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underwent an extended period of renewed
addiction while he was entrusted with a position 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 judgment of the District Court will be affirmed.

,
CITICORP VENTURE CAPITAL, LTD.,
a New York Corporation

Parties cross-appealed. The Court of Appeals, Stapleton, Circuit Judge, held that: (1)
findings regarding fiduciary’s purchase of
claims established inequitable conduct supporting 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 debtor; 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.

v.
COMMITTEE OF CREDITORS HOLDING UNSECURED CLAIMS, and Committee of Creditors Holding Unsecured
Claims as Estate Representative of Papercraft Corporation (D.C. Civil No. 95–
cv–01872).
COMMITTEE OF CREDITORS HOLDING UNSECURED CLAIMS, and Committee of Creditors Holding Unsecured
Claims as Estate Representative of Papercraft 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 purchased and seeking claims’ equitable subordination. 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.

1. Bankruptcy O2968
Findings regarding fiduciary’s purchase
of claims against Chapter 11 debtor established inequitable conduct supporting equitable subordination remedy, including findings
that notes were purchased for dual purpose
of making profit for fiduciary and influencing
reorganization in its self-interest, were purchased with benefit of non-public information
acquired as fiduciary, and were acquired
without disclosure to bankruptcy court, debtor’s board of directors, unsecured creditors
committee, or selling noteholders.
2. Bankruptcy O2968
Opportunity to purchase Chapter 11
debtor’s notes at discount was corporate opportunity, and therefore failure of fiduciary
that purchased notes to provide requisite
notice to debtor’s board and unsecured creditors committee was breach of fiduciary duty
supporting subordination depriving fiduciary
of its profit from transactions, despite fiduciary’s claims that debtor could not have
purchased notes and committee members
had no interest in doing so.
3. Bankruptcy O2968
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 reflected 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 commonplace and generally did not warrant further
inquiry.
4. Bankruptcy O2904
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 selfinterest, were supported by testimony of fiduciary’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 ‘‘influence something.’’
5. Bankruptcy O2904
Findings that fiduciary of Chapter 11
debtor had access to material, non-public information as insider that influenced its purchases 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 fiduciary’s use of special information it obtained in
purchasing claims and preparing purchase
offer.
6. Bankruptcy O2968
Equitable subordination of claims purchased by fiduciary of Chapter 11 debtor was
justified by injuries suffered by selling noteholders as result of being deprived of ability
to make fully informed decision to sell, dilution 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 O2967.5
Remedy of equitable subordination must
not be inconsistent with other provisions of
the Bankruptcy Code.
Bankr.Code, 11
U.S.C.A. § 510(c).
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8. Bankruptcy O2968
Availability of alternative remedies did
not make equitable subordination of claims
purchased by Chapter 11 debtor’s fiduciary,
in breach of its fiduciary obligation, incompatible with Bankruptcy Code. Bankr.Code, 11
U.S.C.A. § 510(c).
9. Bankruptcy O2968, 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, further 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 O2967.1
In imposing subordination remedy beyond disgorgement of profit in cases in
which it is not feasible to quantify loss suffered by those benefitting from subordination, 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 proportionality of remedy to injury suffered, and, if
that is not possible, the court should specifically so find. Bankr.Code, 11 U.S.C.A.
§ 510(c).
11. Bankruptcy O2967.5
Equitable subordination should not result in a windfall to those benefitted by it
based on injury to others outside the benefitted class. Bankr.Code, 11 U.S.C.A. § 510(c).
12. Bankruptcy O2968
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, Pietragallo, Bosick & Gordon, Pittsburgh, PA,
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Lawrence J. Slattery (Argued), Citibank Legal Affairs Office, New York City, for Citicorp Venture Capital, Ltd.
Philip E. Beard, Stonecipher, Cunningham,
Beard & Schmitt, Pittsburgh, PA, Stephan
M. Ray (Argued) and 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 Representative
of Papercraft Corporation.
BEFORE: STAPLETON and ROSENN,
Circuit Judges, and RESTANI,* Judge
OPINION OF THE COURT
STAPLETON, Circuit Judge:
This appeal is from a decision in an adversary proceeding brought by plaintiff-appellant/cross-appellee Committee of Creditors
Holding Unsecured Claims (the ‘‘Committee’’) against defendant-appellee/cross-appellant Citicorp Venture Capital, Ltd. (‘‘CVC’’).
The action arises out of the chapter 11 reorganization of Papercraft Corporation filed in
the Western District of Pennsylvania. The
Committee claims that CVC, while a fiduciary of Papercraft, secretly purchased millions
of dollars of claims against Papercraft at a
discount, seeking to control Papercraft’s assets 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
bankruptcy 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
bankruptcy court’s finding that CVC had
breached its fiduciary duties, acted inequitably, and caused injury to Papercraft and its
creditors. It disagreed, however, with the
bankruptcy court’s chosen remedy and remanded for a redetermination regarding the
appropriate remedial action. This appeal followed.
* 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 representative on the boards of directors of Amalgamated, Papercraft, and Papercraft’s whollyowned operating subsidiaries, Barth & Dreyfuss of California and Knomark, Inc. CVC’s
vice president, M. Saleem Muqaddam, became 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 indebtedness 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 merger 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 Muqaddam, in
March 1991.
Papercraft filed its voluntary petition under 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 petition and an official Committee was formed to
represent the interests of unsecured creditors.
Though 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. During this delay, CVC
managed to purchase over 40% of the outstanding 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 Papercraft’s assets. An account of the specific
circumstances under which CVC took these
actions follows.
In March 1991, Muqaddam, in a memorandum to CVC’s Investment Committee, sought
authorization to spend up to $10 million purchasing Papercraft notes. CVC officials
granted the request in April 1991. Muqaddam, acting for CVC, then began making
anonymous purchases of notes through various brokers. Between April and August
1991, CVC purchased $60,849,575.72 face value of the Papercraft 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 Muqaddam 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 before 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 otherwise obtained confidential information about
Papercraft’s financial stability and assets, including information that was not shared with
Papercraft’s other creditors. In early 1991,
at Muqaddam’s direction, two CVC employees visited the headquarters of Papercraft’s
Barth & Dreyfuss subsidiary to obtain infor-
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mation. During that visit, CVC copied financial statements, looked at the company’s
product lines, held meetings with management, and toured the facilities. A written
report was subsequently completed by CVC,
drafts of which were shared with Papercraft
personnel. Indeed, Frank Kane, Papercraft’s Chief Financial Officer, reviewed the
report and gave comments directly to Muqaddam. None of this information was
shared with the Committee. Papercraft personnel 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 Muqaddam’s request. In addition, a valuation of
Papercraft assets and a distressed sale analysis 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 designed to compete with the previously filed
BDK plan. Muqaddam and his staff prepared a series of reports evaluating the possibility 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,
Muqaddam 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 prepared a memorandum to CVC’s Investment
Committee requesting authorization to purchase 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, Muqaddam informed the Committee, for the first
time, that CVC had been purchasing claims.
Soon after the asset purchase offer was announced, it was filed as a plan of reorganization by Papercraft. Papercraft also filed disclosure 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 hearing in December 1991. Shortly thereafter,
CVC withdrew its plan of reorganization, but
then filed objections to confirmation of the
BDK plan. The bankruptcy 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, objecting to the allowance of the claims CVC
had purchased and seeking equitable subordination of those claims. After extensive
discovery, a trial was held over two days in
November 1994. After reviewing the testimony and evidence, the bankruptcy court
ruled in favor of the Committee. The court
held that CVC had failed to meet its fiduciary obligation to act in the best interest of
Papercraft and its creditors. See In re Papercraft 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 bankruptcy 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 noteholders had no opportunity to consider pertinent information.’’ Id.
Second, the court concluded that ‘‘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 [Papercraft].’’ Id. Though
CVC did not ultimately vote its claims, the
court concluded that ‘‘[n]onetheless, its acquisition 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’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.
§§ 157(b) & 1334(b). The district court had appellate 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 interests.’’ Id. at 500 (quoting In re Cumberland Farms, Inc., 181 B.R. 678, 680 (Bankr.
D.Mass.1995)).
To remedy the adverse consequences of
CVC’s behavior, the bankruptcy court applied a ‘‘per se rule’’ that when a claim is
purchased by an insider at a discount without
adequate disclosure 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. However, the bankruptcy court declined to equitably subordinate
CVC’s claims.
On appeal, the district court first reviewed
the findings of fact made by the bankruptcy
court and found none of them clearly erroneous. Applying the facts to the test for equitable 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 eliminate any potential profits from the purchase
of the notes. It disapproved of the bankruptcy court’s per se rule, however, and remanded to the bankruptcy court for a determination of ‘‘the amount CVC’s claims should
be subordinated.’’ Id.1
III.

THE RIGHT TO RELIEF

Before ordering equitable subordination,
most courts have required a showing involving three elements: (1) the claimant must
have engaged in some type of inequitable
conduct, (2) the misconduct must have resulted 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
bankruptcy 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 Court
[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 debtor in a bankruptcy at a discount and it
stresses that the bankruptcy court made no
finding that the prices paid for the Papercraft 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 bankruptcy is not improper under all circumstances,3 and we acknowledge the absence of a finding on the fairness of the
purchase price.
The bankruptcy court
found, however, that the Papercraft notes (1)
were purchased for the dual purpose of making 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 acquired as a fiduciary, and (3) were acquired
without disclosure of its purchasing plans to
the bankruptcy 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 prerequisite for equitable subordination.’’ Burden involved subordination of a tax penalty in the absence of government misconduct. The Supreme
Court, in two recent cases regarding the standards 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 permissible. 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-
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The bankruptcy court further pointed out
that 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.
CVC primarily protests that the bankruptcy court’s findings of fact concerning inequitable conduct on its part are clearly erroneous. 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 subordination remedy. Indeed, those 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 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 opportunity, 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
CVC’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 corporaways 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, ‘‘TTT [I]f 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 expected 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 corporate 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 concluded that a breach of fiduciary duty had occurred: ‘‘The opportunity should have been
disclosed to the receiver as representative of
the creditors.’’ Id. at 1005.
CVC contends that Brown is distinguishable because Papercraft was not in a financial 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 before commencing its purchases. Its failure
to do so would alone support a subordination
depriving it of its profit from the note transactions. The absence of a disclosure in circumstances of this kind makes it extremely
difficult to say with confidence what would
have happened had no breach of duty occurred4 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 bankruptcy 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 bankruptcy
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 bankruptcy court
relates to the disclosure issue. It asserts
that the court clearly erred in concluding
that CVC anonymously purchased the Papercraft 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 sophisticated investors on the Committee knew
that CVC was buying claims and chose to
keep quiet about it in order to gain a ‘‘litigation windfall’’ by filing suit once CVC announced its position. Specifically, CVC
claims that the courts below clearly erred in
finding that the Committee had no knowledge 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 Papercraft] 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 conference call and the testimony of Cascioli were
illuminated by witnesses at trial, who testified that the discussion during the conference
call lasted thirty seconds and that such rumors 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 include a cash-out option. See, e.g., In re Cumberland 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 September of 1991.’’ 187 B.R. at 492. It appears that the bankruptcy court weighed the
effect of the rumor in light of the explanatory
testimony and credited the Committee’s explanation. CVC provides no convincing reason to conclude that this determination was
clearly erroneous.5
[4] CVC next challenges the court’s finding as to its motive in purchasing the notes.
It suggests that it was acting in the best
interest of the company by offering a cashout 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 control 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. Accordingly, the court did not clearly err in drawing
that inference.
[5] CVC also contests the court’s determination that its access to material, nonpublic information as an insider influenced its
purchases of Papercraft notes. The court
relied upon evidence establishing that Papercraft’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 Committee. In addition, the court found that
some of CVC’s information was not public
when received, and that CVC was given priority treatment by Papercraft in responding
to requests for information. As the court
accurately put it, ‘‘CVC had virtually unrestricted access to inside information and significant 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 evidence supports a different conclusion. However,
in this case the documentary evidence was ex-

989

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 institutional investors. The bankruptcy court’s
conclusion to the contrary is supported, however, 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 received 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 convinces us that the crucial findings we have
referenced as demonstrating inequitable conduct are not clearly erroneous.
B. Injury or Unfair Advantage
[6] As we have noted, the bankruptcy
court identified three areas of injury or unfair 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 informed 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 conflict of interest which jeopardized its ability
to make decisions in the best interest of the
company, free from its competing profit motive.
The district court also found these ‘‘injuries and unfair advantages’’ to be sufficient
to warrant an equitable subordination remedy. It emphasized that CVC had ‘‘engaged
in a comprehensive information collection efplained by the testimony at trial, which the court
found credible. There is nothing unusual about
a court finding credible one plausible explanation of the significance of documentary evidence.
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fort made possible by its position on Papercraft’s Board TTT and then used this information 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 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 ‘‘noneconomic’’ 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.
C. Consistency with the Code
[7, 8] Finally, a remedy of equitable subordination under § 510(c) must not be inconsistent with other provisions of the bankruptcy 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 innocent 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 Subordination as Applied to Nonmanagement Creditors, 40 Bus. Law 417, 428 (1985)).
CVC makes the argument that other provisions of the bankruptcy 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 perceive no reason why the availability of alternative remedies makes equitable subordination under § 510(c) incompatible with the
Code under the circumstances of this case.
IV.

THE REMEDY

[9] 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 agreement 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 ‘‘recovery on the claim will be limited to the percentage distribution provided in the plan, as
applied to the allowed claim.’’ 187 B.R. at
491. Having imposed that remedy, the bankruptcy court concluded that equitable subordination 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 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 unfair advantage for themselves were permitted to
share equally with other creditors.’’ In re
I.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 bankruptcy
court’s per se remedy did more than deprive
CVC of its profit on its investment in Papercraft notes, an objective that could be accomplished by subjecting CVC claims to subordination to the extent necessary to limit its
recovery to the amount paid. The district
court estimated that the remedy imposed by
the bankruptcy court would reduce CVC’s
recovery approximately $7.5 million below
the amount necessary to deprive it of profit.
While it acknowledged that subordination beyond that necessary to deprive CVC of profit
might be warranted here, it declined to approve further subordination in the absence of
appropriate findings. The court thus held:
[B]ecause it adopted a per se rule, the
Bankruptcy Court did not have the opportunity to make factual findings as to how
an additional $7,489,941.88 reduction in
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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. If that is not possible, the
court should specifically so find.

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 subordination beyond the limitation of CVC’s
recovery 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 Bankruptcy Court for a finding on the
amount CVC’s claims should be subordinated pursuant to the principles of equitable 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 subordinating CVC’s claim under § 510(c) to the
extent necessary in order to limit its recovery to the purchase price of the notes.6 Further subordination may be appropriate, but
only if supported by findings that justify the
remedy chosen by reference to equitable
principles.7 In the absence of such findings,
neither the district court nor we are in a
position to fulfill our assigned responsibility
of review.

[11, 12] Inherent in what we have just
said is the equitable principle that any subordination should not result in a windfall to
those benefitted by it based on injury to
others outside the benefitted class. Stoumbos v. Kilimnik, 988 F.2d 949, 960 (9th Cir.
1993) (‘‘A claim will be subordinated only to
the claims of other creditors whom the inequitable 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 creditors 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 aggrieved, they must be left to the other remedies afforded them by law.

[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

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

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 district court concluded that § 510(c) is the exclusive remedy available to a bankruptcy court in
circumstances like these and that the bankruptcy
court was accordingly without authority to fashion a ‘‘disallowance’’ remedy. We do not endorse 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,

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 bankruptcy 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 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.
V.

CONCLUSION

The judgment of the district court will be
affirmed. In accordance with that judgment,
this case will be remanded to the bankruptcy
court for further proceedings consistent with
this opinion.

,
BANCA DEL SEMPIONE,
Plaintiff–Appellee,

United States Council on International
Banking, Incorporated, Amicus
Curiae.
No. 97–2025.
United States Court of Appeals,
Fourth Circuit.
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 misrepresentation, and anticipatory breach. Issuer 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. Following bench trial, the District Court, J. Frederick Motz, Chief District Judge, entered judgment in transferee’s favor. Issuer appealed.
The Court of Appeals, Butzner, Senior Circuit Judge, held that: (1) issuer amended
letter of credit to make it available to transferee 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 coupon 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 credit’s annual cap.
Affirmed.

v.
PROVIDENT BANK OF MARYLAND,
Defendant–Appellant,
and
Suriel Finance N.V., Defendant,
Jeanne Farnan, Party in Interest.

1. Banks and Banking O191.10
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 payments when issuer provided letter that
changed LOC’s terms from one year as origi-
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decision at the forthcoming continued confirmation hearing of April 27, 2000.
D.

CONCLUSION

An order consistent with our foregoing
conclusions will be entered.

,
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more than discount price which it paid to
purchase claims, but to compensate nonselling creditors for lost interest, and for
reduction in amounts available to creditors
due to increased administrative and professional fees and expenses and to postconfirmation United States Trustee fees that
debtor was required to pay, was appropriate remedy for insider’s fiduciary breach.
Claim subordinated.

In re PAPERCRAFT CORPORATION,
Debtors.
Committee of Creditors Holding Unsecured Claims and Committee of Creditors Holding Unsecured Claims as Estate 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 Bankruptcy Court,
W.D. Pennsylvania,
Pittsburgh Division.
April 20, 2000.
Unsecured
creditors’
committee
brought adversary proceeding against alleged insider in corporate Chapter 11
debtor, for equitable subordination of
claims that insider had purchased against
debtor’s estate. The Bankruptcy Court, Judith K. Fitzgerald, Chief Judge, 187 B.R.
486, limited defendant’s recovery on
claims, but declined to equitably subordinate them, and parties cross-appealed.
The United States District Court, Cindrich, J., 211 B.R. 813, reversed and remanded, and parties again appealed. The
Court of Appeals, Stapleton, 160 F.3d 982,
affirmed and remanded for additional findings. On remand, the Bankruptcy Court,
Fitzgerald, Chief Judge, held that: (1) subordination 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 necessary to prevent insider from recovering

1. Bankruptcy O2968
Partial subordination of corporate insider’s claim, to extent necessary to prevent 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 acquire such claims in effort to promote its
own interests, without ever disclosing its
identity and status as insider; subordination of insider’s claim was consistent with
the Bankruptcy Code and appropriate under facts of case.
Bankr.Code, 11
U.S.C.A. § 510(c).
2. Bankruptcy O2968
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 compensate 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; insider’s actions had significantly delayed reorganization 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, Stutman, Treister & Glatt, P.C., Los Angeles,
CA, Philip E. Beard, Stonecipher, Cunningham, Beard & Schmitt, Pittsburgh,
PA, for the Committee.
Amy Tonti, Klett, Lieber, Rooney &
Schorling, Pittsburgh, PA, Jeffrey Deller,
Lawrence J. Slattery, Citicorp Legal Affairs, New York City, for Citicorp Venture
Capital, Ltd.
Paul K. Vey, Pietragallo, Bosick & Gordon, Pittsburgh, PA.
George Cheever, Kirkpatrick & Lockhart, Pittsburgh, PA.
MEMORANDUM OPINION 1
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 fiduciary and insider of the Debtor. My findings
of fact were upheld on appeal by the District Court and the Court of Appeals. The
District Court, however, reversed with respect 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 reme1.

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 distribution provided in Debtor’s plan, as applied to the allowed claim. In re Papercraft 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 Corporation, 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 instructed me to make findings as to the
appropriate amount of the limitation on
CVC’s claim, finding that I did not sufficiently support the amount of the limitation I imposed on CVC’s recovery and did
not reconcile the limitation with the principles of equity. The District Court did
not conclude TTT, 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 litigate all issues at trial. Moreover, the record
contains sufficient evidence of quantifiable
harm to subordinate CVC’s claim beyond simply removing its profit, as is explained in the
Opinion proper.
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such claims should be supported by factual 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
lawTTTT’’, Citicorp Venture Capital, Ltd. v.
Committee of Unsecured Creditors (Papercraft 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 equitable 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 deprived of its profit and ‘‘[t]hat can be
accomplished by subordinating CVC’s
claim under § 510(c) to the extent necessary 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 disgorgement of profit, id., and that further
subordination had to be ‘‘supported by
findings that justify the remedy chosen by
reference to equitable principlesTTTT’’ so
that an appellate court can determine the
proportionality of the remedy to the injury
suffered by those benefitting from the subordination. Id.
The Court of Appeals disagreed with the
District Court’s conclusions that § 510(c)
is necessarily the exclusive remedy avail2.

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 subordination, subordinate for purposes of distribution all or part of an allowed claim to all
or part of another allowed claim or all or
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able to me and disagreed that I am without 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
bankruptcy court should TTT 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. If that is not possible, 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 equitable subordination, the Court of Appeals
recited:
Before ordering equitable subordination,
most courts have required a showing
involving three elements: (1) the claimant must have engaged in some type of
inequitable conduct, (2) the misconduct
must have resulted in injury to the creditors or conferred an unfair advantage
on the claimant, and (3) equitable subordination of the claim must not be inconsistent with the provisions of the bankruptcy 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, I found the first two elements to
have been satisfied but withheld subordination 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 consistent with the Bankruptcy Code.
[1] 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 Bankruptcy 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 everything it knew with Papercraft’s board and
the Committee before commencing its purchases’’ and that ‘‘[i]ts failure to do so
would alone support a subordination depriving it of its profit from the note transactions.’’ 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 removing all profit.
The Court of Appeals opined that where
the harm to be redressed is not quantifiable, ‘‘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 compensate in a manner that will permit a
judgment to be made regarding a proportionality 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 arguments to determine whether the record
should be reopened in light of the Court of
Appeals’ opinion. After argument and consideration 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 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 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,3 this
delay has caused Debtor to incur professional 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); United 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 process’’, 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 requiring Debtor to furnish the financial inord, 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 reorganization activities it should have undertaken, 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 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 Committee’s requests
for information which would enable it to
assist Debtor 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 ¶ 14. In that way, CVC caused
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.
§ 1930(a)(6) and the Third Circuit Court of
Appeals’ decision in United States Trustee
v. Gryphon at the Stone Mansion, Inc.,
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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 expenses 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 projections 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 statement, 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 subsidiaries of Debtor (Barth & Dreyfuss and
Knomark). 187 B.R. at 493, 496 n. 8. By
virtue of CVC’s position in having a director 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 disclosure statement was filed that litigation resolved. This court stated several times
during the case before the disclosure statement 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, Inc.
(‘‘ATI’’) which affected Debtor’s restructuring. However, the plan was filed almost 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 disclosure statement caused by either the Second Pennsylvania or ATI issues. CVC’s
conduct, not the Second Pennsylvania litigation or ATI issues, caused the delay in
plan confirmation.
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
Debtor present CVC’s alternative plan.
This caused specific economic harm and
further litigation and attendant professional fees and costs.
2.

Quantifiable Economic Harm

The evidence related to the quantifiable
harm includes the following. In his declaration 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 reorganized debtor) stock was depressed due to
CVC’s disputed claim to approximately 40
percent of the reorganized Debtor. See
4.

5.

Mr. Victor calculated the interest as follows:
‘‘In connection with the BDK Plan, creditors 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 ¶ 26b.
The figures used herein are based on an
estimate of a delay of four months. See Vic-

Supplemental Remand Brief of the Committee, Adv. Docket # 199, at 13, 16; Victor Declaration at ¶ 22. 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 ¶ 26.4
The trial record reflects that as of October, 1994, administrative expenses during
the delay in plan confirmation totaled
$1,248,000.5 Victor Declaration at ¶ 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
address it. 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.
The trial evidence also established that
creditors lost ‘‘approximately $956,250 on
their debt securities distributed pursuant
to the BDK plan.’’ 6 Id. See note 4, supra.
At trial Mr. Victor explained that the interest was lost because creditors could not
receive their new securities and, therefore,
were unable to earn interest. Trial Transcript 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 ¶ 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.
6.

This figure was increased in the Committee’s Supplemental Remand Brief to over $1
million in lost interest and dividends and
more than $2 million in postconfirmation attorneys fees and expenses. However, we accept the trial record as the evidence.
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to Debtor, the estate and the creditors is a
sufficient basis upon which to further subordinate 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
CVC’s Claim

This harm is not quantifiable but results
from the creditors of the estate not knowing 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 interest in the new company. The latter has
the potential to affect both existing shareholders and/or purchasers’ negotiating
strategies and investors’ decisions with respect 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 shareholder 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 Litigation

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 reorganized 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 postconfirmation 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-
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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 professional fees and expenses on behalf of
the Committee from February 15, 1992,7
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 given an opportunity to file a statement of
fees and expenses related to this adversary, incurred through the date of this
opinion. The Committee also shall be required 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 incurred from the date the adversary was
filed.9
Other Issues
There are two other issues to be addressed 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 payment of post-confirmation fees.
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this remand. CVC would like me to reevaluate the value of the BDK units (what
the confirmed plan provides creditors in
classes 4 and 8 in lieu of cash) 10 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 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 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. 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 Supplemental 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 reorganized Debtor, it is now necessary to recalculate value to determine CVC’s profit. Reply
Brief of Citicorp Venture Capital, Ltd. to Supplemental Brief of Committee, Docket # 201,
at 3–5 and note 11 thereto. CVC has provided 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.11
CVC contends that my initial finding
that CVC’s conduct constituted improper
usurpation of a corporate opportunity cannot 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 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.
160 F.3d at 987.12
Based on the foregoing, we find that
CVC’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 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.
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 nonselling creditors are compensated for (1) lost
interest, (2) the reduction in amounts available to creditors as reflected in the increased administrative and professional
fees and expenses and (3) post-confirmation 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.

,
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 Bankruptcy Court, William F. Stone, Jr., J., held
that: (1) carrier improperly exercised control over property of estate in willful violation of automatic stay; (2) carrier did not
violate stay simply by failing, even without
good cause, to pay over to debtor-in-possession 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 TTT do not[ ] resolve the issue
hereTTTT [I]t is clear TTT that a fiduciary may

633

estate; and (3) debtor was not entitled to
punitive damages.
So ordered.
1. Workers’ Compensation O1063
Employer whose unfavorable loss history 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 additional insured, had to be deemed jointly
and severally liable, along with sister company, for premiums that became due prepetition; 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 premiums were calculated based on total number of persons employed by both companies.
2. Bankruptcy O2837
Though related companies that were
named as insureds on workers’ compensation insurance policy had to be regarded as
jointly and severally liable for any premiums that became due prepetition, once
Chapter 11 petitions were filed and separate 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 premium associated with its postpetition operations.
3. Bankruptcy O2588
Premium payments which Chapter 11
debtor made postpetition to its workers’
compensation carrier, subject to contractuordinarily purchase debt claims in fair transactions during the solvency of the corporation.’’ Id. at note 3 (citations omitted). However, ‘‘the lower federal courts seem agreed
that he cannot purchase after judicial proceedings for the relief of a debtor are expected 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 ___”).
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, 1 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.
Committee of Creditors Holding Unsecured Claims, 160
F.3d 982, 988–90 (3d Cir.1998) (cited as “160 F.3d at
___”). 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.
***
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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'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 nonselling 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.

II. Standard of Review
While acting as an appellate court for a bankruptcy
appeal, we may not set 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
“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

© 2018 Thomson Reuters. No claim to original U.S. Government Works.

89 3

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

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).

III. 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 Committee's
requests for information which
would enable it to assist Debtor
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
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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)
(citations and footnote omitted). Despite 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
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

CVC'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
erroneous. 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 used its new
position as a noteholder to assert
objections 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
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 selfinterest 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'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 used 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. 4 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 N5] 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
address it. 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. 5
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 onethird], 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, 6 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 postconfirmation, the Bankruptcy Court attributed the entire
first post-confirmation quarter fees of $4,750 to CVC's
conduct. 8
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]
*12 * * *
FN11.... CVC has provided no authority for its
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
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. 9 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 nonselling 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 Brown is
distinguishable because Papercraft
was not in a financial 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 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:
In its Final Order, however,
the Bankruptcy Court, apparently
straining to find a basis to subordinate
CVC'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 resources
from preparation of the disclosure
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

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

Footnotes

1

2
3

The Committee 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.
A representative of CVC sat on the boards of directors of Papercraft and Papercraft subsidiaries Barth & Dreyfuss and
Knomark.
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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4

5
6

7
8
9

10

It is 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:
[T]he 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 ....
[T]he 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
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amount to an assumption of control or
authority over the Trust FundsTTTT’’).
Therefore, the failure to establish a record-keeping system is not evidence of an
exercise of authority or control either.
I, therefore, dissent.

,
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

mined that subordination was warranted,
on remand, the United States Bankruptcy
Court for the Western District of Pennsylvania, Judith K. Fitzgerald, Chief Judge,
253 B.R. 385, found that additional subordination was justified. Insider appealed.
The District Court, Robert J. Cindrich, J.,
affirmed, but reduced the lost interest income component of the subordination. Insider appealed, and committee filed crossappeal. 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 during 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.

Citicorp Venture Capital, Ltd.,
a New York Corporation,
v.
Committee of Creditors Holding Unsecured Claims, and Committee of Creditors Holding Unsecured Claims as
Estate Representative of Papercraft
Corporation Appellant.
No. 02–1815, 02–1905.
United States Court of Appeals,
Third Circuit.

1. Bankruptcy O3782
Court of Appeals exercises plenary review over legal determinations of a district
court sitting as an appellate court in a
bankruptcy proceeding.
2. Bankruptcy O3786
Court of Appeals may only overturn
factual findings if they are clearly erroneous. Fed.Rules Bankr.Proc.Rule 8013, 11
U.S.C.A.

Argued Dec. 16, 2002.

3. Bankruptcy O3786

Filed March 19, 2003.

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.

Unsecured
creditors
committee
brought adversary proceeding against insider of Chapter 11 debtor-corporation,
seeking equitable subordination of insider’s claims for its alleged breach of its
fiduciary duties. After the courts deter-

4. Bankruptcy O2183
Pursuant to the American Rule, prevailing litigant is ordinarily not entitled to
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collect reasonable attorney fees from the
loser.

the other creditors.
U.S.C.A. § 510(c).

5. Bankruptcy O2183

11. Bankruptcy O2967.5

Element of all American Rule exceptions is a determination that the litigant
‘‘prevailed’’ and should be awarded attorney fees.

Because equitable subordination is remedial rather than penal, a claim should
be equitably subordinated only to the extent 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).

6. Bankruptcy O2125, 2967.5
In the exercise of its powers as a
court of equity, bankruptcy court may subordinate claims for cause, applying traditional principles of equitable subordination.
Bankr.Code, 11 U.S.C.A. § 510(c).
7. Bankruptcy O2967.5
Although the Bankruptcy Code codifies the doctrine of equitable subordination, 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 O2967.5
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 bankruptcy results. Bankr.Code, 11
U.S.C.A. § 510(c).
9. Bankruptcy O2967.5
Through the doctrine of equitable subordination, bankruptcy court has the power to sift the circumstances surrounding
any claim to see that injustice or unfairness is not done in the administration of
the bankruptcy estate. Bankr.Code, 11
U.S.C.A. § 510(c).
10. Bankruptcy O2967.5
Inequitable conduct, justifying equitable subordination, may arise out of any
unfair act by the creditor as long as the
conduct affects the bankruptcy results of

Bankr.Code,

11

12. Bankruptcy O2967.5
Remedy of equitable subordination
must remain sufficiently flexible to deal
with manifest injustice resulting from violation of the rules of fair play. Bankr.
Code, 11 U.S.C.A. § 510(c).
13. Bankruptcy O2967.5
Where ingenuity spawns unprecedented 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 O2183, 2968
Bankruptcy court did not violate the
American Rule, which provides that prevailing litigant is ordinarily not entitled to
collect attorney fees from the loser, by
subordinating debtor’s insider’s attorney
fees; bankruptcy court did not award a
money judgment for attorney fees to penalize insider but, rather, the court analyzed the record facts, found specific damages, 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 insider’s share of distribution by the amount of
fees and expenses incurred by professionals 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 O2967.5
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 subordination.
Bankr.Code, 11 U.S.C.A.
§ 510(c).
16. Bankruptcy O2968
Debtor’s insider was responsible for
all fees incurred during delay in plan process, 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 O2972
Evidence of reorganization value at
time of plan confirmation supported finding that debtor’s insider made a profit on
claims against debtor that it secretly purchased, for purposes of equitable subordination of insider’s claims. Bankr.Code, 11
U.S.C.A. § 510(c).
18. Bankruptcy O2968
Where debtor’s insider’s pursuit of 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, district court properly
reduced the equitable subordination of insider’s claim on account of lost interest
income from $956,250.00, which figure represented the $239,062.00 in monthly interest on all the debt securities multiplied by
four, to $50,123.00; the securities were tenyear 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, Cunningham, 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
Bankruptcy Court and the District Court,
we must assess justifications for the subordination 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 Bankruptcy
Court’s subordination of certain administrative costs and professional fees. Second, CVC contends that the District Court
erroneously upheld the Bankruptcy
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. Finally, 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 Bankruptcy Court’s equitable
subordination remedy on account of lost
interest income. We hold that the ‘‘American 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 Papercraft creditors and Papercraft agreed
to a restructuring plan known as the
‘‘BDK plan,’’ which was to be filed in conjunction with a voluntary Chapter 11 petition. The creditors’ claims against Papercraft would 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, 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 significant profit at the expense of other creditors 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 discounted 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 Bankruptcy Court issued an October 12, 1995, Memorandum Opinion and

231

Order, finding that CVC’s purchases at a
discount, without disclosure, while an insider, constituted breaches of CVC’s fiduciary 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 appropriate 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 Bankruptcy Court’s factual findings
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). However, the
District Court 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.
We affirmed the District Court’s opinion, 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 required.’’ Id. at 987. We explained that,
Further subordination may be appropriate, but only if supported by findings
that justify the remedy chosen by reference to equitable principlesTTTT While
the bankruptcy court held, with record
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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 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 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.
Id. at 991–92. Our mandate to the Bankruptcy Court was clear: determine whether the record supports the additional subordination of CVC’s claims.
On remand, the Bankruptcy Court found
three kinds of economic harm to non-selling noteholder creditors: (1) the quantifiable 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 professional 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 in1.

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 expenses incurred and/or paid by the Estate
or BDK through April 30, 2000.1 In re
Papercraft Corp., 253 B.R. 385, 390
(Bankr.W.D.Pa.2000).
The District Court affirmed the Bankruptcy Court’s decision, except that it reduced 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 pursuant 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 sitting as an appellate court in a bankruptcy
proceeding. Fellheimer, Eichen & Braverman, 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 District Court’s factual findings ‘‘unless they
are ‘completely devoid of a credible evidentiary basis or bear[ ] no rational relationship 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 suand/or paid by the Papercraft bankruptcy estate from the date of confirmation through
May 2, 2000. 247 B.R. at 630.
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bordinating the attorneys’ fees.
agree.

We dis-

[4, 5] The expression of the American
Rule is found in Alyeska Pipeline Service
Co. v. Wilderness Soc’y, where the Supreme Court explained that, ‘‘[i]n the United States, the prevailing litigant is ordinarily 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 exceptions to this rule. An element of all
American Rule exceptions is a determination 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 (‘‘[T]he purpose of this amendment is to remedy anomalous gaps in our
civil rights laws created by the United
States Supreme Court’s recent decision in
Alyeska Pipeline TTTT’’). Under § 1988, a
party must show it ‘‘prevailed’’ in the underlying action.
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In re Papercraft Corp., Memorandum Order *11 (W.D.Pa. February 20, 2002). We
agree with the District Court’s logic.

The District Court affirmed the Bankruptcy Court’s subordination of attorneys’
fees, explaining:

[6, 7] In the exercise of its powers as a
court of equity, the bankruptcy court may
subordinate claims for cause, applying traditional principles of equitable subordination. 11 U.S.C. § 510(c); Pepper v. Litton, 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 equitable subordination to situations in which
bad faith by the claimant is found). Although § 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 legislative 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. DeConcini); Burden v. United States, 917
F.2d 115, 118 (3d Cir.1990).

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 funds ‘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.’

[8–15] The 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 bankruptcy 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
TTT remedy to the injury that has been
suffered by those [creditors] who will benefit from the subordination’’). ‘‘ ‘[T]he
bankruptcy 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 estate.’ ’’ 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 bankruptcy results
of the other creditors. Matter of Mobile
Steel Co., 563 F.2d 692, 700 (5th Cir.1977).
Because equitable subordination is remedial 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 bankruptcy 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
TTTT ‘where ingenuity spawns unprecedented 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.’
In re Teltronics Servs., Inc., 29 B.R. 139,
172 (Bankr.E.D.N.Y.1983) (citations omitted). We hold that because the Bankruptcy Court subordinated attorneys’ fees
pursuant to its equitable powers, the
American Rule is not implicated. The
Bankruptcy Court did not award a money
judgment for attorneys’ fees to penalize
CVC. Rather, the Bankruptcy Court analyzed the record facts, found specific damages, and used its equitable powers to
return the non-selling creditors to the position 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 pursuant to the principles of equitable subordination, and to identify specific harm re-

sulting from CVC’s wrongdoing. In re
Papercraft Corp., 160 F.3d at 991. The
Bankruptcy 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 inequitable conduct, 5 app. at 1364, and that
‘‘some reasonable litigation costs may actually be a direct consequence of CVC’s activities in this case.’’ 5 app. at 1365. The
Bankruptcy Court found that, but for
CVC’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
Bankruptcy Court analyzed the depletion
of available funds in the reorganized entity, and determined that the economic
harm is directly attributable to CVC’s inequitable actions. In re Papercraft Corp.,
247 B.R. at 628; 29 app. 8326. The Bankruptcy 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 Papercraft 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 inequitable conduct. 29 app. 8211–48.
CVC’s inequitable conduct includes repeatedly 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 previous 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 transaction, and depleted monies that would
have otherwise been available to the creditors. 29 app. 8216–17, 8245–46.
The Bankruptcy Court also determined
that the testimony of CVC’s representatives 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
Muqaddam). Each of these instances of
inequitable conduct resulted in legal fees
and costs that decreased the funds available the non-selling creditors.
The Bankruptcy Court spent a substantial amount of time and effort considering
the narrow issue of whether to include the
professional fees and expenses in the subordination, 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 subordination of CVC’s claims, and those facts are
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not clearly erroneous. 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 subordination. The Bankruptcy Court has been involved in overseeing 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 record and proceedings before it, and its obvious 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 District 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 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 reorganizationTTTT
[I]f CVC’s pursuit of its own interest in
fact resulted in delay in the confirmation, 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
Bankruptcy 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 intent was to benefit itself over and above
other creditors to whom it owed a fiduciary 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.
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[17] Second, we conclude that the District Court did not err by affirming the
Bankruptcy 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 Bankruptcy 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 Bankruptcy Court’s calculations.
[18] Finally, the Committee argues
that the District Court erred by reducing
the subordination on account of lost interest 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 regardless 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 affirm the judgment of the District Court.
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State prisoners brought §1983 action
against personnel of Pennsylvania Department of Corrections alleging infringement
upon their rights under free exercise
clause of First Amendment. The United
States District Court for the Middle District of Pennsylvania, Edwin M. Kosik, J.,
granted summary judgment for defendants. 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 applied to restrictive status prisoners; (5)
prisoners’ requests for Nation of Islam
texts stemmed from constitutionally protected interest; and (6) defendants were
protected by qualified immunity from prisoners’ claims for damages.
Affirmed.
Scirica, Circuit Judge, filed a concurring opinion.
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