constitutes the findings of fact
and conclusions of law required by Bankruptcy
Rule 7052, made applicable by Bankruptcy Rule
9013 and mandated by the Honorable Donald E.
Ziegler, United States District Judge, on appeal,

various affiliated companies. Its executive
offices, essential management depart-
ments, cash inflow and outflow control,
receivables and payables have been main-
tained at the Miami, Florida headquarters
of other Posner corporations on a cost-shar-
ing basis.

The Official Committee of Unsecured
Creditors (“Creditors Committee” or “Com-
mittee’’) on September 28, 1987 filed a mo-
tion for the appointment of a trustee under
§ 1104. Evidentiary hearings and argu-
ments were heard October 15 and Novem-
ber 3, 1987.

Negotiations on an amicable resolution,
which would have provided independent
management, terminated and on January
11, 1988, an order was entered directing

-the U.S. Trustee to appoint a reorganiza-

tion trustee. After argument on a motion
to reconsider, we entered an order on Janu-
ary 15, 1988 approving the U.S. Trustee’s
appointment of James W. Toren as trustee
in this case. That order, by necessary in-
ference, disposed of the motion for recon-
sideration and motions to enforce an al-
leged settlement stipulation, as made clear
by order of March 4, 1988.

The issues decided by the orders of this
court directing and approving the appoint-
ment of a trustee were:

1) Whether a trustee should be autho-
rized and appointed in this Chapter 11 case
under 11 U.S.C. § 1104(a)(1) or § 1104(a)(2).

2) Whether the court should have com-
pelled the enforcement of a stipulation
which was still in the process of negotia-
tion; and

3) Whether sufficient grounds existed to
vacate the January 11, 1988 order authoriz-
ing the appointment of a trustee as re-
quested in the various motions for recon-
sideration.

II. Applicable Law

The appointment of a trustee is governed
by 11 US.C. § 1104, which provides:
“(a) At any time after the commence-

with respect to our order dated January 15,
1988, which approved James W. Toren as trust-
ee and necessarily denied a motion to vacate
our January 11, 1988 order authorizing the ap-
pointment of a trustee.
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ment of the case but before confirmation
of a plan, on request of a party in inter-
est, and after notice and a hearing, the
court shall order the appointment of a

trustee—
(1) for cause, including fraud, dishon-

esty, incompetence, or gross manage-

ment of the affairs of a debtor by cur-

rent management, either before or after
the commencement of the case, or similar
cause, but not including the number of
holders of securities of the debtor or the
amount of assets or liabilities of the
debtor; or

(2) if such appointment is in the inter-
est of creditors, any equity security hold-
ers, and other interests of the estate,
without regard to the number of holders
of securities of the debtor or the amount
of assets or liabilities of the debtor.

A succinet discussion of the applicable
principles and standards under § 1104 is
contained in In re Parker Grande Develop-
ment, Inc, 64 B.R. 557 (Bankr.S.D.Ind.
1986). The relevant portions are as fol-

lows:
(1] Chapter 11 is designed to allow the

debtor in possession to retain manage-
ment of the business operations unless a
party in interest can prove that the ap-
pointment of a Trustee is warranted. In
re BAJ Corp., 42 B.R. 5956 (Bkrtcy.D.
Conn.1984); In re General Ol Distribu-
tors, Inc., 42 B.R. 402 (Bkrtcy.E.D.N.Y.
1984); In re La Sherene, Inc., 3 B.R. 169
(Bkrtey.N.D.Ga.1980).

(2] The appointment of a Trustee in a
Chapter 11 case is an extraordinary rem-
edy which should not be granted lightly,
as it may impose a substantial financial
burden on a hard-pressed debtor seeking
relief under the Bankruptey Code. In re
General Oil Distributors, Inc., supra;
In re Hotel Associates, Inc., 3 B.R. 343,
(Bkrtey.E.D.Pa.1980).

[8] Furthermore, the party seeking the
appointment of a Trustee in a Chapter 11

case bears the burden of proving by clear

and convincing evidence that such ap-
pointment i8 necessary. In re General
Oil Distributors, Inc., supra.

[4] A debtor-in-possession has all the
rights and duties of a Trustee in & Chap-

ter 11 case. In re Hawaii Dimensions,
47 B.R. 425 (Dist.Ct.Hawaii, 1986); Sa-
bre Farms, Inc. v. Bergendahl, 42 B.R.
649 (D.0Or.1984). The duties of a debtor-
in-possession, therefore, include the duty
to protect and to conserve property in his
possession for the benefit of creditors.

In re Devers, 759 F.2d 751 (9th Cir.1985). -

[56] Furthermore, a debtor-in-possession
is a fiduciary of his creditors. In re Van
Brunt, 46 B.R. 29 (Bkrtcy.W.D.Wisc.
1984); See also, Matter of Royal Bed-
ding Co., 42 B.R. 257 (Bkrtcy.W.D.Pa.
1984). Because the debtor-in-possession
stands in a fiduciary relationship with his
creditors, his fiduciary obligation in-
cludes refraining from acting in a man-
ner which could damage the estate, or
hinder a successful reorganization of the
business. In re Thurmond, 41 B.R. 464
(Bkrtey.D.Or.1983). [See also In re
Modern Office Supply, Inc., 28 B.R. 943
(Bankr.W.D.Okla.1983).]

[6] Under 11 U.S.C. § 1104(a)(1), a credi-
tor must prove the existence of fraud,
dishonesty, incompetence or gross mis-
management of the affairs of the debtor
by current management. However, 11
US.C. § 1104(a)2) provides a flexible
standard for the appointment of a Trust-
ee. See, In re Deena Packaging Indus-
tries, Inc., 29 B.R. 705 (Bkrtcy.S.D.N.Y.
1983); In re Hotel Associates, Inc., su-
pra; also, see generally 5 Collier on
Bankruptcy 1104.01 (16th Ed.1979) at
1104-17. Under 11 U.S.C. § 1104(a)2),
the Court may utilize its broad equity
powers to engage in a cost-benefit analy-
sis in order to determine whether the
appointment of a Trustee would be in the
interests of creditors, equity security
holders, and other interests of the estate.
In re Hotel Associates, Inc., supra.
Consequently, the analysis becomes one
of whether the cost of appointing a
Trustee is outweighed by the benefits
derived by the appointment.

[7] In order to determine the benefits of
appointing a Trustee [under subsection
(aX2) ], a close and careful scrutiny of a
debtor-in-possession’s prior and present
conduct must be made and from that a
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determination must be made that a
Trustee will accomplish the goals of the
Chapter 11 Plan more efficiently and ef-
fectively. This examination makes crit-
ical an assessment of the overall
management of the debtor corporation;
the experience, skills and competence of
the debtor-in-possession both past and
present, and the trust and confidence in
the debtor-in-possession by members of
the business community with whom debt-
or-in-possession has had business trans-
actions and must, of necessity, continue
to have the same.

64 B.R. at 560-561.

Under § 1104(a)(1), the words “or similar
cause” and § 102(3) indicates that the
grounds for appointing a trustee are not
limited to those specifically enumerated.
See e.g., In re Brown, 31 B.R. 583 (D.Col.
1983); In re Denrose Diamond, 49 B.R.
754 (Bankr.S.D.N,Y.1985); In re Ford, 36
B.R. 501 (Bankr.W.D.Ky.1983); and In re
Main Line Motors, Inc., 9 B.R. 782 (Bankr.
E.D.Pa.1981).

In reported opinions, the most common
basis for appointing a trustee under
§ 1104(a)1) is for gross mismanagement
and incompetence, See In re Paolino, 60
B.R. 828 (E.D.Pa.1986); In re Horn & Har-
dart Baking Co., 22 B.R. 668 (Bankr.E.D.
Pa.1982). The various factors used to de-
termine whether current management is
guilty of gross mismanagement and incom-
petence will vary depending on the facts of
the individual case. A summary of two
cases provides clarification.

In In re La Sherene, Inc.,, 3 B.R. 169
(Bankr.N.D.Ga.1980) 2, former Bankruptcy
Judge Norton listed a multitude of factors
which compelled the appointment of a
trustee. The court stated:

It is undisputed that [current manage-

ment] ... directed or sanctioned acts

which, if not constituting fraud, were
deceptive and in wanton and reckless dis-
regard of the financial reality of the busi-
ness and its creditors ... Furthermore,

... without an overseer of the business

affairs of this Debtor, the enterprise

2. The Honorable William L. Norton, Jr. is the
Author and Editor-in-Chief of Norton Bankrupt-

lacks managerial and operational credibil-
ity, and essential suppliers may decline
further dealings with the Debtor, either
because of past unpleasant experiences
with current management or because of
a distrust of such management altogeth-
er ... Only an independent ... trustee
can supply the leadership and credibility
needed ... to salvage [the Debtor’s] pos-
sibilities,
Id. at 175-76. The court appointed a trust-
ee notwithstanding the fact that current
management provided certain talents which
might have contributed to the debtor’s suc-
cess. The debtor’s future plans to cure the
lack of fiscal and managerial controls and
procedures were also not sufficient to ne-
gate the appointment of a trustee.

In In re Main Line Motors, Inc., 9 B.R.
782 (Bankr.E.D.Pa.1981), the court found
sufficient cause under § 1104(a)(1) where
the president and sole shareholder of the
debtor had withdrawn substantial sums
from the debtor’s operations and placed
them in control of two non-debtor affiliates.
The actions of the debtor’s president and
sole shareholder were sufficient to consti-
tute mismanagement and incompetence.

As a final point, we note that if there is
insufficient cause to appoint a trustee un-
der § 1104(a)(1), or if the cause cannot be
proven, a trustee may still be appointed if
it is in the interest of creditors, some group
of equity security holders, and other inter-
ests of the estate. See In re L.S. Good &
Co., 8 B.R. 312 (Bankr.N.D.W.Va.1980). In
general, the factors which have been the
basis for appointing a trustee under
§ 1104(a)2) are diverse and in essence re-
flect the practical reality that a trustee is
needed. See In re McCorhill Pub, Inc., 13
B.R. 1013 (Bankr.S.D.N.Y.1987). See also
In re Evans, 48 B.R. 46 (Bankr.W.D.Tex.
1985); In re William H. Vaughn & Co., 40
B.R. 524 (Bankr.E.D.Pa.1984); In re Hum-
phreys Pest Control Franchises, Inc., 40
B.R. 174 (Bankr.E.D.Pa.1984); and In re
L.S. Good & Co., 8 B.R. 312 (Bankr.N.D.W.
Va.1980).

cy Law and Practice, one of the leading treatises
in the field.
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IIl. Facts and Discussion

That facts exist warranting the appoint-
ment of a trustee is amply supported by
the record, largely through admissions of
Sharon.

One day before filing the Chapter 11
petition, Sharon’s management transferred
$3.7 million by wire transfer to DWG Cor-
poration (“DWG”). This was either for an
antecedent debt, in which case it would be
a voidable preference, or if the antecedent
debt cannot be established, it would be a
fraudulent conveyance. DWG and Sharon
are under common control. Sharon has a
fiduciary duty to attempt to recover such
funds. Sharon management has not
brought suit to recover from DWG. In-
deed, it cannot—management of Sharon is
the same as management of DWG.

In December 1986, four months before
filing this case, Sharon management trans-
ferred an airplane of a value of not less
than $750,000 and a yacht of a value not
less than $750,000 to NPC Leasing Compa-
ny. There were arguments that the air-
plane and the yacht had higher values, but
the precise values need not be determined
now. These transfers were prima facie
voidable either as insider preferences or
fraudulent conveyances. Because NPC
Leasing (“NPC”) is under common control
with Sharon, management has not and can-
not make appropriate demand and institute
the litigation necessary to avoid these
transfers.

On March 16, 1987, one month before
filing, Sharon management transferred
141,000 shares of common stock in Chesa-
peake Financial Corporation to Insurance &
Risk Management, Inc. (“IRM”), in a paper
transaction to cancel an antecedent debt in
the amount of $1,512,493.75. IRM and
Sharon are under common control. The
transfer is prima facie at least an insider
voidable preference, and if the value of the
stock was understated, is voidable as a
fraudulent conveyance. Being under com-
mon control, there is no way Sharon

3. At this writing, the trustee has initiated action
and asserts that the value of the transferred

management can or will seek to recover for
Sharon the transferred stock.?

Sharon management argues that the
above transfers were at fair value, were
made to extinguish antecedent debt and
may be voidable as preferences, but were
not fraudulent and therefore disclose no
bad conduct. However, all of the transfers
were to companies under common control
with Sharon. The obvious purpose of the
transfers was to shield the transferred as-
sets from Sharon’s outside creditors and
thereby hinder and delay recovery by them
if not defeat completely any collection ef-
forts by such creditors.

Sharon management also argues that
these transfers were disclosed in its bank-
ruptey schedules and such disclosure
“cures” the effect of such insider prefer-
ential or fraudulent transfers, even though
the assets so transferred have not been
returned to Sharon. We do not draw any
inference of ‘“cure” merely by such disclo-
sure. Failure to make such disclosures
would have rendered the oath to the sched-
ules false, and could have had serious
repercussions to the offending individuals
and to counsel. Those transfers, made at a
time of mounting financial crisis, show a
manifest disdain for the interests of out-
side creditors.

When we issued our order directing the
appointment of a trustee, no action had
been undertaken by Sharon management to
recover on the above causes of action. The
indication is that no such action would or
could be brought. First, because to do so
would require the directors and officers of
Sharon to authorize such suits, but those
same persons are also the directors and
officers of the transferee-defendant compa-
nies; such interlocking directors and offi-
cers (all under the control of Victor Posner)
could not fulfill their fiduciary responsibili-
ties to both plaintiff corporation and its
creditors, and to the defendant-transferee
corporations. Second, as part of the settle-
ment negotiations, Sharon management
and the Committee stipulated that the Com-

stock was $24 million.

146



460 86 BANKRUPTCY REPORTER

mittee could pursue such claims. At the
request of the parties, we entered an order
on November 25, 1987, approving the stipu-
lation, even though it was understood that
it was to be in tandem with a stipulation
for an independent board of directors
which was expected to be concluded
promptly. But Sharon management filed
an appeal from that order, which appeal is
still pending, thus revealing an intent by
Sharon management to block any effort by
any party to pursue such claims, even
though Sharon management has a fiduci-
ary obligation itself to prosecute those
claims.

Sharon management also argues that the
transferee companies have defenses to any
preference or fraudulent conveyance ac-
tions which may be brought against them.
But that argument ignores the fact that
Sharon has a fiduciary duty to pursue such
claims diligently, win or lose, and that is a
duty Sharon management cannot fulfill be-
cause the persons constituting Sharon
management also have fiduciary obli-
gations to the transferee companies.

Postpetition operations of the debtor
have continued to lose money. From April
17, 1987 through the commencement of the
hearings on the Committee’s motion in Oc-
tober, losses were estimated by all parties
to be running at least $2 million per month,
even though the market for steel had
strengthened and other steel companies
had improved earnings. Accurate figures
on monthly losses are not available because
Sharon has not been able to close its books
as of April 17, 1987 and provide subsequent
profit and loss information.

Sharon management has failed after nine
months of operation under the protection
of Chapter 11 to remedy a $4 million annu-
al ongoing unnecessary excessive interest
expense on its borrowed working capital.
Sharon operates on a $30 million working
capital loan on which the interest rate is
28% to 80%. The annual interest cost on
that loan is $8.4 to $9.0 million. At a
reasonable rate of 14% to 156%, the cost
would be $4.2 to $4.6 million.

Sharon argues that it cannot accomplish
refinancing because of Creditors Commit-

tee hostility, apparently urging the court to
conclude that the Committee is at fault in
its hostility and therefore, Sharon manage-
ment should be left in place. Qur view is
that both management and the Committee
have substantial interests at stake. Irre-
spective of ‘“fault,” if the conflict among
the interested parties threatens the viabili-
ty of the business and is detrimental to the
welfare of the estate, the appointment of
an independent trustee is appropriate in
order to insulate the ongoing business ac-
tivities from such conflict. Furthermore,
this Creditors Committee is composed of
very sophisticated investors and trade cred-
itors, having in excess of $150 million at
stake, and representing the holders of hun-
dreds of millions more, and its hostility
may well be justified by the prepetition
transfers noted above, the postpetition fail-
ure of Sharon management to remedy such
transfers, the continuing operating losses,
and the other matters discussed below.

DWG is under common control with
Sharon. Its offices are in Miami, Florida
and it provides office space and financial
management services to Sharon and nu-
merous other companies under control of
Posner. For the year 1986, DWG charged
Sharon $3.58 million. Included in that an-
nual amount is rent on the portion of the
Posner building used by Sharon. Sharon
management asserts that the fair rent for
approximately 13,000 square feet of space
occupied by Sharon is $24 per square foot.
Based on the testimony, the fair rent for
the space occupied is $12.50 per square
foot. Thus, there is a significant over
charge as to the rent item alone. It indi-
cates that other cost items charged against
Sharon by DWG may also be excessive,
such as the $122,433.31 charged to Sharon
for the Chairman’s office, the $74,465.563
for yacht use, the $170,483.26 for aircraft
use (even though Sharon owned the air-
craft and the yacht), the $280,422.28 for
Victoria Plaza guest apartments, the $100,-
833.21 for Waldorf Astoria usage, all of
which an independent trustee might want
to examine. Only an independent trustee
can be in a position to evaluate the various
elements of the $3.58 million annual charge
and take appropriate remedial action.
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Moreover, the adequacy of the account-
ing services being provided by Posner’'s
Miami offices may be questioned in view of
the absence of reliable postpetition monthly
profit and loss statements and inability to
complete the schedule of executory con-
tracts necessary to any party contemplat-
ing a plan of reorganization. Up to No-
vember 3, 1987, Sharon had not been able
to close its books as of the date of bank-
ruptey, April 17, 1987, so that it could not
produce reliable profit and loss figures.
Even a business as large as Sharon should
not operate in the dark for five and one-
half months after filing. Such failure may
not constitute gross mismanagement or in-
competence, but in conjunction with all of
the other problems herein mentioned, is a
basis for appointment of a trustee under
§ 1104(a)(2).

During 1985 and 1986 Sharon repaid debt
of $294 million to four secured bank credi-
tors. The Committee alleged, but no
proofs were offered, that the purpose was

to facilitate new loans from those banks to
other Posner companies. Sharon argues
that repayment of secured debt was neces-
sary and proper, and that failure to pay
might have precipitated this proceeding
earlier. The response is that perhaps this
case should have had judicial supervision
much earlier; part of the $294 million could
have been used to assure Sharon’s contin-
ued existence. The court concludes that
this is gross mismanagement in view of the
fact that Sharon’s # 2 blast furnace was
shut down for lack of money for relining,
and # 3 blast furnace, the only one operat-
ing, was nearing the end of its useful life
and if it were shut down, the company
would be out of the steel making business.
These factors might also be considered
with Sharon’s losses and Posner’s compen-
sation.

That the compensation was excessive,
and possibly recoverable as fraudulent con-
veyances, is shown by the following:

Year Operating Profit (Loss) Compensation
Victor Posner  Stephen Posner

1983 $17.3 million
1984 6.4 million
1985 (53.3 million)
1986 (44.5 million)
1/1/87 to

4/17/87 (14.7 million)
4/17/87 to

9/29/87 (10 million, est.)

This compensation includes the $4.4 mil-
lion dollars that Posner caused Sharon to
pay for his personal defense of criminal
charges of tax evasion. That $4.4 million
has never been repaid by Posner. No facts
were offered to justify such compensation,
or the $4.4 million.

Thus, at a time when Sharon’s manufac-
turing facilities desperately needed repair,
Posner withdrew millions of dollars for per-
sonal use and paid off $294 million in se-
cured bank loans while putting in place, or
leaving in place, a $30 million working capi-
tal loan at a 28%-30% interest per annum,
allowing the facility to deteriorate, and so
denuding Sharon of cash that trade credit
became unavailable. Such manifest self-in-
terest and total disregard for the welfare

$2,518,765 $365,004
3,550,641 476,672
3,868,445 515,008
5,331,592 425,112
630,641 unknown
285,658 unknown

of Sharon and its creditors exceeds any
standard necessary to show gross misman-
agement.

Posner was subpoenaed for depositions
in connection with the Committee’s motion.
He refused to appear and be deposed even
though he never obtained a protective or-
der. As the principal control person of
Sharon and its affiliates, and as Chairman,
President and Chief Executive Officer, he
was an appropriate party to be examined.
His refusal was not in good faith, and
demonstrates his incompetence and gross
mismanagement in that it was bound to
engender creditor hostility inimical to a
successful plan of reorganization.

Posner’s conduct before this court also
evidenced a lack of good faith. In our
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opinion of October 21, 1987, explaining our
order of August 19, 1987 refusing to ex-
tend the period during which the debtor
maintains the exclusive right to propose a
plan, we stated:

“The Committee has expressed great
concern for the immediate future of Shar-
on, asserting that Sharon’s plant is in dan-
ger of permanently shutting down. The
basis for such a concern is well founded.
At present, Sharon is operating inefficient-
ly with only one blast furnace which itself
is in danger of shutting down. Sharon has
admitted almost from the beginning that it
has two blast furnaces in need of repair.
The blast furnace which is newer, larger
and more efficient [# 2] is not operational
and requires $18,000,000 to overhaul and
reline. The other blast furnace [# 3] which
is older and less efficient has been operated
since it was last relined in 1979. At that
time, its expected life was five years before
further relining would be required. It has
now operated for eight years and is in
imminent danger of being shut down. If
Sharon’s only operational blast furnace is
shut down, the result would be, in all likeli-
hood, a shut down of major plant opera-
tions.

Sharon has shown no meaningful
progress toward obtaining the $18,000,000
financing package necessary to reline the
idle blast furnace and assure continued op-
eration.” In re Sharon Steel Corp., 78
B.R. 762, 76566 (Bankr.W.D.Pa.1987).

On September 18, 1987, Posner caused
the debtor’s counsel to hand to the court,
while attending the Judicial Conference in
Philadelphia, an emergency motion to ap-
prove $18 million in financing for the relin-
ing of blast furnace #2. A keystone of
the motion was:

“A. A secured loan from Victor Posner

in the amount of five million dollars

($5,000,000) (the “Posner Loan”)”
since $13 million could be generated from
other sources, At the expedited hearing on
September 25, 1987, counsel for the debtor
produced Posner’s written commitment;
that “commitment”:

1) was in the form of a letter from Shar-
on Steel on Sharon Steel letterhead to Shar-

on Steel signed by Victor Posner as ‘“Chair-
man and President and Chief Executive
Officer;”

2) provided only that someone (Sharon?)
would “arrange for a bank or other com-
mercial lender” to make the $5 million loan;

3) required that the loan be secured by a
lien on all debtor’s assets and its first lien
must be upon property having a value of
$12.5 million and be granted a superpriori-
ty lien by the Bankruptcy Court;

4) required as a pre-condition that Shar-
on shall have entered into a new collective
bargaining agreement with the United
Steelworkers of America (“USW"”); and

5) provided that the loan would become
due and payable upon the appointment of a
trustee.

Thus, the “Posner Loan"” was only a com-
mitment by Sharon to arrange a bank loan
for Sharon. Posner was committed to
nothing.

The pre-condition that a collective bar-
gaining agreement shall have been entered
with USW was an attempt to coerce such
agreement.

The provision that the loan would be-
come due and payable upon the appoint-
ment of a trustee would have cut off any
attempt to have a trustee appointed, since
repayment of the $5 million on short notice
would have been impossible for this cash-
poor debtor.

The “Posner Loan” portion of the $18
million financing package for the relining
of the blast furnace was therefore not seri-
ously considered by any party, even Shar-
on’s attorneys. When the court received
the emergency motion in Philadelphia on
September 18th, it was favorably im-
pressed by Posner’s willingness to lend per-
sonal funds of $56 million to aid the debtor.
That impression turned sour when the $5
million disappeared in open court on Sep-
tember 25th.

The Creditors Committee immediately
filed an amended motion, replacing the
“Posner Loan” with loan commitments
from various creditors, totalling $5 million.
As 80 amended, the motion for approval of
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the $18 million financing package to reline
blast furnace # 2 was approved on Septem-
ber 29th. Thus, five and one-half months
into the case, the reline job was commenced
while everyone crossed their fingers and
hoped the job could be completed before
the one operating blast furnace failed.

Sharon management argues that it has
restructured its management team, which
should now be left in place. However, that
was admittedly done after the Committee
filed its motion for the appointment of a
trustee. Even so, the ultimate control over
management decisions remained un-
changed, and the inherent conflicts of inter-
est were not cured.

Attorneys for Sharon have applied for
fees of $279,872.50 for the period Septem-
ber 28, 1987 to December 31, 1987 solely
for legal work in defending the motion for
the appointment of a trustee. While the
equity owners are entitled to representa-
tion and to assert their rights, one must
speculate whether the expenditure of such
resources was appropriate, and whether
Sharon’s counsel in doing so was fulfilling
its fiduciary duty to the debtor’s estate, or
was defending the private position of the
equity owners. The funds expended come
from the estate, and in view of the admit-
ted insolvency, will likely be borne chiefly
by creditors.

Taken as a whole, or even considering
only the admissions of the debtor, it is
apparent that independent management is
essential to maintain the viability of the
business. The court so advised the parties
on November 8, 1987, The Committee pre-
ferred, however, to settle the matter by
stipulation providing for independent
management, presumably out of fear that
the U.S. Trustee, new to this District,
might appoint as trustee incapable of han-
dling a business of Sharon's magnitude, to
the detriment of all parties. (That fear, we
think, has proved unjustified) The court,
therefore, allowed the parties 48 hours to
complete their negotiations.

Numerous joint telephone conferences:

with counsel for both parties and contacts
during Sharon hearings on other matters
indicated that progress was being made,

and the 48 hours drifted to over two
months. However, in a joint telephone con-
ference call at 5:00 p.m., Friday, January 8,
1988, Sharon’s counsel advised that the
parties were still negotiating and settle-
ment appeared hopeful; Committee’s co-
counsel agreed that the parties were still
negotiating but he advised the court that
the Committee’s instruction to him was to
request that the court proceed with ap-
pointment of a trustee. On Saturday, Jan-
uary 9, 1988, the court had its first oppor-
tunity to read a four page letter from the
Committee’s lead counsel dated Thursday,
January 7, 1988 and telefaxed to the court
that day, with copies to all counsel. That
letter recited the difficulties encountered in
the negotiations, but more importantly
stated:
“The Creditors’ Committee has requested
that we advise the court that negotia-
tions concerning the Stipulation have ter-
minated and to respectfully request that
the court enter an order approving the
Trustee Application.”
It concluded:
“For the foregoing reasons, we respect-
fully request the court to enter an Order
directing the United States Trustee to
appoint a reorganization trustee in this
case.”

There having been conclusive evidence of
self-dealing, transfer of huge assets to oth-
er companies under common control with
Sharon and away from the reach of credi-
tors, stripping the debtor of cash, depleting
the assets of the debtor so as to require
working capital loans at an unreasonably
high interest rate, failure to cure the oper-
ating losses after the Chapter 11 filing,
failure to have a bookkeeping system
which could accurately report month to
month profit or loss, all as spelled out
above, the appointment of a trustee was
mandatory under both § 1104(a)}(l) or
§ 1104(a}2). Hence, on Monday, January
11, 1988, the order was issued directing the
U.S. Trustee to appoint a trustee for this
case.

IV. The Motions for Reconsideration
and the Stipulation

On January 7, 1988 Posner and DWG
filed a motion to enforce the November 25,
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1987 stipulation, asserting that the stipula-
tion was an enforceable agreement. That
“gtipulation’” was incomplete; it had never
been executed as to all its paragraphs; it
was contingent upon approval of the court
which required notice and hearing; and
contained language which relieved Posner
of his obligations thereunder if court ap-
proval was not obtained before December
31, 1987. That date was important because
of certain perceived tax benefits to Posner
if he repaid the $4.4 million before Decem-
ber 31, 1987. Also, the stipulation contem-
plated an order of approval carrying addi-
tional terms, which is where the impasse
finally occurred. On January 11, 1988,
there was no stipulation in existence.

Upon the entry of the order of January
11, 1988, ordering the U.S. Trustee to ap-
point a trustee, the negotiations which had
broken down the week before were revital-
ized in earnest and on Wednesday, January
13, 1988, counsel jointly called to ask if
argument could be heard on a motion for
reconsideration. On January 14 a new stip-
ulation now completed for the first time,
was filed together with a companion mo-
tion to approve a loan; the motion to ap-
prove a loan was necessary because the
new stipulation provided for Posner to lend
Sharon $4.4 million (the amount of Sharon’s
money used to defend Posner’s tax fraud
case) and for DWG to lend Sharon $0.6
million. The intent was to get the $5 mil-
lion to Sharon immediately as a loan, and
then Posner would forgive repayment of
the $4.4 million,

The motions were argued Friday, Janu-
ary 15. The Committee and Sharon agreed
that since November, Sharon had been
managed independently, that Walter Sieck-
man, who had been fired by Posner in the
spring, was rehired in early October 1987,
and since then had managed Sharon with-
out Posner interference, that Sharon was
being well and effectively managed, and
that Sharon badly needed the $5 million to
be provided under the stipulation. It was
implied that it was almost obligatory that
the January 11 order be vacated and the
stipulation approved, because Sharon owed
the contractor doing the blast furnace re-
line job $2 million and if not paid on Tues-

day, January 19th, 250 men would walk off
the reline job imperiling its completion and
the future of Sharon. The court did not

accept gracefully this pressure argument.

We viewed this calamitous forecast as evi-
dence of bad management; effective
management would not have gotten into
such a predicament. The court’s view was
that we had better bite the bullet now, get
the trustee on board, let him cope with the
$2 million problem looming the next Tues-
day, and prevent such crises in the future.

Also, Posner’s $5 million had disappeared
once before and it might do so again. As
the old banker said, ‘“Fool me once, shame
on you; fool me twice, shame on me.”

Having reviewed the qualifications of
James W. Toren whom the U.S. Trustee
had designated as trustee, and being satis-
fied of his competence for the task at hand,
we executed our approval of his appoint-
ment that afternoon, January 15th,

Notwithstanding the difficulties of se-
lecting counsel, and getting up to speed,
the trustee was in New York arranging a
loan on January 19th, (January 18th was a
holiday.) An expedited hearing was ar-
ranged for Friday, January 22nd to consid-
er a motion for approval of a loan, in part
to meet the $2 million payment. On Janu-
ary 21st, the emergency hearing was can-
celled on the advice that $6 million had
been “found.” The trustee had ascertained
that Mueller Brass Company, a Sharon sub-
sidiary, owed Sharon $6 million under a tax
treaty and had the cash to make payment.
The immediate crisis was solved. And that
solution dissolved any remaining doubt as
to whether a trustee is necessary in this
case,

Had the January 13th stipulation been
filed before the January 11th order to ap-
point a trustee, it might have been con-
sidered differently. But nothing in the
stipulation, the various motions for recon-
sideration, or the hearings thereon dis-
closed any fact which preceded January
11th which was not considered in making
the January 11th order. Hence, there was
no basis for changing or vacating that or-
der. See Bankruptcy Rules 9023 and 9024,
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While we considered carefully the argu-
ments in favor of vacating the January
11th order to appoint a trustee, in retro-
spect, we realize that it became public
knowledge immediately that a trustee
would assume command and that to re-
verse that order could cause substantial
harm by creating an atmosphere of uncer-
tainty, and that the order should not be
vacated except upon substantial cause.
Stable, reliable and respected management
is essential to this debtor, and as long as
the facts existed on January 11th to sup-
port the order, it should be left in place.
To do otherwise would be disruptive and
detrimental to the interests of all parties.

V. Conclusions of Law

1. Sharon’s prepetition transfers to
DWG of

(a) $3.7 million to DWG,

(b) a $750,000 yacht to NPC Leasing,

(c) a $750,000 aircraft to NPC Leasing,
and

(d) 141,000 shares of Chesapeake Finan-
cial Corporation of a value of not less
than $1.2 million to IRM,

were prima facie voidable as preferences,
and possibly were fraudulent conveyances
to insiders or to entities under common
control with the debtor, for the purpose of
preserving those assets for the owners,
with intent to hinder and delay creditors,
constitute gross mismanagement and cause
for appointing a trustee under § 1104(a}(1)
and also constitute grounds for appoint-
ment of a trustee in the interest of credi-
tors, non-controlling equity security hold-
ers and other interests of the estate under
§ 1104(a)2).

2. The transfers of $9.8 million to Vic-
tor Posner and $940,000 to Stephen Posner,
his nephew, in 1985, 1986 and January-
March 1987, were not shown to be for an
adequate consideration, and prima facie
constitute fraudulent conveyances; none of
such funds have been repaid to Sharon, and
since Victor Posner is also the control per-
son, only an independent trustee for Shar-
on can effect an appropriate remedy. Such
action constitutes gross mismanagement

and cause for appointing a trustee under
§ 1104(a)(1) and § 1104(a)2).

3. The failure of Sharon management to
pursue recovery of insider preferences and
fraudulent conveyances, and its apparent
inability to do so because of conflicts of
interest, is a violation of its fiduciary duty,
amounts to gross mismanagement and war-
rants the appointment of a trustee under
either § 1104(a)(1) or § 1104(a)(2).

4. The debtor’s inability to extricate it-
self from a 28%-30% interest expense on
its working capital loan, costing it over $4
million per year in unnecessary interest
constitutes gross mismanagement pre- and
postpetition and is cause for appointing a
trustee either under § 1104(a)1) or
§ 1104(a)(2).

5. The necessity for the high interest
working capital loan was created by pay-
ment in 1985 and 1986 by Sharon of $294
million to four secured bank creditors, by
continuing losses, and by withdrawals and
transfers to Posner and Posner-controlled
companies; such practices constitute gross
mismanagement and cause for appointing a
trustee under § 1104(a)(1) or § 1104(a)(2).

6. The repayment of $294 million to se-
cured bank creditors and the transfers of
substantial sums to Posner and Posner
companies, leaving Sharon with inadequate
cash when it needed to refurbish its facili-
ties constitutes gross mismanagement un-
der § 1104(a)1).

7. Sharon management's payment of
$294 million in secured bank loans and mil-
lions of dollars to Posner while suffering
huge losses and while its manufacturing
facilities desperately needed repair and
were allowed to deteriorate, and while in-
curring a $30 million working capital loan
at a 28%-30% interest, and so stripping
Sharon of cash that trade credit became
unavailable reveals manifest self-interest
and total disregard for the welfare of Shar-
on and the rights of its creditors which
exceeds any standard necessary to show
gross mismanagement and grounds for ap-
pointing a trustee under either § 1104(a)(1)
or § 1104(a)2).

8. The continuing losses averaging
some $2 million per month postpetition,
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even while operating under the protective
umbrella of the Bankruptcy Court, are
causing further harm to creditors and oth-
er parties in interest and reveal that Shar-
on management cannot achieve the goal of
reorganization, and constitute incom-
petence and gross mismanagement and
cause for appointing a trustee under
§ 1104(a)(1) or § 1104(a)2).

9. The ongoing problem of fair alloca-
tion of costs of the Miami offices among
Sharon and other Posner-owned businesses
is exacerbated by the conflicts in interest,
and only an independent trustee can make
a proper investigation and determination of
the best interests of Sharon. The appoint-
ment of a trustee is in the interest of
creditors, non-controlling equity security
holders, and other interests of the estate,
under § 1104(ax2).

10. No facts were shown after January
11, 1988 which were not considered prior
thereto, which could form a basis for vacat-
ing the January 11, 1988 order directing
the appointment of a trustee.

11. Victor Posner's huge withdrawals
from Sharon at a time of financial crisis,
his refusal to be deposed, and his erratic
conduct before the court, constitute gross
mismanagement, incompetence in terms of
managing and directing the course of Shar-
on in these reorganization proceedings, and
constitute a basis for the appointment of a
trustee under § 1104(a}1) or § 1104(a)2).

12. Consideration of all of the facts of
this case as a whole requires the conclusion
that it is in the best interest of creditors,
non-controlling equity security holders and
other interests of the estate that a trustee
be appointed under § 1104(aX1).

18. In a case of this magnitude, the cost
of having a trustee in place is insignificant
when compared with the other costs of
administration and when compared with
the enormous benefit to be achieved by the
establishment of trust and confidence in
Sharon’s management.

VI. Conclusion
The foregoing is intended to accompany
this court’s order of January 11, 1988, di-
recting the U.S. Trustee to appoint a reor-

ganization trustee, our approval of the ap-
pointment of James W. Toren on January
15, 1988, and our refusal of motions to
reconsider.,

w
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In re ALLEGHENY, INC. t/d/b/a Alle-
gheny Paper Company; Allegheny
Products Company; Allegheny Circula-
tion Supply Company and A & E Plas-
tics, Debtor.

ALLEGHENY, INC,, Plaintiff,
V.

BASIC PACKAGING SYSTEMS, INC.
and BPS Kansas, Inc., Defendant.

Bankruptcy No. 85-2136.
Adv. No. 87-252.

United States Bankruptey Court,
W.D. Pennsylvania.

May 27, 1988.

Chapter 11 debtor brought action to
recover preferences. The Bankruptey
Court, Bernard Markovitz, J., held that: (1)
transferees were judicially estopped from
denying status as creditors, and (2) trans-
fers occurred when property was actually
transferred, rather than earlier date when
parties reached settlement agreement.

Judgment for debtor.

1. Bankruptcy €=2726(6), 2727(2)

Burden of proving statutory elements
of preference, by preponderance of evi-
dence, is on trustee or debtor-in-possession;
once elements have been proven, trans-
feree has burden of proving that transfer
falls within one or more statutory excep-
tions to trustee’s avoiding powers. Bankr,
Code, 11 U.S.C.A. § 547(b).
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trict court for the district court to resen-
tence in light of the supplemented record.®

If the district court determines that it did
not rely upon the table contained in the
presentence report which sets forth sen-
tences given to other fraud defendants, the
original sentence may, in the district
court’s discretion, be reinstated. On the
other hand, if the district court did rely
upon the data, and misinterpreted its mean-
ing, the district court should resentence
Cannistraro in accordance with a correct
understanding of the presentence report
table.

V.

Having considered all the contentions
raised by the defendant, we will affirm the
district court’s order of restitution but will
. vacate the sentence of imprisonment and
remand to the district court for resentenc-
ing consistent with this opinion.
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Creditors’ committee moved for ap-
pointment of Chapter 11 trustee. - The

6. We see no difficulty. with .remanding to the
same district judge for resentencing.’ In Baylin,
696 F.2d at 1043, n. 30, we recognized that it is
the practice of the district courts in this circuit
to assign a case on remand to the judge who
originally heard it. Occasionally we may use

. our supervisory power to reassign cases on re-
mand, e.g. Johnson v. Trueblood, 629 F.2d 302
(3d Cir.1980), cert. denied, 450 U.S. 999, 101

United States Bankruptey Court for the
Western District of Pennsylvania, Warren
W. Bentz, J., 86 B.R. 455, appointed trust-
ee, and debtor-in-possession appealed. The
United States District Court for the West-
ern District of Pennsylvania, Donald E. Zie-
gler, J., affirmed, and further appeal was
taken. The Court of Appeals, Gibbons,
Chief Judge, held that appointment of
Chapter 11 trustee was not abuse of discre-
tion where there was evidence of system-
atic siphoning of debtor’s assets to other
companies under common control on eve of
bankruptey, and continuing postpetition
mismanagement.

Affirmed.

1. Bankruptcy &=3782, 3786

When reviewing ultimate finding, ap-
pellate court must accept bankruptey
court’s findings of historical or narrative
facts unless they are clearly erroneous, but
it must exercise plenary review of court’s
choice and interpretation of legal precepts
and its application of those precepts to
historical facts.

2. Stipulations &=1

Bankruptey court properly rejected
purported “stipulation” between debtor-in-
possession and creditors’ committee not to
appoint trustee, where document included
several lapsed conditions and unexecuted
provisions, and committee asserted that ne-
gotiations had broken down.

3. Bankruptcy &3784

Bankruptey court’s decision to appoint
Chapter 11 trustee for cause is reviewed
for abuse of discretion. Bankr.Code, 11
U.S.C.A. § 1104(a).

4, Bankruptcy €=3624
Appointment of Chapter 11 trustee
was not.abuse of discretion where there

S.Ct. 1704, 68 L.Ed.2d 200 (1981) and Lewis v
Curtis, 671 'F.2d 779 (3d Cir.), cert. denied, 459
U.S. 880, 103 S.Ct. 176, 74 L.Ed.2d 144 (1982)
(where justice requires reassignment to preserve
appearance of impartiality). Cannistraro has
failed to show a substantial reason, other than
dislike of the sentence imposed, which would
require us to reassign the case on remand.
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was evidence of systematic siphoning of
debtor’s assets to other companies under
common control on eve of bankruptey, and
continuing postpetition mismanagement.
Bankr.Code, 11 U.S.C.A. § 1104(a){1, 2).

Paul H. Titus, Mansmann, Cindrich &
Titus, Pittsburgh, Pa., Michael V. Blumen-
thal, Haythe & Curley, New York City, for
appellants.

Russell J. Ober, Jr., Steven Petrikis,
Rose, Schmidt, Hasley & DiSalle, Pitts-
burgh, Pa., for appellee James W. Toren,
trustee of Sharon Steel Corp.

Herbert P. Minkel, Jr., Vincent J. Coyle,
Jr., Fried, Frank, Harris, Shriver & Jacob-
son, New York City, Philip E. Beard, Stone-
cipher, Cunningham, Beard & Schmitt,
Pittsburgh, Pa., for appellees, The Official
Committee of Unsecured Creditors.

Before GIBBONS, Chief Judge, and
SCIRICA and NYGAARD, Circuit
Judges.

OPINION OF THE COURT
GIBBONS, Chief Judge:

DWG Corporation and Victor Posner ap-
peal from a district court decision affirm-
ing a bankruptey court order appointing a
trustee-in-bankruptcy for debtor Sharon
Steel (“the debtor” or “Sharon”) pursuant
to 11 US.C. § 1104. DWG and Posner
contend that the bankruptey court should
have denied the committee of unsecured
creditors’ (“the committee”) petition for a
trustee because the request violated con-
tractual obligations between the committee
and the debtor-in-possession.! In the alter-
native, they assert that the district court
erred as a matter of law in affirming the
appointment of a Chapter 11 trustee both
because the postpetition corrective mea-
sures taken by the debtor’s management
should have defeated the petition and be-
cause the debtor’s alleged acts of postpeti-

1. Posner and DWG half-heartedly contend that
the trustee cannot be a party to this appeal
because the stipulation allegedly entered into by
the parties withdrew the trustee motion, the
committee did not oppose the reconsideration
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tion mismanagement fail to satisfy the
clear and convincing burden of proof re-
quired for appointment of a trustee. Be-
cause no binding agreement existed to pre-
vent the committee from petitioning for
appointment of a trustee and because the
bankruptey court did not err in appointing
a trustee for Sharon, we will affirm.

L

Sharon Steel Corporation manufactures
steel in a facility located near Sharon,
Pennsylvania. The Sharon facility includes
two blast furnaces. By April, 1987, only
one of these—number 8—was operational.
Sharon’s most efficient blast furnace, num-
ber 2, was shut down pending $18 million in
repairs. Furthermore, furnace number 3,
which was three years overdue for relining,
faced imminent shutdown. On April 17,
1987, confronted with $742 million in liabili-
ties, only $478 million in assets, and press-
ing creditors, Sharon filed a voluntary peti-
tion for reorganization under Chapter 11 of
the Bankruptey Code. 11 U.S.C. §§ 1100-
1174 (1982 & Supp. IV 1986).

Sharon management remained in control
of the corporation’s operations as debtor-in-
possession. At all times relevant to this
case, appellant Victor Posner served as
Sharon’s chairman, president, and chief ex-
ecutive officer. Appellant DWG, under
common control with Sharon, provided fi-
nancial management services to Sharon
and other Posner-controlled companies. It
operated out of a Miami office building
owned by Posner and provided 18,000
square feet of office space to Sharon to
house its executive offices, charging Shar-
on $24 per square foot.

Some five months after Sharon filed for
reorganization, the committee, dissatisfied
with the progress—or lack thereof—made
by Sharon’s management, petitioned the
bankruptey court for appointment of a
trustee pursuant to 11 U.S.C. § 1104. On
the following day, September 29, 1987, the

motion, and the office of the United States
Trustee took no position on the reconsideration
motion or the district court appeal. The district
court correctly dismissed this argument..

155



IN RE SHARON STEEL CORP.

1219

Clte as 871 F.2d 1217 (3rd Cir. 1989)

court approved an $18 million loan package
to enable the debtor to reline blast furnace
number 2.2 The bankruptey court held
hearings on the committee’s petition on Oc-
tober 15 and November 3, 1987. On that
second day of hearings, the bankruptcy
court informed the parties that it con-
sidered “independent management ... es-
sential to maintain the viability of the busi-
ness.” App. 2119. The court, however,
apparently at the committee’s request, see
App. 2119, gave the parties forty-eight
hours to negotiate a stipulation providing
for independent management and thus ob-
viate the need for a trustee.

Because early negotiations seemed prom-
ising, the court extended the deadline’
The parties reached some sort of agree-
ment on a stipulation, however, for they
moved on to negotiate an order to enforce
it. The order was to secure court approval
of the stipulation and to settle “various
other pending matters.” App. 1559. The
negotiations foundered,® however, and the
committee requested a ruling on the trust-
ee motion in a letter faxed to the court on
January 7.

On January 11, 1988, the bankruptcy
court entered an order appointing a trust-
ee, Meanwhile, the parties renewed their
negotiations. Sharon owed a $2 million
installment on the relining job on January
19. Failure to pay would stop all work.

2. Posner made a show of participating in this
loan package. The bankruptcy court character-
ized Posner's role as “only a commitment by
Sharon to arrange a bank loan for Sharon.
Posner was committed to nothing.” App. 2217.
Furthermore, Posner’s participation evaporated
in open court on September 25. App. 2117.

3. The parties offer differing accounts regarding
when and if a stipulation was executed. Be-
cause the documentation ultimately submitted
to the bankruptcy court belies the existence of a
binding agreement at the time the court ren-
dered its decision, no reconciliation of the par-
ties' accounts is required.

4, On January 4, 1988, counsel for the committee
telecopied to counsel for Sharon and DWG and
Posner a proposed order for signature by 9:00
a.m., January 6. App. 1237. They returned via
fax a signed copy of the order late on the night
of January 5. App. 1243. That order, however,
contained language extending the period during
which the committee could not file a plan for
reorganization, App. 1247, a condition the com-

Thus, the possibility of quick access to $4.4
million owed Sharon by Posner as reim-
bursement for amounts spent by Sharon on
Posner’s defense in a personal criminal
matter,® apparently lured the committee
back to the tablef The two sides finally
reached agreement on a loan agreement’
between Posner and Sharon for $4.4 million
and an order approving the stipulation. On
January 13, they jointly requested a hear-
ing on a motion for reconsideration of the
trustee’s appointment. As part of their
motion, they submitted a “completed” stip-
ulation. The parties also filed a companion
motion seeking authorization of the loan
agreement between Sharon, Posner, and
DWG. The bankruptey court held a hear-
ing the following day and entered an order
approving the appointment of James W.
Toren as trustee, which had the effect of
denying the parties’ motion to approve the
stipulation and vacate the order authoriz-
ing a trustee.

On January 21, Posner and DWG filed a
motion to reconsider or, in the alternative,
to stay the appointment pending appeal.

‘Sharon later joined in this motion, which

was opposed by the committee and the
trustee. The bankruptey court held yet
another hearing and, on March 4, 1988,
denied the motions to reconsider or to stay.
App. 1769-70. Posner and DWG then ap-

mittee claims the debtors knew was unac-
ceptable to them. App. 1249. The committee
then sent its letter to the ‘court asking for a
ruling. “App. 1248-51.

5. ‘In April 1982, Posner was criminally indicted
in the United States District Court for the South-
ern District of New York for personal income

“tax evasion and conspiracy. See generally App.
192-209. The charges covered the period from
1975 to 1979. App. 195. Posner entered a plea
of nolo contendere. App. 553.

6. The committee, probably doubting Sharon’s,
DWG’s, and Posner's sincerity, refused to with-
draw its request for a ruling, App. 2119, even
though the parties had scheduled a meeting to

. approve the stipulation for January 11, the day
the court issued its ruling. App. 2119, 1562,
The parties finally reached an agreement on
January 13. App. 2121, 1563.

7. The agreement provided that once the order
became final, Posner would forgive the loan.
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pealed this last decision to the United
States District Court for the Western Dis-
trict of Pennsylvania pursuant to 28 U.8.C.
§ 158(a) (1982 & Supp. IV 1986). The dis-
trict court affirmed the denial of the stay.
It also ordered the bankruptey court to file
findings of fact and conclusions of law for
its January 15 order. App. 2099.

The bankruptey court’s Opinion on Ap-
pointment of a Trustee, dated May 2, 1988,
86 B.R. 455, sets forth its reasons for
granting the motion for appointment of a
trustee and denying the motion to vacate
that order and approve the stipulation. It
relied on 11 U.8.C. § 1104, which provides:

(a) At any time after the commencement

of the case but before confirmation of a

plan, on request of a party in interest

...,% and after notice and a hearing, the

court shall order the appointment of a

trustee— )

(1) for cause, including fraud, dis-
honesty, incompetence, or gross mis-

8. The bankruptcy court and, indirectly, the dis-
trict court mistakenly relied upon a superseded
version of § 1104. In 1986, Congress amended
subsection (a) to allow the United States trustee
to request appointment of a trustee, See Bank-
ruptcy Act of 1986, Pub.L. No. 99-554, § 222,
100 Stat. 3088, 3102 (1986). Because this
amendment does not affect the outcome in this
case, the error is harmless.

9. These either preferential transfers or fraudu-
lent conveyances include a $3.7 million wire
transfer made by Sharon to DWG on April 16,
1986 apparently in payment of a $3.58 million
annual charge including $122,433.21 rent for
the chairman’s office, $74,465.53 for use of a
yacht that Sharon owned, $170,483.26 for air-
plane usage (although the plane also was owned
by Sharon), $230,422.28 for use of the guest
apartments in Miami, and $100,833.21 for ac-
commodations in the Waldorf-Astoria; a De-
cember 1986 transfer by Sharon to NPC Leasing
Company, under common control with Sharon,
of title to a yacht and airplane, each minimally
valued at $750,000; a March 16, 1987 transfer of
141,000 common shares in Chesapeake Finan-
cial Corporation, valued by the trustee at $24
million, to Insurance and Risk Management,
also connected to Sharon by interlocking di-
rectors, in satisfaction of an antecedent debt of
$1,512,493.75; and approximately $16 million in
compensation paid to Victor Posner between
1983 and September 1987, including $4.4 mil-
lion paid by Sharon for his defense in a crimi-
nal action for individual tax evasion and con-
spiracy, and approximately $1.8 in compensa-
tion paid to Stephen Posner. App. 2107-08,
2112, 2114,
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management of the affairs of the debt-
or by current management, either be-
fore or after the commencement of the
case, or similar cause, but not includ-
ing the number of holders of securities
of the debtor or the amount of assets
or liabilities of the debtor; or

(2) if such appointment is in the in-
terests of creditors, any equity securi-
ty holders, and other interests of the
estate, without regard to the number
of holders of securities of the debtor or
the amount of assets or liabilities of
the debtor.

11 U.S.C. § 1104 (1982 & Supp. IV 1986)
(footnote added). The facts before the
court, it found, satisfied both subparts. It
cited numerous prepetition transfers of
Sharon assets that amounted at best to
voidable preferences and at worst to fraud-
ulent conveyances, none of which had been
questioned by the debtor-in-possession.?

In its conclusions of law, the bankruptcy
court held the transfers of the $3.7 million to
DWG, the yacht and plane to NPC Leasing, and
the 141,000 shares of Chesapeake Financial Cor-
poration to Insurance and Risk Management
constituted prima facie voidable preferences. It
also held that the 1985 through March. 1987
transfers of $9.8 million to Victor Posner and
$940,000 to Stephen Posner “were not shown to
be for an adequate consideration, and prima
facia [sic] constitute fraudulent conveyances.”
App. 2124. The bankruptcy court also credited
expert testimony that valued the Miami office
space at $12.50 per square foot and noted that
DWG charged Sharon $24. App. 2112.

The trustee has instituted several actions to
recover various of these assets for the estate,
He has sued Posner in United States district
court for reimbursement of the criminal de-
fense costs, excessive compensation paid to him,
and damages caused by his mismanagement of
the debtor. Civil Action No. 88-1850 (originally
filed in the bankruptcy court on July 12, 1988 as
Adversary No. 88-0042). The trustee also has
brought two actions in the bankruptcy court:
on August 19, 1988, Adversary No. 88-0052 to
obtain books, records and financial information
from DWG, Posner, and others; and on March
11, 1988, Adversary No. 88-0019 to recover the
141,000 shares of Chesapeake Financial Corpo-
ration stock from Insurance and Risk Manage-
ment. The trustee also filed suit against Posner
in the bankruptcy court on June 3, 1988 for the
return of 14 original Norman Rockwell oil
paintings that belonged to Sharon. Adversary
No. 88-0030. In October 1988, the bankruptcy
court approved without prejudice a stipulation
requiring Posner to return the paintings.
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Not only had Sharon failed to sue for re-
covery of these transfers, but the bank-
ruptey court questioned the current
management’s ability to fulfill its fiduciary
duty to pursue these claims since Sharon
shares common management with the re-
cipients of the transfers, who also owe
conflicting fiduciary duties to the recipi-
ents. Disclosure of the transfers did not
cure the preferential or fraudulent trans-
fers.

The bankruptcy court also faulted Shar-
on’s day-to-day management of the estate.
Sharon, which continued to rely on DWG
for financial services, had not yet closed
out its books for the period preceding reor-
ganization. Thus, not only was the debtor
continuing to hemorrhage money at an esti-
mated $2 million per month at a time when
steel prices were rising, but the debtor
could not even measure the precise size of
these losses since it had no postpetition
profit and loss statements.

Similarly, the court also criticized Shar-
on’s failure to renegotiate its $30 million
working capital loan from the 28% to 80%
interest rate originally agreed to to a rea-
sonable 14% to 15%—an action that would
save Sharon $4 million a year. It also
impugned the wisdom (and the propriety)
of Sharon’s repayment during 1985 and
1986 of $294 million in secured bank loans
“in order to facilitate new loans from those
banks to other Posner companies.” App.
2118. Given Sharon’s blast furnace crisis
and the fact that the payments left Sharon
so cash-poor that it was forced to enter into
the $30 million, high-interest working capi-
tal loan, it concluded such actions amount-
ed to gross mismanagement. Id.

Last, the bankruptcy court raised an
even more fundamental issue when it ques-
tioned the $279,872.50 in attorneys’ fees
expended during the last quarter of 1987 to
fight the appointment of the trustee:

While the equity owners are entitled to

representation and to assert their rights,

one must speculate whether the expendi-
ture of such resources was appropriate,
and whether Sharon’s counsel in doing so
was fulfilling its fiduciary duty to the

10. Sharon and Posner and DWG refer to this as

debtor’s estate, or was defending the pri-
vate position of the equity owners. The
funds expended come from the estate,
and in view of the admitted insolvency,
will likely be borne chiefly by creditors.

App. 2118. The bankruptcy court deter-
mined that the sum of the above behavior
amounted to cause under section 1104(a)(1).
It also demonstrated the necessity of new
management just to keep Sharon operat-
ing, therefore implicating the interests of
the creditors and equity holders alike speci-
fied for appointment of a trustee under
subsection (b).

Because the bankruptey court wrote its
opinion long after its involvement in the
events ended, it also incorporated into its
opinion its reasons for denying the parties’
subsequent motions. With regard to the
stipulation, it found that the parties had
not reached an agreement prior to the
court’s January 11 decision. As support, it
recited the history of the stipulation. Orig-
inally the court at the committee’s request
had given the parties forty-eight hours to
negotiate a settlement to the trustee dis-
pute. Early signs of progress resulted in
an extension that lasted until early Janu-
ary. On January 7, 1988, the committee
through its attorney informed the court
that negotiations had reached an end and
that the committee wished a ruling on its
motion. The same day, Posner and DWG
also filed a motion to enforce the stipula-
tion dated November 25, 1987 1 as an en-
forceable agreement. On January 8, 1988,
a telephonic conference held between the
court and counsel for the debtor and for
the committee revealed continuing negotia-
tions. The committee, however, stated that
it still desired a ruling on the motion.

After reviewing the case before him, the
bankruptey judge concluded that stipula-
tion was incomplete and therefore unen-
forceable. He found that it had not been
executed as to all of its provisions and was
contingent upon.court approval, which re-
quired notice and a hearing. In addition,
the parties envisioned that the order would
contain additional terms. Furthermore, the
stipulation’s provision obligating Posner to

the November 4 stipulation.
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reimburse Sharon for the $4.4 million in
defense costs specified court approval by
December 81, 1987 to be effective—a date
that had come and gone. Thus, it had
elapsed. Without a stipulation, the Sharon
situation had not changed since the hear-
ing, and thus the judge held that section
1104 required him to appoint a trustee.

Regarding the motion to approve the
stipulation and order and vacate the trust-
ee appointment, the court noted that at the
hearing the parties argued that Sharon had
been managed independently since Novem-
ber by Walter Sieckman, hired as chief
operating officer in October. They pressed
for urgent action by the bankruptey court
because the relining would stop if payment
of the $2 million were not made on time.
The court found this to be another manifes-
tation of mismanagement that supported,
rather than challenged, its appointment of
a trustee. The bankruptey court, citing
Bankruptcy Rules 9023-24,' concluded
that none of the facts presented by the
parties antedated the January 11 order and
therefore did not manifest substantial
cause to upset that order. It also noted
that a reversal at this point would further
shake public confidence in Sharon’s reorga-
nization.

The district court affirmed the bankrupt-
¢y court’s decision to appoint a trustee in a
brief decision dated September 15, 1988,
Apparently applying a clearly erroneous
standard to the bankruptey court’s deci-
sion, the district court concluded that the
evidence before the court pointing to pre-
and postpetition mismanagement was clear
and convincing. As to the stipulation, it
upheld the ruling that no stipulation exist-
ed on January 11, 1988. It agreed that
approval of the stipulation in the instant
case would have resulted in more harm
than good. Thus, the bankruptey judge
had not abused his discretion in refusing to
vacate the order appointing the trustee.
See generally App. 2129-30. This appeal
followed.

IL.

The parties to this appeal dispute the
proper standard of review to be applied in

11, These rules make Fed.R.Civ.P. 59 and 60 gen-
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this case. At the outset, it should be noted
that this court’s review of the district court
effectively amounts to review of the bank-
ruptcy court’s opinion in the first instance.
See Ram Constr. Co., Inc. v. American
States Ins. Co., 749 F.2d 1049, 1053 (3d
Cir.1984) (citing Universal Minerals, Inc.
v. C.A. Hughes & Co., 669 F.2d 98, 102 (3d
Cir.1981)). Beyond this basic premise, it is
settled law that this court applies a clearly
erroneous standard to findings of fact, con-
ducts plenary review of conclusions of law,
and must break down mixed questions of
law and fact, applying the appropriate stan-
dard to each component. See, e.g., Resyn
Corp. v. United States, 851 F.2d 660, 664
(3d Cir.1988); In re Jersey City Medical
Center, 817 F.2d 1055, 1059 (3d Cir.1987);
Bam Constr. Co., Inc., 749. F.2d at 1052
53; Universal Minerals, Inc., 669 F.2d at
101-02. The district court reviewed the
bankruptey court’s decision to appoint a
trustee using a clearly erroneous standard.
The committee and the trustee have em-
braced this standard. In contrast, Posner
and DWG argue that the district court
should have conducted a plenary review.
They accurately define the problem as one
of characterization; what they see as ques-
tions of law, the committee and the trustee
perceive as questions of fact.

This court discussed at length the proper
standard of review of issues containing
mixed questions of fact and law and how to
separate the two in Universal Minerals,
Inc. v. C.A. Hughes & Co., 669 F.2d 98,
102-03 (3d Cir.1981). Universal Minerals,
also a bankruptey proceeding, arose from a
determination by the bankruptey court that
C.A. Hughes had abandoned certain per-
sonal property. The district court, substi-
tuting its own findings of fact for those of
the bankruptey court, reversed. Holding
that the bankruptey court’s inference of
intent to abandon from the facts presented
was not clearly erroneous, this court re-
versed the district court.

To reach this conclusion, Universal reit-
erates the well-settled rule that this court

erally applicable to bankruptcy cases.
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applies a clearly erroneous standard to
findings of fact, but conducts plenary re-
view of legal conclusions. Id. The opinion
then distinguishes between three different
types of facts. “Basic facts are the histori-
cal and narrative events’ presented for the
court’s consideration. Id. at 102. “In-
ferred factual conclusions are drawn from
basic facts and are permitted only when,
and to the extent that, logic and human
experience indicate a probability that cer-
tain consequences can and do follow from
the basic facts. No legal precept is impli-
cated....” Id. (citation omitted). There-
fore, courts apply a clearly erroneous stan-
dard to findings of basic and inferred facts.
Id.

[11 In contrast, an ultimate fact is “a
legal concept with a factual component,”
id, at 108, and “is usually expressed in the
language of a standard enunciated by case-
law rule or by statute, e.g., an actor’s con-
duct was negligent; the injury occurred in
the course of employment; the rate is rea-
sonable,” id. at 102 (quoting Smith v. Har-
ris, 644 F.2d 985, 990 n. 1 (8d Cir.1981)
(Aldisert, J., concurring)). When reviewing
an ultimate finding, this court “must ac-
cept the trial court’s findings of historical
or narrative facts unless they are clearly
erroneous, but [it] must exercise a plenary
review of the trial court’s choice and inter-
pretation of legal precepts and its applica-
tion of those precepts to the historical
facts.” Id. at 103 (footnote omitted).

IIL

Posner and DWG correctly assert that
the committee and the trustee mischarac-
terize the bankruptey court’s conclusion
that no binding stipulation existed as a
factual question. To the extent that the
bankruptey court made any findings con-
cerning whether, for example, certain
events had occurred or certain actions were
taken, it' made  findings of basie. facts.
These findings must be’ reviewed urider a
clearly erroneous standard. The same
standard would govern review of any fac-
tual inferences drawn from these facts.
Whether the stipulation presented to the
court prior to its decision to appoint the

trustee was binding upon the parties, how-
ever, clearly presents a question of law: it
requires the court to determine whether
the sum of the facts presented to the court
as a matter of law resulted in a stipulation
that bound the parties.

In Ram Construction Co., Inc. v. Amer-
ican States Insurance Co., 749 F.2d 1049
(3d Cir.1984), this court held that contract
construction, as distinguished from inter-
pretation, is a matter of law subject to
plenary review. In Ram, the district court
had applied a clearly erroneous standard to
a bankruptey court determination that an
agreement to perform a large amount of
work on a round-the-clock basis constituted
a new contract, rather than an agreement

 to perform additional work under the terms

of an existing contract. While affirming
the district court’s result, we corrected its
mischaracterization of the question before
the bankruptcy court as one of interpreta-
tion, rather than one of construction.

N1

Ram defines construction as “ ‘a process
by which legal consequences are made to
follow from the terms of the contract and
its more or less immediate context, and
from a legal policy or policies that are
applicable to the situation’” Id. at 1053
(quoting Patterson, The Interpretation
and Construction of Contracts, 64 Colum.
L.Rev. 833, 835 (1964)). Because the issue
in question did not involve a dispute over
material facts, it implicated legal questions
and therefore required plenary review. Id.

As noted above, the parties, with the
bankruptey court’s permission, entered into
settlement negotiations to avert appoint-
ment of a trustee. Some two months later,
the court received two very different com-
munications from the adverse parties. On
January 7, 1988, the committee submitted
its request that the court rule on its motion
for appointment of a trustee, stating that
negotiations had ended without agreement.
On the same day, both Sharon and Posner
and DWG filed motions.to.enforce a stipu-
lation they claimed the parties executed in
November. In effect, the motions were
counterresponsive.

The stipulation submitted in support of
Sharon’s motion was in such a shambles
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that the bankruptey court properly rejected
it as nonbinding. See App. 1257-64 (Shar-
on’s motion; DWG and Posner’s motion
does not even append a copy of the stipula-
tion). It contains nineteen paragraphs,
covering management control issues, (para-
graphs 1-6, 12), reimbursement by Posner
of the $4.4 million expended in his defense,
(paragraph 13), a loan from DWG of anoth-
er $600,000, (paragraph 14), proper record-
keeping by DWG, (paragraphs 9-10), and
resolution of numerous actual or potential
committee-debtor disputes, (see generally
paragraphs 15-17), including those over
Sharon’s choice of legal counsel, (para-
graph 8), and an extension of Sharon’s ex-
clusivity period, (paragraph 7). The stipu-
lation also contains a provision requiring
the committee to withdraw its motion for
appointment of a trustee, (paragraph 11),
and another provision making its effective-
ness dependent upon court approval, (para-
graph 18). Last, paragraph 19 conditions
effectiveness of the stipulation upon agree-
ment on the outside directors by November
11, 1988 (see also stipulation paragraph 3).

The stipulation is undated, despite Shar-
on’s and DWG and Posner’s references to
it as the November 4, 1987 stipulation.
Paragraph 3 contains four blank lines
awaiting entry of the names of the outside
directors.”? Paragraph 13 binds Posner to
return the $4.4 million only if the court
approves the stipulation on or before De-
cember 31, 1987. The document is signed
by the committee’s cochairmen, who ex-
pressly limit their agreement to “Sections

12, A letter dated January 5, 1988 from Paul H.
Titus, counsel for Posner and DWG, to Philip
Beard, counsel for the committee, indicates that
agreement on the four outside directors oc-
curred long after the November 11, 1987 dead-
line. App. 1243 (“this will also confirm that we
have agreed that the four outside Directors will
be Matthew S. Metcalfe, John Kirkwood, Eu-
gene Frank and Ronald Davenport.”).

Posner and DWG incorporated this letter as
an exhibit to their motion to enforce the stipula-
tion, claiming it showed the committee had
waived the November 11 deadline.

13, After the bankruptcy court appointed the
trustee, the parties finally did reach agreement
on the stipulation and order. When the parties
moved for approval of the stipulation and vaca-
tion of the trustee order, they submitted a “com-
pleted” stipulation that is identical to the stipu-
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9, 10, 14, 15 and 16 only.” App. 1264.
Thus, the committee agreed only to the
provisions governing DWG@G’s role as finan-
cial manager, an obligation for all parties
to meet to negotiate settlement of all dis-
putes, and a continued right to go to court
to enforce the stipulation in the event of a
default. Its failure to agree to the $4.4
million payback is conspicuous. Posner, on
the other hand, agreed only to the payback
sections. App. 1265 (sections 13 and 16,
only in so far as Section 16 shall relate to
Section 13).

[2] The bankruptey court, when con-
fronted with this document in the context
of the committee’s assertions that negotia-
tions had broken down, properly concluded
that no agreement existed. No other ex-
planation exists for an alleged binding con-
tract that includes so many elapsed condi-
tions and unexecuted provisions. Clearly it
represents an agreement under negotia-
tion.!8

Posner and DWG assert that the January
5 letter indicating agreement on the di-
rectors, see supra note 9, represents a
waiver by the committee of the November
11 requirement. We cannot say the bank-
ruptey court clearly erred by rejecting the
agreement. It reasonably could conclude
that that agreement represented one more
facet of the negotiations that ultimately
had collapsed. Furthermore, even were
this stipulation binding, it could bind the
committee only to the agreed-upon provi-
sions. These did not include the promise
not to seek appointment of a trustee, the

lation submitted in early January by Sharon
except that the names: of the four outside di-
rectors have been entered. This fact should not
be used to challenge the bankruptcy court’s de-
cision, The court had to base its decision on
the record before it. That the parties should
have chosen to agree to the identical stipulation
later cannot be considered in reviewing the
court’s ruling,

Furthermore, the parties’ submission of the
virtually identical stipulation, many of whose
provisions had elapsed and whose acceptance
was limited, reflects inexcusably bad lawyering.
Although the order compensates for some of the
elapsed conditions, the stipulation remains the
sloppy and confusing document it was in Janu-
ary.
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crux of DWG and Posner’s claims regard-
ing the stipulation.

Posner and DWG challenge the bank-
ruptcy court’s statement that the stipula-
tion’s enforceability was defeated by its
incompleteness, caused in part by the provi-
sion requiring court approval to render it
effective. They argue that the absence of
the court order does not free the parties of
their obligations under the agreement.
For support, they rely heavily on In re

Lamarre, 34 B.R. 264 (Bankr.D.Me.1983),

In Lamarre, a city tried to rescind its
contract to buy a debtor-in-bankruptey’s
property so that it might condemn the
property instead. When sued for breach of
contract, the city asserted that Lamarre’s
acceptance failed because he had condi-
tioned it upon bankruptey court approval.
The Lamarre court held that an acceptance
containing an implied-in-law condition does
not nullify the acceptance. A principle of-
ten applied in cases involving contracts for
the sale of real property is that an accept-
ance containing an implied-in-law condition
does not defeat the acceptance. See, e.g.,
Townsend v. Stick, 1568 F.2d 142 (4th Cir.
1946) (inclusion in offeree’s acceptance of
condition that title to real property be ex-
amined for marketability did not render
acceptance conditional since marketability
requirement is implied in law); O’Halloran
v, Oechslie, 402 A.2d 67 (Me.1979) (accept-
ance made contingent upon obtaining fi-
nancing not conditional since this condition
implied in the offer).

By analogy, Posner and DWG contend
that the stipulation binds the committee
here because bankruptey court approval is
implied at law, and the parties, by express-
ly including such a condition in their con-
tract did not render it conditional. Accord-
ingly, they maintain, the committee is
bound contractually to refrain from seek-
ing appointment of the trustee.

The Lama#re rule, however, has a limit- -
ed application: it tempers the commion law -

rule that an acceptance containing new or
different terms rejects the underlying of-
fer. It has no applicability here where the
question the court addresses is the exist-
ence of an underlying offer. The stipula-

tion bears no indication of acceptance, ei-
ther of the allegedly conditional provision,
or of the trustee provision.

DWG and Posner also cite Lamarre to
support their contention that failure to
agree on the order by the deadline unilater-
ally set by the committee could not defeat
the underlying contractual obligations. In
Lamarre, the court held that time was not
of the essence. Lamarre, 34 B.R. at 266.
In addition to the fact that no contract was
formed here, the instant facts are distin-
guishable from Lamarre’s because there
the court found that the delay had not
diminished the benefits of the city’s bar-
gain. That cannot be said of the instant
case, where additional delay endangered
Sharon’s ability to reorganize.

IV.

[3] As with its appeal of the bankrupt-

cy court’s refusal to enforce the stipula-
tion, Posner and DWG assert that the prop-
er standard under which to review the
bankruptey court’s decision to appoint a
trustee is a plenary one. Once again, the
trustee and the committee argue for a
clearly erroneous standard. While support
clearly exists for their position, see In 7e
Oklahoma Refining Co., 838 F.2d 1133,
1136 (10th Cir.1988); In re Brown, 31 B.R.
583, 584-85 (D.D.C.1988); In re Garland
Corp., 6 B.R. 456, 460-61 (Bankr. 1st Cir.
1980), we agree with Posner and DWG that
such a standard is inappropriate. We do
not agree with Posner an DWG, however,
that we exercise plenary review over ap-
pointment of a trustee. Instead, we join
the Fourth Circuit in adopting an abuse of
discretion standard. See Committee of
Dalkon Shield Claimants v. A.H. Robins
Co., Inc., 828 .2d 239, 242 (4th Cir.1987).
Such a standard best comports with the
language, structure, and purpose of section
1104(a).

[4] It is settled that appointment of a
trustee should be- the exception, ‘rather
than the rule. E.g., In re McCorhill Pub-
lishing, Inc., 78 B.R. 10183, 1016-17 (Bankr.
S.D.N.Y.1987) (citing 11 U.S.C. § 1108
(1982 & Supp. IV 1986)); In re General Oil
Distribs., Inc., 42 B.R. 402, 408 (Bankr.E.
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D.N.Y.1984); In re Main Line Motors, 9
B.R. 782, 784 (Bankr.E.D.Pa.1981); see 11
U.S.C. § 1108 (1982 & Supp. IV 1986); H.R.
Rep. No. 595, 95th Cong., 1st Sess. 233
(1977), reprinted in 1978 U.S.Code Cong.
- & Admin.News 5787, 5963, 6192 (“[Vlery
often the creditors will be benefitted by
continuation of the debtor-in-possession,
both because the expense of a trustee will
not be required, and the debtor, who is
familiar with his business, will be better
able to operate it during the reorganization
case.”). While 11 U.S.C. § 1104(a) man-
dates appointment of a trustee when the
bankruptey court finds cause—seemingly
requiring plenary review, “a determination
of cause ... is within the discretion of the
court,” Committee of Dalkon Shield
Claimants, 828 F.2d at 242.

Subsection (a)(2) also creates a flexible
standard, instructing the court to appoint a
trustee when doing so addresses “the inter-
ests of the creditors, equity security hold-
ers, and other interests of the estate.” 11
U.S.C. § 1104(a)(2) (1982 & Supp. IV 1986);
see, eg., Committee of Dalkon Shield
Claimants, 828 F.2d at 242; In re Parker
Grande Dev., Inc., 64 B.R. 557, 561 (Bankr.
S8.D.Ind.1986); In re Russell, 60 B.R. 42, 45
(Bankr W.D.Ark.1985); In re Crescent
Beach Inn, Inc., 22 B.R. 155, 160 (Bankr.D.
Me.1982). Subsection (a)(2) allows appoint-
ment of a trustee even when no “cause”
exists. 5 L.P, King, Collier on Bankruptcy
1104.01, at 1104-20 (15th ed. 1988) (citing
124 Cong.Rec. H11,102 (daily ed. Sept. 28,
1978); S17,419 (daily ed. Oct. 6, 1978)). Be-
cause subsection (a)(2) envisions a flexible
standard, an abuse of discretion standard
offers the most appropriate type of review
for this subsection as well.

For the reasons already discussed, sec-
tion 1104(a) decisions must be made on a
case-by-case basis. Subsection (a)(1) re-
quires the bankruptcy court, upon motion,
to appoint a trustee when the movant has
proved “cause,” which. the statute defines
to include incompetence and gross misman-
agement, Subsection (2)(2) emphasizes the
court’s discretion, allowing it to appoint a
trustee when to do so would serve the
parties’ and estate’s interests.
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The movant, in this case the committee,
must prove the need for a trustee by clear
and convincing evidence. E.g., In re Clin-
ton Centrifuge, Inc, 85 B.R. 980, 984
(Bankr.E.D.Pa.1988); In re Paolino, 53
B.R. 399, 401 (Bankr.E.D.Pa.1985), aff’d, 60
B.R. 828 (E.D.Pa.1986); In re General 0il
Distribs.,, Inc., 42 B.R. 402, 408 (Bankr.E.
D.N.Y.1984); 5 L.P. King, Collier on Bank-
ruptey 11104.01, at 1104-20 (15th ed. 1988).
The bankruptey court found that the com-
mittee satisfied its burden under both sub-
sections, and we cannot say that it abused
its discretion in so concluding,

The bankruptey court opinion conveys
the image of a titanic industrial vessel
foundering on the shoals of bankruptcy,
steered there by at best careless manage-
ment practices. These practices include
payment of $294 million to secured credi-
tors and $9.8 million and $970,000 without
consideration to Victor and Stephen Posner
respectively during a period when Sharon
was 80 cash-poor that it could not afford to
reline the vital number 2 blast furnace—so
cash-poor that to continue operations on a
daily basis it borrowed $30 million at 28%
to 30% interest. '

Other questionable management actions
cited by the court include the petition-eve
payment of $3.7 million to DWG, transfer
of Sharon’s yacht and plane to NPC, and
transfer of the 141,000 shares of Chesa-
peake Financial Corporation stock to Insur-
ance and Risk Management. At no time
did Sharon’s postpetition management try
to recover any part of these transfers (or
any part of the sums paid to Victor and
Stephen Posner).

DWG and Posner claim that the court’s
November 1988 authorization for the com-
mittee to sue for recovery of these trans-
fers cures its failure and eliminates any
management conflicts of interest, render-
ing the court’s determination erroneous.
In fact, they claim that all of the alleged
prepetition incidents of gross mismanage-
ment have been corrected, forcing the
court to rely on postpetition mismanage-
ment, which they claim falls short of pro-
viding clear and convincing proof that a
trustee is required. Specifically, they point

163



IN RE SHARON STEEL CORP.

1227

Cite as 871 F.2d 1217 (3rd Cir. 1989)

to the appointment of Walter Sieckman as
chief operating officer, and the court-ac-
knowledged management improvements he
had wrought since coming aboard. They
also claim that Sharon’s by-laws, in compli-
ance with Pennsylvania law, authorized
payment of Posner’s $4.4 million in legal
fees. According to Posner and DWG,
these factors make the court’s reliance
upon the prepetition management problems
improper. But see, 5 L.P. King, Collier on
Bankruptey, 1104.01, at 1104-20 (15th ed.
1988) (current management must be free
from previous management’s taint).

For support, they rely on three cases
that they contend stand for the proposition
that appointment of a trustee is inappropri-
ate where prepetition gross mismanage-
ment has been corrected and no postpeti-
tion gross mismanagement has occurred:
In re.General Oil Distributors, Inc., 42
B.R. 402 (Bankr.E.D.N.Y.1984), In re Cres-
cent Beach Inn, Inc., 22 B.R. 155 (Bankr.
D.Me.1982), and In re Concord Coal
Corp., 11 B.R. 552 (Bankr.8.D.W.Va.1981).
This argument, however, fails for two rea-
sons.

First, each of these cases is distinguish-
able. For example, General Oil involves
questionable prepetition conduct by the two
brothers serving as officers, directors, and
principle shareholders, including borrowing
from the already insolvent debtor, receiv-
ing bonuses, and personal use of debtor-
owned luxury cars. One of the brothers
had remained at the debtor’s helm. The
court, however, concluded that while the
brothers’ behavior approached gross mis-
management, on balance, appointment of a
trustee would cause more harm than good.
The court was influenced by the fact that

the motion came late in the bankruptey,

after the debtor had turned the corner. It
also considered that the plea came from a
creditor that had been an active member of

the creditors’ committee from: the commit-.

14, The committee and the trustee cite at'least as
many cases maintaining that prepetition deal-
ings with subsidiaries alone may suffice to re-
quire appointment of a trustee. See, e.g., In re
McCorhill Publishing, Inc, 73 B.R. 1013, 1017
(Bankr.S.D.N.Y.1987); In re Humphreys Pest
Control Franchises, Inc., 40 B.R. 174, 176-77

tee's inception and that that committee,
with court approval, had hired a manager,
which had performed the same funetion
that a trustee would have performed. The
committee had dismissed the manager af-
ter the basics of the reorganization plan
had been set and the debtor had begun to
show a profit. The court refused, under
these circumstances, to appoint a trustee
where no signs of postpetition mismanage-
ment appeared.

In In re Crescent Beach Inn, Inc., 22
B.R. 155 (Bankr.D.Me.1982), the court
found simple mismanagement, resulting
primarily from lack of sophistication, insuf-
ficient to satisfy the gross mismanagement
standard of section 1104(a)(1), particularly
in the absence of postpetition mismanage-
ment. Last, in In re Concord Coal Corp.,
11 B.R. 552 (Bankr.S.D.W.Va.1981), the
court did not detail the fraud and dishon-
esty attributed to current management.
Instead, it relied on subsection (a)(2) to
appoint a trustee, finding questionable cur-
rent management’s commitment to rehabili-
tation and its ability to maintain the confi-
dence of creditors and lenders. Thus, its
conclusion that Congress did not intend
“that massive fraud by former manage-
ment would ... automatically require ... a
trustee where corrective action had already
been initiated by the debtor,” 7d. at 558, is
dictum.

These cases present very different sce-
narios than does the case at hand. .Unlike
Crescent Beach, management here is ex-
tremely sophisticated. This sophistication
colors interpretation of their actions.
While DWG and Posner cite other case law
holding that business dealings between a
debtor and its subsidiaries or related enti-
ties does not per se create a conflict of
interests, In re F.A. Potts & Co., 20 B.R. 3,
4 (Bankr.E.D.Pa.1981); In re Tyler, 18

B.R. 574, 578 (Bankr.S.D.Fla.1981). ' But. .
see In re L.S. Good & Co., 8 B.R. 812, 815

(Bankr.E.D.Pa.1984); In re Main Line Motors, "~

Inc, 9 B.R. 782, 784 (Bankr.E.D.Pa.1981); see
also In re LS. Good & Co., 8 B.R. 312, 315
(Bankr.N.D.W.Va.1980) (over $! million in in-
tercompany transactions resulted in conflict of
interests between current management and
creditors requiring appointment of trustee).
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(Bankr.N.D.W.Va.1980) (holding that al-
though no clear proof of fraud, dishonesty,
or gross mismanagement had been present-
ed, intercompany transactions exceeding $1
million justified appointment of trustee un-
der § 1104(a)(2) because size and number
of transactions “places current manage-
ment ... in a position of having grave
potential conflicts of interest and the pre-
sumption arises that the current manage-

ment ... will be unable to make the impar-

tial investigations and decisions demand-
ed”), they ignore the presence of “some-
thing more” in this case.

Unlike General Oil, Sharon’s manage-
ment appears to have engaged on the eve
of bankruptey in a systematic syphoning of
Sharon’s assets to other companies under
common control. Despite DWG and Pos-
ner’s contention to the contrary, such be-
havior raises grave questions about current
management’s ability to fulfill its fiduciary
duty as debtor-in-possession to Sharon’s
creditors. Judicial intervention enabling
the committee to sue for recovery of per se
voidable preferences and fraudulent con-
veyances may have solved that isolated
management problem, but it has not
cleared up the question about current
management’s fitness to continue running
Sharon Steel and its commitment to see it
through to a successful reorganization,
See In re Concord Coal Corp., 11 B.R. 552
(Bankr.5.D.W.Va.1981) (trustee appointed
under 11 U.S.C. § 1104(2)(2) on grounds
that debtor’s many competing business in-
terests rendered questionable his commit-
ment to rehabilitation and that debtor could

not secure and maintain lenders’ and credi-.

tors’ trust).

Second, DWG and Posner’s reliance on
these cases presumes plenary review, when
in fact our review looks only for an abuse
of discretion by the bankruptey court.
This reduces still further the persuasive-

15. The trustee and the committee also cite a
number of cases maintaining that inaccurate,
incomplete recordkeeping alone amounts to
cause requiring appointment of a trustee under
11 US.C. § 1104(a)(1). Eg, In re McCorhill
Publishing, Inc., 73 B.R. 1013, 1017 (Bankr.S.D.
N.Y.1987); In re Colby Constr, Co., 51 B.R. 113,
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ness of the cited case law, which never was
binding on this court anyway.

Believing that they had cleared the pre-

petition gross mismanagement determina-’

tions, Posner and DWG hoped to sail past
the trustee appointment by arguing that
the court’s remaining determinations of
postpetition gross mismanagement do not
satisfy the heavy burden of proof imposed
on the movants. The court concluded that
current management’s failure to negotiate
a reduction in the interest rate on the $30
million operating loan, to obtain up-to-date,
comprehensive postpetition financial state-
ments from DWG, and to cut or eliminate
the estimated $2 million lost monthly de-
spite the protection of the bankruptcy laws
satisfied both subsections of section
1104(a). Furthermore, it held “[t]he ongo-
ing problem of fair allocation of costs of
the Miami offices among Sharon and other
Posner-owned businesses is exacerbated by
the conflicts of interest, and only an inde-
pendent trustee can make a proper investi-
gation and determination of the best inter-
ests of Sharon.” App. 2126.

Once again, we cannot say that the bank-
ruptey court abused its discretion. Under
the discretionary determination of cause
required by 11 U.S.C. § 1104(a)(1) and the
flexible standard embodied in (a)(2), the
court acted within its discretion in conclud-
ing that the totality of the circumstances
signaled the need for a trustee. Despite
improvements instituted by Walter Sieck-
man, too many major problems remained—
problems symptomatic of potential bank-
ruptey despite the calm harbor provided by
Chapter 11. Failure to force closure of the
prepetition books and production of current
financial statements nine months after fil-
ing,'® combined with continued losses exac-
erbated by the failure to cut a major ex-
pense like the approximately $4 million in
added interest on the operating loan, sig-
naled the court that as captain, the debtor-

117 (Bankr.S.D.N.Y.1985); In re Humphreys Pest
Control Franchise, Inc., 40 B.R. 174, 177 (Bankr,
E.D.Pa.1984); In re Main Line Motors, Inc., 9
B.R. 782, 784 (Bankr.E.D.Pa.1981); In re Hotel
Assocs., Inc,, 3 B.R, 343, 345-46 (Bankr.E.D.Pa.
1980).
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in-possession had continued to steer Sharon
toward bankruptcy rather than to turn her
about toward solvency.'® Corrective mea-
sures that are too few too late cannot de-
feat a change in command. The bankrupt-
cy court’s opinion clearly indicates it felt
appointment necessary to save Sharon
from bankruptey. We agree.

V.

We conclude that the bankruptey court
did not abuse its discretion by appointing a
trustee. Therefore, we will affirm the
judgment of the district court. Thus, we
need not address whether the stipulation
should be approved. In addition, the trust-
ee’s motion to strike portions of DWG and
Posner’s appendix and brief will be denied.

w
° gxev NUMBER SYSTEM
T

AMERICANS DISABLED FOR ACCES-
SIBLE PUBLIC TRANSPORTATION
(ADAPT) et al.

\

James BURNLEY, in his capacity as
Secretary of Transportation.

Nos. 88-1139, 88-1177/78.

United States Court of Appeals,
Third Circuit.

April 19, 1989,

Present: GIBBONS, Chief Judge,
SEITZ, HIGGINBOTHAM, SLOVITER,
BECKER, STAPLETON, MANSMANN,
GREENBERG, HUTCHINSON,

16. Once again, the committee and the trustee
supply precedents where other courts have
found a combination of factors—most often un::
satisfactory financial records and conflicts of.
interest-constitute § 1104(a)(1) cause, “See, e.g.,
In re John Peterson Motors, Inc., 47 BR. 551, 553
(Bankr.D.Minn.1985)  (under 11 US.C.
§ 151104(a), identical in language to § 1104 and
now repealed, court found cause including
fraud or dishonesty, bad books, and pre- and
postpetition losses); In re Horn & Hardart Bak-
ing Co., 22 B.R. 668, 670-71 (Bankr.E.D.Pa.1982)

SCIRICA, COWEN and NYGAARD,
Circuit Judges.

ORDER

A majority of the active judges having
voted for rehearing in banc in the above
appeal, it is

ORDERED that the Clerk of this court
vacate the panel's opinion and judgment
entered February 13, 1989, and list the
above case for rehearing before the court in
bane at the convenience of the court.

w
(4 g XEY NUMBER SYSTEM

T

Jose S. DE LEON, M.D.; Maria G. De
Leon, his wife, Plaintiffs~Appellants,

Y.

SAINT JOSEPH HOSPITAL, INC;
William L. Macon, IV, M.D,,
Defendants-Appellees.

No. 88-1018.

United States Court of Appeals,
Fourth Circuit.

Argued Oct. 31, 1988.
Decided April 6, 1989.

Surgeon who had been denied admit-
ting privileges brought defamation action
against hospital and chief of surgery. The
United States District Court for the Dis-
trict of Maryland, Alexander Harvey, II,
Chief Judge, granted defendants’ motions

(incomplete records and continued losses); In
re La Sherene, Inc., 3 B.R. 169, 175 (Bankr.N.D.
Ga.1980) (facts giving rise to finding of “cause”
included absence of financial controls and plan:
ning, no general managemeént, commingling of

affairs of debtor with those of related -entity). -

The trustee examines La Sherene extensively,
advancing it as a clear parallel to the instant
facts. Because our abuse of discretion standard
must emphasize the facts before us, thus limit-
ing the precedential value of such cases, we
need not enter into a detailed discussion of that
case.
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[10,11] Finally, the trustee argues that
this court should equitably subordinate the
Shopping Center’s claim. However, the
trustee raised the issue only in her post-trial
brief. Section 510(c) of the Bankruptcy Code
requires notice and a hearing before a bank-
ruptey court can equitably subordinate a
claim. Merely raising the issue in & brief
does not provide sufficient notice to parties
in interest. Therefore, the request for equi-
table subordination will be denied. Even if
equitable subordination was properly raised,
it still would not apply in this case because
the Shopping Center’s right to the insurance
proceeds is not a “claim” against the bank-
ruptey estate within the meaning of § 510(c)
of the Bankruptecy Code. Rather, it is a
“claim” to insurance proceeds as to which we
find it is and at all relevant times was the
named insured on the policy and the intend-
ed beneficiary of the proceeds. The insur-
ance proceeds are not property of this estate
or subject to the claims of creditors of this
estate.

An appropriate order will be entered.

ORDER.

And now, to-wit, this 22nd day of Decem-
ber, 1993, for the reasons set forth in the
foregoing Memorandum Opinjon, it is OR-
DERED, ADJUDGED and DECREED that
the relief requested in the Complaint for
Declaratory Judgment is GRANTED and
this court deelares that A.K. Nahas Shopping
Center, Inc., is the named insured and sole
beneficiary under Travelers Insurance Com-
pany Policy No. 779J8334.

It is FURTHER ORDERED that the
trustee shall remit the proceeds to A.K. Na-
has Shopping Center, Ine., within ten (10)
days of this order.

w
O E KEY NUMBER SYSTEM
T 4 N

161 BANKRUPTCY REPORTER

In re SHARON STEEL CORPORATION,
et al.,, Debtor.

METROPOLITAN LIFE INSURANCE
CO., Movant,

Y.

SHARON STEEL CORPORATION, Unit-
ed Steelworkers of America and Citi-
bank, N.A, as Agents, Respondents.

Bankruptcy No. 92-10958.

United States Bankruptcy Court,
W.D. Pennsylvania.

Jan. 3, 1994.

Life insurer that provided postpetition
coverage for Chapter 11 debtor’s employees
filed request for payment of its past-due
premiums as administrative priority expense.
The Bankruptcy Court, Warren W, Bentz, J.,
held that: (1) life insurer was entitled to
administrative expense priority claim for un-
paid premiums due in connection with insur-
ance coverage provided postpetition, but (2)
insurer was not entitled to immediate pay-
ment of its administrative expense priority
claim from collateral of debtor's secured
lenders.

So ordered.

1. Bankruptcy ¢=2871

To be entitled to administrative expense
priority, creditor must establish that its claim
arises from transaction with debtor-in-pos-
sesgion that benefits banlauptey estate.
Bankr.Code, 11 U.S.C.A. § 503(b)(1)(A).

2. Bankruptcy €=2875

Life insurer could not be denied admin-
istrative expense priority claim for unpaid
premiums due on accidental death and dis-
memberment insurance that it provided to
debtor’'s employees postpetition, on theory
that life insurer’s claim arose solely out of its
prepetition contracts and not out of any
transaction with debtor-in-possession, where
debtor-in-possession elected to continue to
receive benefits under policy pending its de-
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cision to assume or reject. Bankr.Code, 11
U.S.C.A. § 503(b)(1)(A).

3. Bankruptcy ¢=2875

Coverage that life insurer continued to
provide postpetition for debtor-in-posses-
sion’s employees conferred a benefit on es-
tate, so as to entitle insurer to administrative
expense priority claim for unpaid premiums,
where debtor had not only willingly accepted
benefits of policy, but fought to retain cover-
age postpetition, on theory that this would
assist debtor in negotiating with labor union
and in developing its Chapter 11 plan.
Bankr.Code, 11 U.S.C.A. § 503(b)(1)(A).

4. Bankruptcy ¢=2854(3.1)

To be entitled to immediate payment of
its administrative expense priority claim, for
insurance coverage that it provided postpeti-
tion, from collateral of debtor’s secured lend-
ers, insurer had to show that premiums ow-
ing under policy were necessary to preserva-
tion or disposition of debtor’s assets, and that
policy actually benefitted secured lenders.
Bankr.Code, 11 U.S.C.A. § 506(c).

5. Bankruptcy €=2854(3.1)

Life insurer that provided accidental
death and dismemberment insurance for
debtor’s employees postpetition was not enti-
tled to immediate payment of its administra-
tive expense priority claim from collateral
subject to the interest of debtor’s secured
lenders, where lenders did not insist on con-
tinuation of policy or object to its termination
and were not shown to have received any
direct benefit from continuation of policy.
Bankr.Code, 11 U.S.C.A. § 506(c).

6. Bankruptcy ¢=3591(1)

Debtor’s counsel should not permit debt-
or to remain in Chapter 11 if debtor is accru-
ing administrative expenses that will not be
paid in Chapter 11 proceeding.

Herbert P. Minkel, New York City, for
debtor.

William H, Schorling, Pittsburgh, PA, for
Citibank, N.A., as Agent for Various Bank
Lenders.

Philip E. Beard, Pittsburgh, PA, for Offi-
cial Committee of Unsecured Creditors.

Richard E. Gordon, Pittsburgh, PA, for
United Steelworkers of America.

Alan R. Lepene, Cleveland, OH, for Metro-
politan Life Ins. Co.

Alexandra Margolis, New York City, for
Mueller Industries, Inc.

REQUEST BY METROPOLITAN LIFE
INSURANCE COMPANY FOR PAY-
MENT OF ADMINISTRATIVE EX-
PENSE

WARREN W. BENTZ, Bankruptey
Judge.

OPINION

Introduction

Before the Court is Metropolitan Life In-
surance Company’s (“MetLife”) Request for
Payment of Administrative Expense (“Re-
quest”) and the objections to the Request
filed by Sharon Steel Corporation (“Debtor”),
Mueller Industries, Inc. (“Mueller”) and Citi-
bank, N.A,, as agent for the Bank Lenders
(“Citibank”). After consideration of the Re-
quest, the Debtor’s Response in Opposition
to the Request, the Objections of Mueller
and Citibank, Metlife’s Memorandum in Sup-
port of its Request, Citibank and Mueller’s
Joint Memorandum of Law in Opposition to
MetLife’s Request, the Debtor’s November
3, 1993 letter requesting delay and MetLife’s
November 10, 1993 letter in response, the
Reply of MetLife to Citibank and Mueller’s
Joint Memorandum of Law, the Debtor’s
Supplemental Response, MetLife's Reply to
Debtor’s Supplemental Response, Mueller’s
December 8, 1993 letter and Citibank’s De-
cember 10, 1993 letter, we find that the
matter is ripe for decision.

Factual Background

In July, 1991, the Debtor and MetLife
entered into a group insurance policy (the
“Policy™) to provide life and accidental death
and dismemberment insurance for the Debt-
or's employees and retirees. The Debtor
filed its voluntary petition under Chapter 11
of the Bankruptecy Code on November 30,
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1992 (the “Filing Date”). Prior to the Filing
Date, the Debtor failed to remit its Novem-
ber premium payment on the Policy. The
premium for November 1 through November
29 remains unpaid and MetLife is entitled to
a general unsecured claim for that portion of
its premium. Postpetition, the Debtor failed
to pay the Policy premiums due for Novem-
ber 30, 1992 and the months of January—
August, 1993 except for a partial payment of
$58,294.84 in April, 1993 attributable to pre-
1987 retirees and an additional payment of
$53,000 in July, 1993. - The Debtor has accu-
mulated a significant postpetition arrearage.

On March 3, 1993, MetLife filed its Motion
for Determination That Automatic Stay is
Inapplicable or to Lift Automatic Stay and/or
For Order Determining Contract Termi-
nation for Nonpayment of Premiums or Com-
pelling Assumption or: Rejection of Executo-
ry Contract (“Motion”). In effect, MetLife
sought either that the Debtor pay the premi-
ums due under the Policy or relief from the
automatic stay so that it could terminate the
coverage.

The Debtor and the United Steelworkers
of America (“USWA”) objected to the Mo-
tion. Hearings were held on June 7, June
30, and July 21, 1993. While admitting that
it had no ability to assume the Policy and
bring the premium payments current, the
Debtor stated that it had funds to pay the
portion of the premium attributable to pre-
1987 retirees which are funded by a third-
party. As to the balance of the premiums,
the Debtor “anticipated that under the terms
of a-plan of reorganization, [the Debteor]
would be able to assume the [Policyl.” The
USWA shared the position that - MetLife
could be compelled to continue to provide
insuranee coverage until a plan of reorganiza-
tion is confirmed without any assurance that
MetLife could eventually be paid. The Debt-
or affirmatively opposed the Motion claiming
that continuation of the Poliey was necessary
while the Debtor negotiated with the USWA
over voluntary modifications to the USWA’s
Collective Bargaining Agreement with such
modifications being necessary to enable the
Debtor to formulate a plan of reorganization.

After allowing some time for the Debtor to
negotiate with the USWA and to seek re-
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placement coverage for the pre-1987 retir-
ees, by Order dated July 22, 1993, we direct-
ed that the Debtor pay MetLife one month’s
premium ($53,290) within 7 days and granted
MetLife relief from stay effective August 20,
1993 to terminate the Policy, unless by that
date, the Debtor had cured its delinquencies.
The Debtor failed to cure the delinquencies
and the Policy was terminated on August 20,
1993.

On September 13, 1993, MetLife filed its
Request. MetLife seeks payment of $345,-
427.42 as an administrative expense under 11
U.8.C. § 503(b)(1)(A) for the unpaid premi-
ums due under the Policy for the postpetition
period from November 30, 1993 through Au-
gust 20, 1993. MetLife asserts that the pre-
miums due arose from a transaction with the
debtor-in-possession; that MetLife’s postpe-
tition performance under the Policy provided
a direct benefit to the bankruptcy estate;
that the amount claimed due, $345,427.42, is
supported by adequate documentation; and
that under 11 U.S.C. § 506(c), the cash col-
lateral of Mueller and Citibank (collectively,
the “Secured Lenders”) should be used as a
source of funds for the immediate payment of
MetLife’s administrative claim because the
Secured Lenders have assumed control of
the Debtor’s affairs and have utilized the
bankruptey process to liquidate their collat-
eral for their own benefit.

_The Debtor asserts that the rights and
obligations under the Policy arose prepetition
and, therefore, MetLife’s claim did not arise
from a transaction with the debtor-in-posses-
sion"and that MetLife’s performance did not
confer a benefit on the Debtor. The Debtor
further asserts that if an administrative claim
exists, it need not be paid prior to confirma-
tion of a Chapter 11 plan of reorganization.

The Secured Lenders object to payment
out of their cash collateral. They further
assert that the validity of MetLife's claim has
not been established and that there can be no
present payment to MetLife as it has not
been demonstrated that there exist sufficient
assets to pay administrative claims in full.

Issues
1. Whether MetLife is entitled to admin-

istrative priority for the amount of its unpaid
postpetition premiums?
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2. Whether the Secured Lenders’ cash
collateral can be used to satisfy MetLife’s
request for payment of an administrative ex-
pense?

Discussion

1. Administrative Priority

[1] The parties agree that in order to be
entitled to an administrative expense priori-
ty, a creditor must establish that the debt (1)
arises from a transaction with the debtor-in-
possession, and (2) benefits the bankruptcy
estate. See In re Jartran, Inc., 732 F.2d 684
(7th Cir.1984); In re Mammoth Mart, Inc.,
536 F.2d 950 (1st Cir.1976). The parties
disagree on whether this test has been satis-
fied.

“[A] debtor receiving necessary benefits
from a prepetition executory insurance con-
tract must accord the nondebtor party an
administrative expense priority for the pro
rata share of the premium, during the period
in which the estate received benefits from
the contract.” In re Gamma Fishing Co,
Inc, 70 B.R. 949 (Bankr.S.D.Cal.1987). In
reaching that conclusion, the Court reasoned
as follows:

Requiring a debtor to reasonably compen-
sate for the value of post petition benefits
received pending the assumption or rejec-
tion of a pre petition executory contract for
insurance is in furtherence with the equita-
ble objectives of the bankruptecy court.
When the debtor filed its petition, the au-
tomatic stay imposed by 11 U.S.C.
§ 862(a)(3) served to prevent Cutri from
terminating the agreement even though
the debtor was in default. The debtor’s
right to receive the benefit of insurance
coverage continued until either the con-
tract was rejected, assumed, expired on its
own terms, or Cutri was granted a relief
from stay pursuant to 11 U.8.C. § 362(d).
The debtor was under no time restrictions
in which to reject or assume the contract
and could have received post petition bene-
fits until the contract expired on its face.
Allowing the debtor to escape full liability
for these post petition benefits would im-
pose a harsh inequity upon Cutri. See, In

re Nordyke, 43 BR 856, 863 (Bankr.D.Or.
1984). (footnotes omitted)

Gamma, 70 B.R. at 954-55.

The Debtor cites In re Jartran, supra, to
support the assertion that MetLife is not
entitled to an administrative expense claim
because “MetLife received no new additional
inducement from Sharon Steel as a debtor-
in-possession to perform in the post-petition
period.” In Gamma, upon consideration of a
prepetition insurance policy, the Court distin-
guished Jartran, which concerned a prepeti-
tion agreement for the placement of classi-
fied advertisements in various directories:

Due to the peculiar nature of the directory
industry, the placement of classified ads
were irrevocable six months before the
publication date. The six month cut-off
date became effective before the petition
was filed. The Jartran court, in denying
the creditor’s request for an administrative
expense priority, repeatedly underscored
in its opinion that the key fact in its deci-
sion was the irrevocable commitment re-
sulting in the trustee’s inability to “elect”
to receive or reject the benefits under the
contract after the filing of the petition.
The court’s emphasis on “election” implies
that the rationale behind § 503(b)(1)(A) is
not solely to protect creditors who extend
credit to the debtor after the filing of the
petition, but may as well protect pre peti-
tion creditors who provide benefits to the
estate pending assumption or rejection of
an executory contract.

Gamma, 70 B.R. at 954.

[2] Here, the Debtor elected to continue
to receive the benefits under the Policy pend-
ing its decision to assume or reject. Accord-
ingly, the obligation arises from a transaction
with the debtor-in-possession and the Debtor
has an obligation to pay the premiums as an
administrative expense.

[3] The Debtor now asserts that Met-
Life’'s performance did not confer a benefit
on the bankruptcy estate. Yet, at the time
MetLife sought to cancel the coverage, the
Debtor affirmatively opposed the cancella-
tion. The Debtor previously argued that
postpetition continuation of the Policy was
necessary in order to allow negotiations to
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continue with the USWA over a voluntary
modification to the Collective Bargaining
Agreement which was necessary to formulate
a plan of reorganization.

The Debtor not only willingly accepted the
benefits of the entire Policy, but fought to
retain the coverage. Keeping the Policy in
force assisted the Debtor in negotiations with
the USWA and in development of a plan of
reorganization-—a direct benefit to the bank-
ruptcy estate, .

The Debtor has evinced a desire to play it
both ways—to compel MetLife to continue
the coverage and then refuse to pay the
premiums claiming no benefit to the estate.
We will not condone such desires. MetLife
is entitled to an administrative claim based
on the total number of persons covered by
the Policy regardless of how such individuals
are categorized by the Debtor.

The Debtor also disputes the amount of
MetLife’s claim. MetLife’s calculations in-
clude an increased premium for July and
August, 1993. The Policy fixed the rate of
premium for two years from July 1, 1991
through June 30, 1993. After MetLife re-
viewed its claim experience rate, it advised
the Debtor that the basic premiums for peri-
ods after July 1, 1993 would increase. The
Debtor could have elected to terminate the
Policy. Instead, the Debtor elected to con-
tinue its efforts to compel continued coverage
despite the increase in premium. After re-
view of MetLife’s decumentation (which the
Debtor provided to MetLife) and the Debt-
or’s calculations with an allowance for the
increase in premiums for July and August,
we find that MetLife is entitled to an admin-
istrative claim in the amount of $345,427.42.

Payment of the Claim

MetLife relies on 11 U.S.C. § 506(c) for its
assertion that immediate payment of its ad-
ministrative expense claim from the Secured
Lenders’ cash collateral is appropriate be-
cause the Secured Lenders have assumed
operating control of the Debtor’s affairs and
are liquidating their collateral solely for their
own benefit.

Section 506(c) authorizes the recovery,
from property securing an allowed secured
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claim, the reasonable, necessary costs and
expenses of preserving, or disposing of, such
property to the extent of any benefit to the
secured creditor. 11 U.S.C. § 506(c).

MetLife points to our Order of April 23,
1993 in support of its assertion that the
Secured Lenders have assumed control over
the Debtor’s affairs and have utilized the
bankruptcy process to liquidate their collat-
eral for their own benefit. The Order of
April 23, 1993 provided that:

The Debtor shall cooperate with the se-
cured lenders and' limit expenditures to
those the secured lenders deem necessary
to protect the Debtor’s assets.

Under 11 U.S.C. § 363, the use of cash
collateral is conditioned upon the secured
party’s consent or authorization by the Court
upon a finding that the secured party is
adequately protected. Exercise of this right
to consent, as reflected by the April 23, 1993
Order does not give the Secured Lenders
“control” of the Debtor. The Debtor has
elected to liquidate certain of its excess as-
sets, reduce its obligations to the Secured
Lenders and attempt a reorganization of a
smaller entity with the remaining assets.

[4] To establish a viable claim under
§ 506(c), MetLife must prove that the premi-
ums due under its Policy were necessary to
the preservation or disposition of the Debt-
or’s assets and that the Policy actually bene-
fitted the Secured Lenders. See In re
McKeesport Steel Castings Co., 799 F.2d 91
(8d Cir.1986).

MetLife directs us to United States v.
Boatmen’s First National Bank of Kansas
City (“Boatmen’s”), 5 F.3d 1157 (8th Cir.
1993), in support of its position that the
Secured Lenders’ cash collateral can be used
to pay MetLife’s administrative claim under
§ 506(c). In Boatmen’s, the Court held that
the Internal Revenue Service could recover
postpetition payroll taxes from the secured
lender’s eollateral under § 506(c). There,
the secured lender made postpetition loans to
the debtor to allow for the continued opera-
tion of the debtor’s stores to preserve the
going concern value in order to maximize the
lender’s return.
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In contrast to the lender in Boatmen’s, the
record in this bankruptey case contains nu-
merous pleadings which indicate the Secured
Lenders’ opposition to the use of their cash
collateral to fund the resumption of the Debt-
or’s operations.

[51 The Secured Lenders’ position was
not affected by whether the Policy was as-
sumed, rejected or terminated. The Secured
Lenders did not insist on continuation of the
Policy, object to its termination or object to
MetLife’'s Motion. The status of the Policy
during this Chapter 11 case would not have
had an effect on the Secured Lenders’ legiti-
mate goal of maximizing the recovery on
their secured claims. MetLife has not even
alleged, and there is no support for the prop-
osition, that the Secured Lenders received
any direct benefit from the continuation of
the Policy. Absent a benefit to the Secured
Lenders, MetLife is precluded from receiv-
ing payment from the Secured Lenders’ cash
collateral.

The likelihood of success of this Chapter
11 case is unknown. Failure is a real possi-
bility. There may or may not be sufficient
unencumbered assets to pay all Chapter 11
administrative claims in full. We will there-
fore decline to order the immediate payment
of MetLife’s claim. Payment will have to
await the confirmation of a Chapter 11 plan
or a distribution under Chapter 7 of the
Bankruptey Code.

[6] A final note is appropriate. This
Court continually reminds counsel that we
will treat harshly the accrual of expenses
during a Chapter 11 which cannot be paid.
Such actions amount to a fleecing of creditors
under the auspices of the Bankruptcy Court.
Debtor’s counsel is cautioned that it should
not permit the Debtor to remain in Chapter
11 if the Debtor is accruing administrative
expenses that will not be paid at the end of
the day.

O g KEY NUMBER SYSTEM

—~tAmE

In re Kenneth W. ZERBE, Debtor.

Jeffrey J. BEATON, Yolanda R. Zerbe,
and Beaton & Hart, P.C,
Plaintiffs/Appellees,

V.

Kenneth W. ZERBE,
Defendant/Appellant.

No. 2:93¢cv856.

United States District Court,
E.D. Virginia,
Norfolk Division.

' Jan. 5, 1994.

Chapter 7 debtor sought discharge of
divorce decree obligation. The Bankruptcy
Court held that debt was nondischargeable,
and appeal was taken. The District Court,
Rebecca Beach Smith, J., held that debtor’s
divorce decree allegation to pay ex-wife’s at-
torney fees and costs of action was support
or maintenance, and thus was not discharge-
able.

Affirmed.

1. Bankruptey €°3422(10.1)

Party to whom debt is owed has burden
of proving, by preponderance of evidence,
that debt is nondischargeable. Bankr.Code,
11 U.B.C.A. § 523.

2. Bankruptcy &»3349

Federal law, not state law, governs ques-
tion of whether debt is nondischargeable sup-
port or maintenance obligation. Bankr.Code,
11 U.S.CA. § 523(a)(5).

3. Bankruptcy &=3350(6)

Debtor’s divorce decree obligation to pay
ex-wife’s attorney fees and costs of action
was support or maintenance, and thus was
not dischargeable; though wife had waived
alimony in divorce action, divorce court im-
posed obligations upon consideration of par-
ties’ respective incomes, assets, and ability to
defray cost of divorce. Bankr.Code, 11
U.S.C.A. § 523(a)(5).

172



282

6) The time for appeal is extended for
an additional 15 days.

(]
o g KEY NUMBER SYSTEM
T

In re ALLEGHENY INTERNATIONAL,
INC., Sunbeam Corporation, Sunbeam
Holdings, Inc., Almet/Lawnlite, Inc.,
Chemetron Corporation, Integrated
Specialties, Inc., Allegheny Internation-
al (USA), Inc., Al-Industrial Products,
Inc., Allegheny International Exercise
Co., Woodshaft, Inc., Chemetron In-
vestments, Inc., Infoswitch, Inc., and
Eliskim, Inc., Debtors.

Bankruptcy No. 88-00448.
Motion Nos. 90-2458M, 90-2529M,
90-2789M and 90-4219M.
Adv. No. 90-260.

United States Bankruptey Court,
W.D. Pennsylvania.

July 12, 1990.
As Amended July 25, and Aug. 2, 1990.

Reconsideration Granted in part
and Denied in part Aug. 2, 1990.

Debtor moved to confirm its plan of
reorganization, and various parties object-
ed. The Bankruptey Court, Joseph L. Co-
setti, Chief Judge, held that: (1) alternative
plan proponent’s actions with respect to
purchase of claims against debtor were in
bad faith, and thus, votes cast by propo-
nent in connection with those claims would
be designated and disqualified; (2) settle-
ment of litigation between debtor and
banks, which settlement was proposed as
integral part of debtor’s reorganization
plan, was fair and equitable and could be
approved as part of reorganization plan;
and (3) control provision of reorganization
plan which insured that premijum paid to
acquire control of debtor would be shared
with all stockholders was enforceable
against plan proponent which had acquired
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shares in reorganized debtor through pur-
chase of claims against debtor.

So ordered.

1. Bankruptcy €=3544

Alternative plan proponent’s actions
with respect to purchase of claims were in
“bad faith” for purposes of authorizing
court to “‘designate” or “disqualify”’ ballot
of plan proponent, where proponent filed
plan of reorganization at eleventh hour,
became voluntary claimant after debtor’s
disclosure statement was approved, pur-
chased clear blocking position making con-
firmation of debtor’s plan extremely diffi-
cult, and proponent’s interest was to take
over and control debtor. Bankr.Code, 11
U.S.C.A. § 1126(e).

See publication Words and Phrases
for other judicial constructions and
definitions.

2. Bankruptey &3544

Votes may be designated or disqual-
ified when creditor has cast his vote with
ulterior purpose aimed at getting some ad-
vantage to which he would not otherwise

be entitled in his position. Bankr.Code, 11

U.S.C.A. § 1126(e).

3. Bankruptcy ¢=3544

Even if attempted transaction between
entity seeking to obtain control of debtor
and secured banks was not in good faith,
disqualification as a voter on a Chapter 11
plan, of other remaining claimants who
knew nothing about transaction would not
be authorized. Bankr.Code, 11 U.S.C.A.
§ 1126(e).

4. Bankruptcy 3544
Court should designate votes of only
those creditors or interest holders who

were engaged in wrongdoing. Bankr.Code,
11 US.C.A. § 1126(e).

5. Bankruptey &3544

Attempted transaction between entity
seeking to obtain control of debtor and
secured banks did not furnish grounds for
designating votes of those banks accepting
debtor’s reorganization plan, where banks
voted for debtor's plan because they
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thought it would be in their best interest
and not for ulterior purpose. Bankr.Code,
11 US.C.A. § 1126(e).

6. Bankruptcy 3544

Plan proponent’s strategic purchases
of claims in strategic classes to advance its
proposed reorganization plan constituted at
least “bad faith,” if not unlawful act, in
pursuit of confirmation of plan, warranting
designation of proponent’s ballots. Bankr.
Code, 11 U.S.C.A. §§ 1126(e), 1129(a)(3).

7. Bankruptey €=3560
Debtor may not pay creditors outside
of plan of reorganization.

8. Bankruptcy &=3546

Plan proponent was “insider’”” and ‘“fi-
duciary” for purposes of reorganization,
even though proponent did not have actual
control or legal decision-making power,
where proponent attempted to influence, in
not very subtle ways, decisions of debtor,
became deeply involved in debtor’s insur-
ance coverage and disposal of certain as-
sets, and exploited its special access to
information, personnel and premises of
debtor in attempt to assert its influence
and control. Bankr.Code, 11 U.S.C.A.
§ 101(30).

See publication Words and Phrases

for other judicial constructions and
definitions.

9. Bankruptey &2187

Control transaction provision of debt-
or’s reorganization plan, that insured that
any premium paid to acquire control of
debtor would be shared with all stockhold-
ers, was enforceable against alternative
plan proponent which had purchased claims
against debtor, and thus, received common
stock pursuant to debtor’s reorganization
plan, proponent knew of control provisions
before it purchased claims, and proponent’s
inequitable and bad-faith behavior required
that intent and substance of control provi-
sions be enforced as sanction.

10. Bankruptey &2125

Equitable relief under provision of
Bankruptcy Code governing general eg-
uitable powers of bankruptcy court is ap-
propriate to prevent “end runs” on bank-
ruptey process, that is, to insure creditor

may not do indirectly that which he is
forbidden to do directly. Bankr.Code, 11
U.S.C.A. § 105.

11. Bankruptcy &3544

Plan proponent’s interference with
management and attempt to seize control
of debtor, its abuse and manipulation of
bankruptey process, and its unilateral re-
sort to out-of-court measures to impose its
will upon debtors and creditors in manner
not permitted by Bankruptcy Code war-
ranted order requiring that shares in reor-
ganized debtor that were to be distributed
under reorganization plan to alternative
plan proponent or its affiliates be held in
trust by debtor and prevented from voting
on any matter while in trust or owned by
proponent.

12. Bankruptey €=3550

There is no authority in Bankruptey
Code for discriminating against classes
who vote against plan of reorganization.

13. Bankruptcy €=3563

Even when impaired class of claims or
interest does not accept reorganization
plan, court may approve settlement and
plan if court determines that plan is fair
and equitable to those impaired classes.
Bankr.Code, 11 U.S.C.A. § 1129(b)(1).

14, Bankruptcy 3033

Bankruptey court has discretion to ap-
prove settlement as part of reorganization
plan.

15. Bankruptey ¢3033

In considering fairness and reasonable-
ness of settlement proposed as part of reor-
ganization plan, bankruptey court is not
required to perform exact valuation of each
issue, is not required to conduct minitrial of
facts, and is not required to use rigid math-
ematical formula to set dollar values, rath-
er, court must determine whether terms of
proposed compromise and settlement fall
within reasonable range of litigation possi-
bilities.
16. Bankruptcy &2967

Doctrine of subordination is remedial,
not penal, and is applied only to extent
necessary to offset specific harm caused by
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inequitable conduct.
C.A. § 510(c).

17. Bankruptcy 3033

Proposed settlement of litigation be-
tween debtor and banks, as integral ele-
ment of debtor’s plan of reorganization,
was fair and reasonable, where proposed
settlement included significant monetary
concessions by banks, elimination of sub-
stantial expenses to estate that would oth-
erwise be incurred if litigation continued,
elimination of risk of unfavorable verdict,
and ability to proceed with reorganization
without risk of delay arising from litiga-
tion. Bankr.Code, 11 U.S.C.A. § 1129(b)(1).

18. Bankruptcy &=3033

Settlement between debtor and holders
of institutional unsecured claims pursuant
to which debtors would pay holders of
claims full amount of their allowed claims,
including claims based on interest, was
within range of reasonableness, and thus,
could be approved by bankruptcy court in
context of confirmation of reorganization
plan, where debtor was solvent and thus
settlement merely gave class interest with-
out enormous costs of additional litigation.

Bankr.Code, 11 U.S.

19. Bankruptcy ¢=2836

Although as general rule accrual of
interest on debt is suspended upon filing of
petition in bankruptey, and insolvent debt-
ors are not required to pay postpetition
interest to unsecured creditors, where debt-
or proves to be solvent, postpetition inter-
est which accrues on unsecured claims may
be allowed.

20. Bankruptcy €=3550

Requiring general unsecured creditors
to file application for payment of postpeti-
tion interest, while awarding interest to
contractual loan creditors without applica-
tion, did not constitute discrimination under
Bankruptey Code; substantial difference
existed between classes in that contractual
loan agreements provided for interest
whereas general unsecured creditors had
no contractual agreement for interest.

21. Bankruptcy €=3560
Objecting creditors of debtor affiliate
were receiving substantially more under
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reorganization plan than they would under
Chapter 7 liquidation, and thus, plan satis-
fied “best interest of creditors” test for
confirmation, where claims of retirees,
products liability claimants, and various in-
dustrial revenue bond claimants would re-
quire liquidation before distribution could
be made to objecting creditors and separate
liquidation of affiliate would substantially
delay distribution for affiliate’s claimants
and could defeat their payment. Bankr.
Code, 11 U.S.C.A. §§ 701 et seq., 1129(a)(7).

Stephen 1. Goldring, Asst. U.S. Trustee,
W.D. Pa,, Pittsburgh, Pa., for U.S. Trustee.

Douglas A. Campbell, Campbell & Le-
vine, Pittsburgh, Pa., for The Official Com-
mittee of Unsecured Creditors for Sun-
beam.

Robert G. Sable, Sable, Makoroff & Li-
benson, Pittsburgh, Pa., for The Official
Committee of Unsecured Creditors for Alle-
gheny International, Inc.

David A. Murdock, Kirkpatrick & Lock-
hart, Pittsburgh, Pa., for the Mellon Bank
Group.

Denis F. Cronin, Wachtell, Lipton, Rosen
& Katz, New York City, for Marine Mid-
land Bank, N.A.

M. Bruce McCullough, Buchanan Inger-
soll, P.C., Pittsburgh, Pa., for Allegheny
Intern., Inc.

Richard S. Toder, Zalkin, Rodin & Good-
man, New York City, for Chemical Bank.

Joseph A. Katarincic, Katarincic & Salm-
on, Pittsburgh, Pa., James W. Giddens,
Hughes Hubbard & Reed, Herbert P. Mink-
el, Jr., Fried Frank Harris Shriver & John-
son, Andrew Levander, Shereff, Friedman,
Hoffman & Goodman, New York City, for
Japonica Partners, L.P.
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MEMORANDUM OPINION
JOSEPH L. COSETTI, Chief Judge.

The matter presently before the court is
the debtor’s ! motion to confirm its plan of
reorganization and the objections of vari-
ous parties to confirmation. The court con-
firms the plan of reorganization, subject to
the conditions and limitations set forth be-
low. Intertwined with the motion to con-
firm is the Debtor’s Motion Under Bank-
ruptcy Code Section 1126(e) to Designate
and Disqualify Votes of Claims and Inter-
ests Directed by Japonica Partners and
Others Acting in Concert (the “debtor’s
motion to designate”). Also pending are
Japonica’s Motion Under Bankruptcy Code
Section 1126(e) to Designate and Disqualify
Votes of Claims and Interests Not Solicited
or Procured in Good Faith (“Japonica’s mo-
tion to designate”) and the Motion of the
Official Committee of Equity Security
Holders of Allegheny International, Inc. to
Disqualify All Votes on the Debtor’s Stock
Plan Pursuant to Bankruptcy Code Section
1126(e) (the “Equity Committee’s motion to
designate”).

In addition, the group of 16 banks who
were prepetition secured lenders to the
debtor have brought an adversary action at
Adversary No. 90-260 seeking equitable

1. In this opinion, the court refers to Allegheny
International, Inc. (“AI"”), Sunbeam Corporation

(“Sunbeam”), Sunbeam Holdings, Ine, Al-
met/Lawnlite, Inc., Chemetron Corporation
118 B.R.—8

relief against Japonica Partners, L.P. (“Ja-
ponica”) and its affiliates.

The debtor's motion to designate is
granted; the votes of which are the subject
of that motion are disqualified. Japonica’s
motion to designate and the Equity Com-
mittee’s motion to designate are denied,
but based on those facts certain limitations,
discussed below, are imposed on certain of
the secured lenders and the debtor’s insid-
ers, as well as Donaldson, Lufkin and Jen-
rette (“DLJ”) and its affiliates. With re-
spect to the action against Japonica by the
bank group, Japonica and its affiliates are
enjoined, as set forth below.

The instant matters are core proceed-
ings, involving confirmation of a plan of
reorganization, 28 U.S.C. § 157(b)2)(L),
and “other proceedings affecting ... the
adjustment of the debtor-creditor or the
equity security holder relationship....”
28 U.8.C. § 157(b)(2)(0). This court has
jurisdiction over the parties and subject
matter pursuant to 28 U.S.C. § 1334.

This opinion shall constitute findings of
fact and conclusions of law, pursuant to
Bankruptcy Rule 7052.

[. THE MOTIONS TO DESIGNATE

In preparation for trial on the instant
matters, intense discovery occurred. The
discovery took the form of multitudinous
depositions, including multiple depositions
of the same person—compressed into a
short time. The discovery activity included
allegedly “cloak and dagger” activities to
serve deposition notices on certain parties
and equally clever methods to avoid deposi-
tions. Especially of note for reasons we
will discuss infra, Japonica was unable to
serve a deposition notice on Daniel Lufkin,
the secured lenders’ designated member of

the board of directors of the reorganized

debtor.

Unless it is necessary to repeat certain
facts in the interest of clarity, the court
will not burden readers with the history of

(“Chemetron”), and ten of the fourteen subsidi-
aries that filed for chapter 11 relief on May 3,
1988 collectively as the debtor.
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the first 22 months of this case. The par-
ties to these matters are painfully aware of
those facts. For the uninitiated, those
facts are available in numerous memoran-
dum opinions by this court, both published
and unpublished. For the motions to desig-
nate, we take up the saga, beginning on
December 29, 1989, when the debtor filed
the instant plan of reorganization. The
court conducted several days of hearings
on the disclosure statement in January
1990.2 The court approved the debtor’s
disclosure statement on February 5, 1390,
setting the last day to ballot on the debt-
or’s plan as March 30, 1990, at 5:00 P.M.

However, on January 24, 1990, near the
conclusion of the hearings on the debtor’s
disclosure statement, Japonica filed its plan
of reorganization (the “Japonica plan”) and
disclosure statement which mirrored and
utilized in large part the debtor’s material
and organization. The court was urged by
Japonica not to approve the debtor’s disclo-
sure statement until Japonica’s disclosure
statement could be approved and a joint
ballot distributed. Japonica requested an
extraordinary reduction in the time the
rules provided for confirmation. The court
feared additional delay and denied the re-
quest. The court set separate schedules
for confirmation of the plans and promised
Japonica an opportunity for creditors to
vote on the Japonica plan before any order
of confirmation would be issued.

118 BANKRUPTCY REPORTER

The Japonica plan offered cash equiva-
lent to $6.42 per share with holdbacks, as
compared to the debtor’s proposed stock
plan which offered $7.00 per share. Under
the Japonica plan, Japonica would. acquire
control of the debtor. Deposition of Mi-
chael G. Lederman, Esq., 4/20/90, 290;
5/3/90, 66. Although Japonica had indi-
cated its interest in acquiring control of the
debtor as early as July 1989, Japonica held
no interest as a creditor or equity holder of
the debtor until immediately prior to the
filing of its proposed plan and disclosure
statement. To qualify as a party in inter-
est authorized to file a plan, Japonica pur-
chased public subordinated debentures of
the debtor with a face value of $10,000 for
$2,712. At that time, the court was un-
aware that the purchase of claims would be
the tactic used by Japonica to gain control.

A. Acquisition of Claims by Japonica

On February 23, 1990, Japonica began
purchasing claims of the secured bank
lenders, Class 2.A1.2. This occurred after
the debtor’s disclosure statement was ap-
proved and the debtor’s plan balloting had
commenced. This was also after Japonica
had proposed a plan and disclosure state-
ment and had become a proponent of a
plan. The purchase of the following claims
gave Japonica control of approximately
27% of the claims in Class 2.A1.2:

% OF

DATE FACE
NAME OF BANK SOLD FACE AMOUNT PRICE PAID AMOUNT
Canadian Imperial 2/23/90 $12,614,800 $10,121,543.25 80.24%
Bank of Com-
merce (“CIBC")
Israel Discount 2/23/90 2,803,289 2,247,005.25 80.16%
Bank of New York
The Northern 2/26/90 5,606,578 4,498,462.50 80.24%
Trust Company
Harris Trust and 2/26/90 11,218,154 8,966,925.00 79.97%
Savings Bank
NCNB National 3/13/90 8,409,868 6,747,237.00 80.23%
Bank of North
Carolina
First National 3/23/90 9,811,511 8,339,784.35 85%

Bank of Boston

2. Japonica's counsel was present, but did not

participate, at those hearings.
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Debtor’s Exhibit D-1. On or about March
26, 1990, Japonica purchased the claim of
Continental Bank, N.A. (“Continental”),
with a face amount of $12,614,800, for $11,-
984,060, or 95% of the face amount. Fol-
lowing the purchase of the claim of Conti-
nental, Japonica held 33.87% of the claims
in Class 2.AL2, enabling Japonica to block
an affirmative vote by that class on the
debtor’s plan of reorganization. 11 U.8.C.
§ 1126(c).?> After achieving its blocking po-
sition, Japonica purchased the claim of
Bank of Hawali, with a face amount of
$2,242,630, for $1,838,956.60, or 82% of the
face amount. Under the terms of the as-
signments by the aforementioned banks,
Japonica caused the votes of the claims it
purchased to be voted against the debtor’s
plant

In addition to purchasing the claims for
cash, Japonica agreed to indemnify the as-
signing banks for all expenses and liability
arising from certain lawsuits against the
members of Class 2.A1.2. At least some of
the assigning banks would not sell their
claims unless Japonica agreed to assume
such liability. For example, CIBC would
not have sold its claim at any price unless
Japonica agreed to assume the expenses
and liability arising from those lawsuits.
The most notable of those lawsuits is an
adversary action in this court, at Adversary
No. 88-186, in which the Official Commit-
tee of Unsecured Creditors of Allegheny
International, Inc. (the “Creditors’ Commit-
tee’”) 5 has sued the secured bank lenders
under theories of preference, fraudulent
conveyance, equitable subordination, and
lender liability.®

Japonica also purchased claims from sen-
ior unsecured creditors in Class 4.AL.2. Ja-

3. Section 1126(c) of the Bankruptcy Code, 11
U.S.C. § 1126(c), provides as follows:

(c) A class of claims has accepted a plan if
such plan has been accepted by creditors,
other than any entity designated under sub-
section (e) of this section, that hold at least
two-thirds in amount and more than one-half
in number of the allowed claims of such class
held by creditors, other than any entity desig-
nated under subsection (e) of this section, that
have accepted or rejected such plan.

ponica purchased the claims of Swiss
Volksbank and certain other holders of
Swiss Franc notes, with a face amount of
$21,793,590, for $14,383,769.40, or 66% of
the face amount. Japonica caused the
votes of these claims to be voted against
the debtor’'s plan. Although Japonica pur-
chased less than !4 of the claims in Class
4.A1.2, its negative votes were sufficient to
defeat the debtor’s plan in that class be-
cause of the large number of claims in
Class 4.A1.2 that did not vote. It should be
noted that Swiss Volksbank was a member
of the Creditors’ Committee and the Credi-
tors’ Committee had recommended a favor-
able vote on the debtor’s plan. It should
also be noted that the Creditors’ Commit-
tee, on behalf of all these unsecured credi-
tors, is a plaintiff in the bank litigation.
Unsecured creditors, such as the holders of
the Swiss Franc notes, have interests ad-
verse to the interests of the secured bank
lenders and would benefit from a favorable
result in the litigation. Therefore, Japoni-
ca has purchased claims which constitute a
blocking position in two classes whose in-
terests are diametrically opposed in the
bank litigation.

B. The Debtor's Motion to Designate

Section 1126(e) of the Bankruptcy Code,
11 U.B.C. § 1126(e), empowers the court to
“designate” (i.e., disqualify) the ballot of
“any entity whose acceptance or rejection

. was not in good faith or was not solic-
ited or procured in good faith....” How-
ever, the Bankruptcy Code does not define
“good faith.” There are few precedents,
none controlling, concerning 11 U.S.C.
§ 1126(e); therefore, we look to the plain
language of the section and section 203 of

4. One other bank, Chase Manhattan Bank, N.A.,
voted against the debtor’s plan. That bank has
been identified as a potential lender to Japoni-
ca.

5. The Official Committee of Equity Security
Holders of Allegheny International, Inc. (the
“Equity Committee”) has intervened as a plain-
tiff.

6. See the Settlement of Adversary No. 88-186,
which is discussed in detail at Section IV(A).
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the Bankruptey Act, the precursor of sec-
tion 1126(e), as well as the cases interpret-
ing section 203 of the Act.

Section 203 of the Bankruptcy Act pro-
vided that “[i})f the acceptance or failure to
accept a [Chapter X] plan by the holder of
any claim or stock is not in good faith, in
light of or irrespective of the time of acqui-
sition thereof, the judge may ... direct
that such claim or stock be disqualified for
the purpose of determining the requisite
majority for the acceptance.” In Young v.
Higbee Co., 324 U.S. 204, 211, 65 S.Ct. 594,
598, 89 L.Ed. 890 (1945), the Supreme
Court declared that “the history of [section
203] makes clear that it was intended to
apply to those stockholders whose selfish
purpose was to obstruct a fair and feasible
reorganization....” The history of section
203, which the court discussed in a foot-
note, remains relevant:

A year before the House Committee on
the Judiciary held its extensive hearings
on the Chandler Act a Circuit Court of
Appeals held that a creditor could not be
denied the privilege of voting on a reor-
ganization plan under Sec. 77B, although
he bought the votes for the purpose of
preventing confirmation unless certain
demands of his should be met. Tezas
Hotel Corporation v. Waco Develop-
ment Co., 5 Cir., 87 F.2d 395. The hear-
ings make clear the purpose of the Com-
mittee to pass legislation which would
bar creditors from a vote who were
prompted by such a purpose. To this
end they adopted the ‘good faith’ provi-
sions of Sec. 203. Its purpose was to
prevent creditors from participating who
‘by the use of obstructive tactics and
hold-up techniques exact for themselves
undue advantages from the other stock-
holders who are cooperating.” Bad faith
was to be attributed to claimants who
opposed a plan for a time until they were
‘bought off’; those who ‘refused to vote
in favor of a plan unless ... given some
particular  preferential  advantage.’
Hearings on Revision of the Bankruptey
Act before the Committee on the Judi-
ciary of the House of Representatives,

118 BANKRUPTCY REPORTER

-75th Cong., 1st Sess. on H.R. 6439, Serial

9, pp. 180-182.
Id. at 211 n. 10, 65 S.Ct. at 598 n. 10.

From the preceding paragraph, it is clear
that section 203 of the Bankruptey Act was
enacted, inter alia, in response to Tezas
Hotel Securities Corp. v. Waco Develop-
ment Co., 87 F.2d 395 (5th Cir.1936), cert.
dentied sub nom., Waco Development Co.
v. Rupe., 300 U.S. 679, 57 S.Ct. 671, 81
L.Ed. 883 (1937); see also S. Neely, Claims
Assignments, Southeastern Bankruptey
Law Institute Program Material, K-19
(1990). That case is strongly analogous to
the case at bar. Because of the strong
similarity, and because section 203 is the
precursor of section 1126(e), it is appropri-
ate to examine that decision.

In 1928, Waco Development Company
(*“Waco”) deeded a vacant lot to Texas Ho-
tel Securities Corporation (“THSC”), an en-
tity run by Conrad Hilton. THSC built and
furnished a hotel on the lot with money
raised from the issuance of mortgage
notes. The hotel, but not the furniture,
was then deeded back to Waco which as-
sumed the mortgage notes. THSC then
leased the hotel and made further improve-
ments to the hotel not required by the
lease. THSC ultimately defaulted on the
lease. In a Texas state court proceeding,
the lease was canceled and the furnishings
and the value of the improvements were
forfeited to Waco,

Waco subsequently sought to reorganize
under section 77B of the Bankruptcy Act.
THSC acquired claims against Waco for
the avowed purpose of controlling the plan
of reorganization so that THSC could os-
tensibly recover losses associated with the
cancellation and forfeiture and regain
management of the hotel. In this connec-
tion, Hilton voted against the plan of reor-
ganization, which had provided that the
hotel would be leased to another entity.

The Court of Appeals for the Fifth Cir-
cuit held that Hilton’s negative vote, which
resulted in failure to confirm, was not im-
proper or unlawful. However, William O.
Douglas, who was then a commissioner of
the Securities and Exchange Commission,
saw Hilton’s actions as “extort[ing] tribute

1
!
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