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Introduction

Although the steep downturn in the U.S. gaming industry that began in 2008 
appears to be easing for the time being, many mid-market gaming companies are 
still encountering difficulties servicing their debt as consumer spending slowly 
creeps back. In 2009, the Restructuring Review ran a two-part series on the 
strategies available to gaming companies seeking to restructure their debts and 
the challenges facing creditors who must choose between writing down their 
investments or attempting to foreclose on their collateral. This article examines 
additional and unique challenges facing creditors attempting to restructure debt 
issued by tribal gaming entities.

Creditors negotiating with their borrowers often use several leverage points 
to influence a borrower who is either in, or is facing a, default. Creditors can use 
the threat of foreclosure to influence negotiations if they are secured by the bor-
rower’s collateral. Creditors can also use the threat of an involuntary bankruptcy 
petition filed against the borrower in order to strengthen their negotiating posi-
tion.1 These creditor/borrower negotiations typically lead to a “sharing of the 
pain,” whereby creditors often agree to de-lever the company by writing down 
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a piece of its debt and in exchange take 
equity in the reorganized company with the 
hope that the borrower will better be able 
to service its healthy balance sheet. 

These creditor leverage points, however, 
are often not available in the context of 
tribal-owned gaming entities, limiting the 
options for borrowers and lenders/credi-
tors. Creditors cannot threaten an involun-
tary bankruptcy with respect to sovereign 
tribal entities. The ability of a creditor to 
take an equity stake in a tribal entity or to 
foreclose on all or some of a tribal entity’s 
property may be severely constrained by 
federal law. This article discusses these 
constraints. Additionally, we examine the 
regulatory schemes governing tribal enti-
ties and the leverage points that remain 
for lenders to tribal entities, such as the 
potential for reducing access to credit if the 
entities do not work closely with lenders to 
consensually restructure debt.

The Indian Gaming Regulatory Act 

Tribal gaming activities are governed by the 
Indian Gaming Regulatory Act (“IGRA”).2 
Under IGRA, the National Indian Gaming 
Commission (the “NIGC”) is charged 
with regulating the tribal gaming industry. 
Several IGRA provisions directly affect 
creditors’ rights. First, IGRA provides that 
tribal casinos can only operate on land 
owned by the tribe.3 Second, the entity 
responsible for gaming operations must 
be wholly owned by the tribe and must be 
approved by the chairman of the NIGC. 
Finally, no party can enter into a manage-
ment contract with a tribe to manage its 
casinos unless the chairman of the NIGC 

approves the contract.4 When evaluating a 
contract, the chairman of the NIGC evalu-
ates the proposed counterparty’s back-
ground, experience in the gaming industry 
and with other tribes, and financial resourc-
es. Any management contract cannot 
extend for more than seven years and must 
provide minimum payments to the tribe. 

Consequently, creditors attempting 
to obtain leverage in their negotiations 
with distressed tribes — by threatening 
to foreclose on tribal property securing 
their loans, or offering to take equity in 
the borrower in exchange for a reduction 
in the amount of outstanding debt — may 
be unable to take these actions without 
violating IGRA. Similarly, creditors wishing 
to take control of gaming operations 
to enhance operational efficiency may 
be required to seek approval from the 
chairman of the NIGC. In many of these 
situations, the proverbial stick has been 
removed from the hand of the creditors 
before the parties even sit down to 
negotiate.

Involuntary Bankruptcy

Another tool available to creditors when a 
borrower has defaulted on its debt is the 
ability to file an involuntary bankruptcy peti-
tion against the borrower. Under section 
303 of the Bankruptcy Code, an entity that 
is not paying its debts as they become due 
can be forced into chapter 11 or chapter 7 
by three creditors holding, on an individual 
basis, unsecured, non-contingent claims 
of at least $14,425. Although involuntary 
petitions are much less common than vol-
untary filings, the threat of such a petition 



Restructuring Review June 2011 3

and the associated effect on the borrower’s 
perceived creditworthiness can force a dis-
tressed debtor to the negotiating table. 

However, the threat of involuntary bank-
ruptcy appears to be unavailable to credi-
tors of tribal gaming entities. Section 109 
of the Bankruptcy Code provides that 
only a “person” or a “municipality” may 
be a debtor under the Bankruptcy Code.5 
Although cases on the issue are in conflict, 
recent commentary6 on the subject sug-
gests that tribal entities are neither per-
sons nor municipalities for purposes of the 
Bankruptcy Code and therefore cannot be 
a voluntary or involuntary debtor. 

Even if a tribal gaming entity were eli-
gible to be a debtor under the Bankruptcy 
Code, it is unclear how much leverage this 
would provide to creditors. Many of the 
remedies and sources of leverage available 
to creditors under the Bankruptcy Code, 
such as moving to appoint a trustee, or 
threatening to object to a plan on the basis 
that it violates the absolute priority rule, are 
in apparent conflict with provisions in IGRA 
requiring that the management of tribal 
gaming entities be approved by NIGC, 
and ownership to be held by the tribe. 
Furthermore, it is unclear whether any of 
the proceeds of gaming assets can be dis-
tributed to creditors under a plan, because 
IGRA only allows proceeds from gaming 
interests to be distributed for tribal initia-
tives or other charitable causes.7

Sovereign Immunity

Another significant obstacle facing credi-
tors seeking to enforce their rights against 
tribal entities is sovereign immunity. Under 

the “Marshall Trilogy,”8 Indian tribes are 
recognized as sovereign entities and can 
therefore invoke the doctrine of sovereign 
immunity to counter legal actions brought 
against the tribe. In recognition of this sta-
tus, many lenders will negotiate language 
in the applicable credit documents requir-
ing the tribal entity to waive its sovereign 
immunity. However, the recent case of 
Wells Fargo Bank N.A. v. Lake of the 
Torches Economic Development Corp.,9 
raises doubts regarding the efficacy of 
these waivers. 

In Wells Fargo, the Lake of the Torches 
Economic Development Corporation, 
a chartered corporation of the Lac 
du Flambeau Band of Lake Superior 
Chippewa Indians, issued $50 million of 
bonds in 2008 to finance a new riverboat 
casino operation. In conjunction with the 
bond issuance, the Corporation executed 
a Trust Indenture with Wells Fargo Bank 
N.A. as the Indenture Trustee. The bonds 
were secured by substantially all of the 
Corporation’s revenues, accounts, deposits 
and casino equipment. Additionally, under 
the language of the Trust Indenture, the 
Corporation waived its sovereign immu-
nity. In 2009, the Corporation, in violation 
of the indenture, transferred $4.75 million 
to the Tribe. Pursuant to its rights under 
the indenture, Wells Fargo accelerated 
the loan and initiated a lawsuit against the 
Corporation seeking the appointment of a 
receiver. 

The district court dismissed the lawsuit, 
holding that the indenture was a man-
agement contract under IGRA, and was 
therefore void ab initio because it was not 
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approved by the chairman of the NIGC.10 
The court pointed to several provisions in 
the indenture to support its finding that 
the indenture was a management contract. 
First, the indenture required approval of 
51% of bondholders for the Corporation to 
replace key executives or to incur certain 
capital expenditures. Second, bondholders 
could appoint a management consultant 
if the Corporation failed to meet certain 
debt service ratios. Finally, upon an event 
of default, the bondholders could force the 
Corporation to hire new management and 
Wells Fargo could appoint a receiver for 
all of the assets that were pledged as col-
lateral. 

The court further held that because the 
indenture was void under IGRA, the court 
lacked jurisdiction over the dispute due 
to the Corporation’s sovereign immunity. 
The court reasoned that even though the 
Corporation had purported to waive its sov-
ereign immunity in the indenture, because 
the indenture was void ab initio, the inden-
ture never came into effect and the waiver 
included in the indenture was therefore 
void as well. Furthermore, even if the waiver 
provision was severable, such that it could 
be given effect separate and apart from the 
rest of the indenture, the court held that 
there would be no remaining obligations to 
enforce under the contract.

Foreclosure Issues

In addition to the apparent conflict with 
IGRA created by foreclosure proceedings, 
even collateral that is not subject to NIGC 
approval may be out side the reach of 
creditors attempting to foreclose. A recent 

decision from the U.S. Court of Appeals for 
the Second Circuit creates uncertainty with 
respect to creditors’ rights to foreclose on 
tribal property, even if the borrower cannot 
claim sovereign immunity with respect to 
the underlying debt. 

In Oneida Indian Nation of N.Y. v. 
Madison County & Oneida County 
N.Y.,11 Madison and Oneida Counties 
(the “Counties”) appealed a district court 
decision prohibiting the Counties from 
foreclosing on tribal property in order to 
satisfy a tax lien issued by the counties 
due to the non-payment of county taxes by 
the Oneida tribe. The Counties’ authority 
to levy the property tax in question was 
decided in City of Sherrill v. Oneida Indian 
Nation.12 In Sherrill, the United States 
Supreme Court held that the Oneida Indian 
Nation could not regain sovereignty over 
its ancient lands by repurchasing them 
on the open market. Therefore, even after 
the Oneidas regained title to the land, the 
local government remained responsible for 
regulating the land. Accordingly, the local 
government could levy and collect taxes on 
the property. 

Notwithstanding the holding in Sherrill, 
the Second Circuit held that the Counties 
could not foreclose on the tribe’s property 
for failing to pay property taxes. In reach-
ing this conclusion, the court distinguished 
between jurisdiction over the land and 
jurisdiction to enforce the lien. The Second 
Circuit held that although under Sherrill 
a tribe could not recover its sovereignty 
over the land and was therefore required to 
pay property taxes, the tribe did not waive 
its sovereignty with respect to immunity 
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against a foreclosure action. The court held 
that although the Counties had the right to 
assess taxes, “the remedy of foreclosure 
is not available to the Counties unless and 
until Congress authorizes such suits or [the 
Oneidas] consent[] to such suits.”13 

Accordingly, even if a tribe waives its 
sovereign immunity with respect to actions 
related to the interpretation of its rights 
and obligations under credit agreements, 
the tribe may still argue that it maintained 

its sovereign immunity with respect to the 
enforcement of the same agreements. 
Tribes have embraced this ruling. In a 
recent Form 10-K filing,14 the Mohegan 
Tribal Gaming Authority, operator of the 
Mohegan Sun casinos, stated that even 
though it has waived sovereign immunity 
with respect to its credit agreements,  
“[i]f an event of default occurs in connec-
tion with our indebtedness, no assurance 
can be given that a forum will be available 
to creditors other than [the tribal court].” 
Additionally, Mohegan noted that, as a 
practical matter, a creditor’s ability to fore-
close successfully will depend on the will-
ingness and ability of tribal officials to carry 
out the tribal court’s orders. 

Negotiations with Tribes 

In summary, when a lender is faced with a 
defaulting or nearly defaulting borrower and 
that borrower is a tribal entity, the tradition-
al tools in a creditor’s toolkit are extremely 

limited. Nevertheless, lenders retain some 
leverage. If a tribal entity were to default 
on its obligations and refuse to negotiate 
with lenders on the grounds that sovereign 
immunity protects the tribal entity from the 
lenders’ exercise of the typical rights and 
remedies, the entity could potentially freeze 
the credit markets for all tribal gaming enti-
ties on a go-forward basis. In an industry 
as reliant on credit as the gaming industry 
(whether it be for capital expenditures, to 

deal with market dips like those recently 
experienced, or simply to build a new facil-
ity), it is an exceedingly risky strategy for 
any tribal entity to walk away from its exist-
ing debt obligations by declaring sovereign 
immunity or claiming a violation of IGRA. 

This may shed light on the protracted 
negotiations between the Mashantucket 
(Western) Pequot Tribal Nation, operator 
of the Foxwoods Resort and Casino, and 
its bank lenders. In February 2011, lenders 
of a $700 million revolving loan originally 
due in July 2010, further extended a for-
bearance agreement with the Pequot until 
April 7, 2011. In addition to the revolving 
loan, the Pequot also have $1.43 billion of 
outstanding bonds. Although it is clear that 
the Pequot’s cash generated from gaming 
operations cannot service this debt, bond-
holders and the Pequot have not come to 
a global consensual resolution to date – 
although this does not mean that they will 
be unable to do so eventually. 

When a lender is faced with a defaulting or nearly defaulting bor-
rower and that borrower is a tribal entity, the traditional tools in a 
creditor’s toolkit are extremely limited.
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Similarly, several news outlets reported 
recently that Mohegan Sun has hired 
restructuring professionals to engage its 
lenders in what will likely be similar pro-
tracted discussions. Mohegan has $925 
million in revolving loans and senior subor-
dinated bonds due in the first half of 2012. 
Additionally, Mohegan’s maximum leverage 
ratios are set to step-down on March 31, 
2011, and analysts believe that Mohegan 
may be in violation of these financial cov-
enants.15 Although Mohegan’s actions 
indicate that it intends to negotiate in good 
faith with its creditors, creditors may find 
themselves in protracted negotiations lack-
ing their usual leverage at the negotiating 
table.

Conclusion

Restructuring tribal gaming debt presents 
creditors with unique challenges. However, 
some of the larger tribal gaming borrow-
ers have thus far shown that they intend to 
negotiate in good faith with their creditors. 
Lenders seeking to extend credit to tribal 
gaming entities should consider protect-
ing themselves by submitting their credit 
agreements to the NIGC before closing on 
the loan. They should request a determi-
nation that the agreement is not deemed 
a management agreement under IGRA. 
This will help ensure that sovereign immu-
nity waivers included in the agreements 
are enforceable. However, to achieve this 
determination, creditors may not be able 
to include provisions granting them control 
over management in an event of default 
setting. 

Additionally, lenders should insist on 
a comprehensive waiver of sovereign 
immunity that specifically waives immunity 
with respect to foreclosure as well as any 
other dispute that arises under the credit 
agreement. 
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S.D.N.Y. Bankruptcy Court 
Continues to Construe 
Bankruptcy Code’s Safe 
Harbor Provisions Narrowly
By Mark C. Ellenberg, Douglas S. Mintz and 
Stephen M. Johnson 

In two recent decisions, the United States 
Bankruptcy Court for the Southern District 
of New York has interpreted narrowly cer-
tain of the Bankruptcy Code’s safe harbor 
provisions. 

Last month, Judge James M. Peck ruled 
that a payment subordination provision in a 
swap agreement triggered by a bankruptcy 
constituted an unenforceable ipso facto 
clause and was not protected by the safe 
harbors. This resolved uncertainty related to 
a similar 2010 decision. See Lehman Bros. 
Special Fin. Inc. v. Ballyrock ABS CDO 
2007-1 Ltd. (In re Lehman Bros. Holdings 
Inc.), Adv. Pro. No. 09-01032, 2011 WL 
1831779 (Bankr. S.D.N.Y. May 12, 2011). 

Several weeks earlier, Judge Robert D. 
Drain ruled that the safe harbor provided 
by section 546(e) of the Bankruptcy Code, 
which insulates certain “settlement pay-
ments” from avoidance actions, does not 
apply to transfers made or obligations 
incurred in the context of a leveraged buy-
out of a privately-held company. The Court, 
in applying its holding, voided both the 
payments made to the company’s former 
shareholders in exchange for their equity 
interests and the obligations incurred by 
the company on account of the loan that 
financed the LBO. See Geltzer v. Mooney 
(In re MacMenamin’s Grill Ltd.), Adv. Pro. 

No. 09–8266 (RDD), 2011 WL 1549056 
(Bankr. S.D.N.Y. Apr. 21, 2011). 

Ballyrock: A Second Look at 
Payment Subordination Provisions 
 
Background

In July 2007, Lehman Brothers Special 
Financing Inc. (“LBSF”) entered into an 
ISDA master agreement with Ballyrock 
ABS CDO 2007-1 Ltd. Lehman Brothers 
Holdings Inc. (“LBHI”) issued a guarantee 
in connection with the master agreement 
and served as “Credit Support Provider” 
to LBSF under a credit support annex. 
Ballyrock entered into an indenture pursu-
ant to which it issued several classes of 
notes to investors. The indenture estab-
lished a waterfall distribution system under 
which the holders of senior notes must 
be paid in full before holders of more 
junior notes could receive any distribu-
tions. Under the terms of the ISDA Master 
Agreement and the Ballyrock Indenture, 
LBSF purchased and Ballyrock sold loss 
protection with respect to certain CDOs 
and mortgage-backed securities. 

The Ballyrock Master Agreement 
identified a number of Events of Default, 
including a bankruptcy filing by either of 
the parties (LBSF or Ballyrock) or by the 
credit support provider (LBHI). Upon an 
Event of Default, the non-defaulting party 
could “designate a day not earlier than the 
day such notice is effective as an Early 
Termination Date in respect of all outstand-
ing transactions” under the swap.1 On the 
Early Termination Date, the swap required 
the out-of-the-money party to make a 



Restructuring Review June 20118

termination payment to the in-the-money 
party. The parties agreed that “any termina-
tion payment would be calculated using a 
recognized industry methodology referred 
to as the ‘Second Method’, which calls for 
payment to the in-the-money counterparty 
regardless of whether it was the defaulting 
party.2 

Generally, a termination payment is given 
higher priority under a waterfall distribu-
tion scheme and would receive payment 
before senior noteholders. However, the 
Indenture “singled out for particularly harsh 
treatment” under the waterfall, a payment 
due upon an Event of Default triggered 
by LBSF or LBHI. The Indenture subordi-
nated this payment – a so-called Defaulted 
Synthetic Termination Payment – further 
down the waterfall distribution scheme. 
Therefore, if either LBSF or LBHI triggered 
an event of default while LBSF was in-the-
money, the Defaulted Synthetic Termination 
Payment would be subordinated to distri-
butions owing to senior noteholders and, 
additionally, capped at $30,000. 

LBHI filed for bankruptcy on September 
15, 2008. Ballyrock then gave notice to 
LBSF that LBHI’s bankruptcy filing con-
stituted an Event of Default, and desig-
nated September 16, 2008, as the Early 
Termination Date. Wells Fargo Bank, N.A., 
the trustee under the Ballyrock Indenture, 
then gave notice that LBSF was in-the-
money on the underlying transactions – to 
the tune of approximately $404 million. 
Ballyrock liquidated its assets, generat-
ing a total of approximately $326 million 

for distribution. The trustee made the first 
distribution of $189 million to the senior 
noteholders in accordance with the water-
fall distribution scheme. The trustee also 
stated, however, that the remaining $137 
million, which the trustee would have paid 
LBSF pursuant to the waterfall distribution 
scheme, constituted a Defaulted Synthetic 
Termination Payment and would be distrib-
uted to the senior noteholders rather than 
LBSF. 

In response, LBSF commenced an 
adversary proceeding in the bankruptcy 
court seeking: (i) a declaratory judg-
ment that the proposed distribution of the 
remaining $137 million violated applicable 
law; (ii) a declaratory judgment that the rel-
evant credit default swap agreement was 
improperly terminated; and (iii) a temporary 
restraining order and permanent injunction 
preventing the trustee from distributing the 
remaining funds to the senior noteholders. 
Ballyrock, with the support of the senior 
noteholders, moved to dismiss the com-
plaint. 

The Perpetual Decision

The Court addressed a similar contract 
provision in a 2010 decision issued in 
another Lehman adversary proceeding. 
See Lehman Bros. Special Fin. Inc. v. 
BNY Corp. Trust Servs. Ltd. (In re Lehman 
Bros. Holdings Inc.), 422 B.R. 407 (Bankr. 
S.D.N.Y. 2010) (“Perpetual”). In Perpetual, 
the Court addressed the enforceability of 
a priority “flip” provision, which reversed 
the payment priorities in a terminated swap 
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transaction if either the swap counterparty 
or its credit support provider (again, LBSF 
and LBHI, respectively) triggered the rel-
evant event of default. Judge Peck held 
that the flip provision in Perpetual was an 
unenforceable ipso facto clause, and that 
the bankruptcy of LBHI (as credit support 
provider, a non-party to the swap) triggered 
the flip provision. 

As detailed in sections 365(e)(1) and 
541(c)(1)(b) of the Bankruptcy Code, con-
tract provisions that prohibit the modifica-

tion of a debtor’s right solely because of a 
provision in an agreement conditioned on 
“the commencement of a case under this 
title” are unenforceable. In Perpetual, Judge 
Peck held that the Bankruptcy Code’s ipso 
facto provisions applied to contract terms 
that modified a debtor’s rights based on 
the filing of “presumably any case that is 
related in some appropriate manner to the 
contracting parties,”3 and not solely upon 
the commencement of the debtor’s case. 
Applying this logic to the facts before it, the 
Court concluded that the flip provision was 
unenforceable because it was triggered by 
the commencement of LBHI’s chapter 11 
case.

Analysis

Here, the Court applied similar reason-
ing and held that “the analysis from the 
Perpetual decision would render ineffective 

the changes in the Waterfall that would 
result from activation of the Defaulted 
Synthetic Termination Payment Clause.”4 
The Court therefore found that “the 
Complaint brought by LBSF is sufficient 
to state claims against Ballyrock based on 
the allegations that the clause in question 
constitutes an unenforceable ipso facto 
provision.”5 

The Court next considered whether the 
Defaulted Synthetic Termination Payment 
clause was protected by the safe harbor 

provisions of the Bankruptcy Code – an 
issue arguably not addressed in Perpetual 
(where the Court held that the safe harbor 
did not apply because the “flip” provision 
was not contained within the four corners 
of the swap agreement itself). Section 560 
of the Bankruptcy Code protects a non-
defaulting swap participant’s contractual 
right to (i) liquidate, terminate or accelerate 
“one or more swap agreements because of 
a condition of the kind specified in section 
365(e)(1)” of the Bankruptcy Code (the 
insolvency of the debtor, or commence-
ment of a bankruptcy case) or (ii) “offset or 
net out any termination values or payment 
amounts arising under or in connection with 
the termination, liquidation or acceleration 
of one or more swap agreements.”6 The 
Court found that the Defaulted Synthetic 
Termination Payment clause “would change 
the flow of funds in a manner that would 

The judge limited the safe harbor to “preserving the right to liqui-
date, terminate and accelerate a qualifying financial contract.”
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deprive LBSF of pre-existing distribution 
rights” and that such a deprivation of pay-
ment rights “should not be entitled to any 
protection under safe harbor provisions 
that, by their express terms, are limited 
exclusively to preserving the right to liqui-
date, terminate and accelerate a qualifying 
financial contract.”7 

Finally, the Court considered whether 
Ballyrock improperly terminated the 
credit default swap, and that, as a result, 
the underlying transactions remained in 
effect. LBSF argued that, pursuant to the 
Indenture, Ballyrock could only have termi-
nated the swap if no transactions remained 
outstanding under the Master Agreement 
or Ballyrock had entered into a replacement 
Master Agreement. The Court held that 
this argument “confuses and obscures the 
distinction between the Ballyrock Master 
Agreement and the Transactions that may 
be entered into pursuant to that agree-
ment.”8 Concluding that Ballyrock “did all 
that was necessary to designate an Early 
Termination Date, terminate all outstanding 
transactions and establish the obligation 
of the out-of-the-money party to pay the 
termination payment,”9 the Court dismissed 
Count II of the Complaint. 

In Ballyrock, Judge Peck again inter-
preted the Bankruptcy Code’s safe harbor 
provisions in a light favorable to debtors. 
Following the Perpetual decision, which 
was limited to the particular facts of that 
case, there was uncertainty as to whether 
the Court would find similar priority-altering 
provisions that were expressly incorporated 
in the safe-harbored agreement protected 

by the Bankruptcy Code’s safe harbors. 
Ballyrock does away with that uncertainty. 

MacMenamin’s Grill: Limiting 
Section 546(e)’s “Settlement 
Payment” Exception  
 
Background

Each of three defendants owned 31 per-
cent of the outstanding common stock of 
MacMenamin’s Grill Ltd., a privately-held 
bar and grill. In July of 2007, the share-
holders agreed to sell their ownership 
interests back to MacMenamin’s in a typi-
cal, though relatively small, LBO transac-
tion. Pursuant to a Loan and Security 
Agreement, Commerce Bank, N.A., extend-
ed a $1,150,000 loan to MacMenamin’s 
to finance the transaction. As security 
for the loan, MacMenamin’s granted the 
lender a security interest in substantially all 
of MacMenamin’s assets. MacMenamin’s 
directed the lender to pay the loan pro-
ceeds directly to the three sharehold-
ers as consideration for their stock. The 
transaction closed on August 31, 2007. 
MacMenamin’s filed for bankruptcy on 
November 18, 2008. 

During the pendency of the bankruptcy 
case, a chapter 11 trustee was appointed. 
The trustee subsequently filed a complaint 
seeking to avoid the transfers made and 
obligations incurred in connection with the 
LBO as constructively fraudulent transfers 
pursuant to sections 544 and 548 of the 
Bankruptcy Code, and to recover for the 
benefit of the estate the value of the pro-
ceeds paid out to the shareholders under 
section 550 of the Bankruptcy Code. 
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Analysis

The dispute in this case did not revolve 
around whether the transfers themselves 
were avoidable under sections 544 and 
548 of the Bankruptcy Code. Rather, the 
shareholders conceded that the transfers 
were constructively fraudulent and subject 
to avoidance by the trustee. The share-
holders and the lender contended that the 
transfers at issue were exempt from the 
trustee’s avoidance powers by nature of 
section 546(e) of the Bankruptcy Code 
– a so-called “safe harbor” provision that 
insulates certain transactions from the 
avoidance provisions of chapter 5 of the 
Bankruptcy Code – and sought summary 
judgment in their favor. 
Section 546(e) provides, in relevant part:

Notwithstanding sections 544, 545, 547, 
548(a)(1)(B), and 548(b) of this title, the 
trustee may not avoid a transfer that is a . 
. . settlement payment as defined in sec-
tion 101 or 741 of this title, made by or to 
(or for the benefit of) a commodity broker, 
forward contract merchant, stockbroker, 
financial institution, financial participant, or 
securities clearing agency, or. . . that is a 
transfer made by or to (or for the benefit 
of) a commodity broker, forward contract 
merchant, stockbroker, financial institution, 
financial participant, or securities clear-
ing agency, in connection with a securities 
contract, as defined in section 741(7). . . .

Section 741(8) of the Bankruptcy Code 
defines “settlement payment” as: 

a preliminary settlement payment, a partial 
settlement payment, an interim settlement 
payment, a settlement payment on account, 
a final settlement payment, or any other 

similar payment commonly used in the 
securities trade . . . . 

The shareholders argued that the transfers 
in question – the payment of the loan pro-
ceeds to them in exchange for their shares 
in MacMenamin’s – constituted “settlement 
payments” for purposes of section 546(e), 
or, in the alternative, were transfers made 
by and to financial institutions in connec-
tion with a securities contract. Thus, they 
argued, the transfers fit squarely within the 
safe harbor of section 546(e) pursuant to 
the plain language of the statute. 

Having considered the text of section 
546(e), along with its various cross-refer-
ences and definitions, the Court found the 
section to be ambiguous. The Court there-
fore turned to the relevant legislative history 
in an attempt to uncover the purpose and 
scope that Congress had intended for sec-
tion 546(e). The Court held:

That legislative history . . . makes it clear 
that Congress intended section 546(e) to 
address risks that the movants have failed 
to show conclusively are implicated by the 
avoidance of the transaction at issue here. 
The Court should not, therefore, impose a 
result contrary to Congressional intent.10 

The Court challenged the prevailing view of 
the circuit courts that the safe harbor pro-
vided by section 546(e) of the Bankruptcy 
Code applies to transfers made in connec-
tion with private securities transactions, 
as well as those involving publicly traded 
stock. 

The Court also ruled that the obligations 
incurred by MacMenamin’s in connection 
with the lender’s financing of the transac-
tion were outside of the scope of section 
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546(e) and therefore subject to avoidance. 
The Court’s reasoning was twofold. First, 
the Court’s analysis of section 546(e)’s 
legislative history did not differentiate 
between transfers made and obligations 
incurred, and thus the same reasoning 
applied. And second, while sections 544 
and 548 of the Bankruptcy Code provide 
a trustee with the power to avoid trans-
fers made and obligations incurred by the 
debtor, section 546(e) only provides that 
“the trustee may not avoid a transfer,” but 
imposes no express limitation on the avoid-
ance of obligations incurred. Therefore, the 
Court held that section 546(e)’s exemption 
is inapplicable to actions seeking to avoid 
obligations incurred by a debtor, regardless 
of whether the relevant transaction involves 
private or publicly traded securities.11

While a number of circuit courts have 
held that LBO-related transfers are protect-
ed by the safe harbors of section 546(e) 
of the Bankruptcy Code,12 in the last year, 
courts in both the Southern District of New 
York and the District of Delaware have 
narrowed the scope of the safe harbor 
and generally read them in a manner most 
favorable to debtors and their estates.13 
Participants in private LBOs should be 
aware that the transfers made and obliga-
tions incurred in connection with an LBO 
may be susceptible to avoidance as fraudu-
lent transfers. And all non-debtor parties 
should be aware that courts in recent years 
have given debtor-friendly views of various 
safe harbor provisions. 
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Second Circuit Clarifies 
Rules On Gifting, 
Designation, in DBSD1

By Douglas S. Mintz & Michael A. Stevens

Earlier this year, the U.S. Court of Appeals 
for the Second Circuit held that a pro-
posed “gifting” plan distributing value from 
the second lien lenders to the prepetition 
equity holder violated the absolute prior-
ity rule and was confirmed in error.2 This 
decision, by a 2-1 panel vote,3 reversed the 
decisions of the Bankruptcy and District 
Courts for the Southern District of New 
York. The Second Circuit also affirmed 
unanimously the designation of the vote of 
an indirect competitor of the debtor that 
held no claims prior to the petition date. 
The Second Circuit held that this entity did 
not vote on the plan in good faith because 
it purchased an entire class of claims with 
the goal of blocking plan confirmation in 
an effort to acquire DBSD’s assets.4 This 
opinion prohibits class-skipping gifting 
plans in the Second Circuit and raises a 
host of questions about the applicabil-
ity of gifting in bankruptcy. The ruling also 
curtails a competitor’s ability to purchase 
bankruptcy claims for strategic purposes. 

Background

On May 15, 2009, DBSD filed for Chapter 
11 relief in the U.S. Bankruptcy Court 
for the Southern District of New York. 
Following negotiations, DBSD filed a 
“gifting” plan of reorganization, pursuant 
to which the unsecured creditors would 
receive an estimated recovery ranging from 

four percent to nearly 50 percent. Holders 
of DBSD’s second lien debt would receive 
the majority of the reorganized company’s 
equity and then “gift” portions of that equity 
to DBSD’s pre-bankruptcy shareholder, 
ICO Global Communications, and the 
unsecured creditors.5 

Sprint Nextel Corporation objected to 
the plan. Sprint argued that the plan vio-
lated the absolute priority rule of section 
1129(b)(2)(B) of the Bankruptcy Code by 
distributing equity to ICO, whose prepeti-
tion equity interest was junior in priority 
to Sprint’s prepetition unsecured claim, 
while failing to pay the unsecured credi-
tors’ claims in full. The Bankruptcy Court 
overruled Sprint’s objection, holding that 
the undersecured second lien lenders were 
allowed to “gift” a portion of their recovery 
to ICO.6

After DBSD filed its disclosure state-
ment, DISH Network Corporation, a com-
petitor of DBSD that was not a prepetition 
creditor, purchased all of the first lien debt 
at face value and a portion of the second 
lien debt with the intention of blocking 
confirmation and seizing control of certain 
DBSD assets. DISH voted against the plan 
and objected to confirmation, arguing that 
the plan was not feasible and that DISH 
did not receive the indubitable equivalent 
of its claims. In response, DBSD moved to 
designate DISH’s vote pursuant to section 
1126(e) of the Bankruptcy Code as not 
being made in good faith. The Bankruptcy 
Court granted DBSD’s motion, designated 
DISH’s vote, disregarded the first lien lend-
er class for voting purposes, and confirmed 
the plan on October 26, 2009.7 After the 
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District Court affirmed the Bankruptcy 
Court’s decision, both Sprint and DISH 
appealed to the Second Circuit.8

Second Circuit Rejects Gifting

Sprint argued that the plan violated the 
absolute priority rule by distributing prop-
erty to ICO on account of its prepetition 
equity interests although the more senior 
class of unsecured creditors did not 
receive complete satisfaction of its claims. 
The Second Circuit looked first to the 
text of the absolute priority rule in section 
1129(b)(2)(B) of the Bankruptcy Code, 
which requires that, to be fair and equitable 
to unsecured creditors 

(i) the plan provides that each holder of 
a claim of such class receive or retain on 
account of such claim property of a value, 
as of the effective date of the plan, equal to 
the allowed amount of such claim; or (ii) the 
holder of any claim or interest that is junior 
to the claims of such class will not receive 
or retain under the plan on account of such 
junior claim or interest any property . . . . 

The Second Circuit stated that the plan, 
which did not satisfy Sprint’s claim, would 
comply with the absolute priority rule “only 
if the existing shareholder, whose interest 
is junior to Sprint’s, does ‘not receive or 
retain’ ‘any property’ ‘under the plan on 
account of such junior . . . interest.’”9 

Reviewing the plan, the Second Circuit 
concluded that ICO received “property” 
because the meaning of “any property” 
includes the equity the second lien lenders 
granted to ICO. ICO received this property 
“under the plan” because the plan express-
ly stated that ICO was to receive this 
equity. Finally, ICO received its new equity 

“on account of” its prepetition interest 
because it received the shares in exchange 
for its old shares pursuant to the terms of 
the plan. Although the disclosure statement 
articulated additional reasons why ICO 
received this gift, namely ICO’s “continued 
cooperation and assistance,” the Second 
Circuit found that ICO’s cooperation was 
only necessary and possible because of 
its prior interest. In addition, the Second 
Circuit found that even if ICO had made 
a capital contribution to the reorganized 
debtor, which it had not, ICO’s “receipt of 
property partly on account of the existing 
interest [would be] enough for the abso-
lute priority rule to bar confirmation of the 
plan.”10

The Second Circuit rejected DBSD’s 
argument that the so-called “gifting doc-
trine” allowed the undersecured second 
lien lenders to gift shares of new equity to 
ICO. The Second Circuit found that the 
text of the Bankruptcy Code, Supreme 
Court jurisprudence, and the distinguishing 
facts of the landmark gifting doctrine case, 
Official, Unsecured Creditors’ Committee 
v. Stern (In re SPM Manufacturing Corp.),11 
offered ample support for its determination 
that any gifting exception to the absolute 
priority rule did not apply in this case.12 

The Second Circuit also addressed 
the policy arguments against a strict 
interpretation of the absolute priority rule, 
noting that “[g]ifting may be a ‘powerful 
tool in accelerating an efficient and non-
adversarial . . . chapter 11 proceeding’ . . . 
and no doubt the parties intended the gift 
to have such an effect here.” Regardless 
of the policy merits of the absolute priority 
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rule, the Second Circuit concluded that 
“Congress was well aware of both [the 
absolute priority rule’s] benefits and 
disadvantages when it codified the rule 
in the Bankruptcy Code. . . . [A]lthough 

Congress did soften the absolute priority 
rule in some ways [in the 1978 Bankruptcy 
Code], it did not create any exception for 
‘gifts’ like the one at issue here.”13 

Second Circuit Permits Designation 
of Votes for Bad Faith Actions

The Second Circuit also held unanimously 
that the Bankruptcy Court did not err in 
designating DISH’s vote for not being 
made in good faith.14 Section 1126(e) 
of the Bankruptcy Code provides that 
“[o]n request of a party in interest, and 
after notice and a hearing, the court may 
designate any entity whose acceptance or 
rejection of such plan was not in good faith 
. . . .”

The Second Circuit found that DISH 
was a competitor of DBSD that had pur-
chased the entire class of first lien debt 
“not to maximize its return on the debt but 
to . . . use [the votes] as levers to bend the 
bankruptcy process toward its own strate-
gic objective . . . .” Based on these facts, 
and in light of the history behind section 
1126(e) of the Bankruptcy Code and its 
modern interpretation in bankruptcy courts, 

the Second Circuit ruled that DISH acted 
on the type of “ulterior motive” that consti-
tutes bad faith. Accordingly, the Second 
Circuit held that the Bankruptcy Court cor-
rectly designated DISH’s vote as not hav-

ing been made in good faith.15

The Second Circuit limited its 
decision, however, stating that the ruling 
“should deter only attempts to ‘obtain a 
blocking position’ and thereby ‘control 
the bankruptcy process for [a] potentially 
strategic asset,’” as opposed to when a 
“preexisting creditor votes with strategic 
intentions.”16 In addition, the Second 
Circuit emphasized that its decision is 
not a “categorical ban” on the strategic 
purchasing of claims, which may be 
appropriate in other contexts, but was 
instead a “fact-intensive” analysis “based 
on the totality of the circumstances.”17

DBSD Likely To Have 
Extensive Impact 

In DBSD, the Second Circuit’s strict appli-
cation of the absolute priority rule virtually 
prohibits any class-skipping gift under a 
plan, and the plain meaning of section 
1129(b)(2) of the Bankruptcy Code clearly 
supports the Second Circuit’s conclusion. 
Under a cramdown plan, a junior class may 
not be paid unless a dissenting senior class 
is paid in full. This limitation applies even 

“Congress was well aware of both [the absolute priority rule’s] ben-
efits and disadvantages when it codified the rule in the Bankruptcy 
Code. . . . [A]lthough Congress did soften the absolute priority rule 
in some ways [in the 1978 Bankruptcy Code], it did not create any 
exception for ‘gifts’ like the one at issue here.”
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to those plans where the recipient also 
contributes new value to the reorganized 
debtor. Indeed, the Second Circuit found 
that “a transfer partly on account of factors 
other than the prior interest is still partly 
‘on account of’ that interest . . . [which is] 
enough for the absolute priority rule to bar 
confirmation of the plan.”18 However, to the 
extent a debtor can demonstrate that a gift 
under a plan was not made on account of 
the beneficiary’s prior interest, the gift may 
be permitted under the Second Circuit’s 
analysis. 

Although this decision may be correct 
from a purely legal perspective, the analy-
sis creates practical problems. First, the 
Second Circuit recognized explicitly that 
the absolute priority rule does not exist 
in chapter 7 and is inapplicable to gifting 
mechanisms akin to that employed in SPM, 
where a senior secured creditor agreed 
with unsecured creditors to seek liquidation 
of the debtor in chapter 7 and to share in 
the proceeds of the liquidation.19 Thus, the 
permissibility of gifting in chapter 7 could 
steer debtors toward chapter 7 in situations 
where parties cannot reach a consensual 
plan—contrary to the Bankruptcy Code’s 
general policy favoring reorganization. 

Additionally, plan proponents can effec-
tuate a gift through means outside of chap-
ter 7 or a plan. For example, parties could 
implement a settlement under Federal Rule 
of Bankruptcy Procedure 9019 or through 
a private agreement subsequent to the 
effective date of the plan.20 It is unclear 
how gifting outside the chapter 11 plan, 
while continuing to pursue the plan pro-
cess, is consistent with the absolute priority 

rule as interpreted by the Second Circuit’s 
decision in DBSD. It is also uncertain 
whether and to what extent parties would 
be required to disclose a private agree-
ment, though greater disclosure to a bank-
ruptcy court is generally preferred. 

The vote designation ruling is also sig-
nificant. The Second Circuit endorses the 
Bankruptcy Court’s ruling that a purchaser 
cannot acquire claims with a strategic, 
rather than financial, motivation. It is, of 
course, difficult to draw the line between 
a strategic versus a financial motivation. 
Can a financial player acquire claims and 
use them to takeover a company? Can an 
existing creditor use its claims to act stra-
tegically? Those questions remain unan-
swered and both the Bankruptcy Court and 
the Second Circuit clearly limit the reach 
of their respective holdings. Specifically, 
the Second Circuit held that “purchasing 
claims with acquisitive or other strategic 
intentions” may be proper in some circum-
stances. This leaves future courts flexibility 
in applying designation.21 For this reason, 
the designation portion of the opinion 
should be read narrowly.
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Champion Enterprises 
Bankruptcy Court Dismisses 
Equitable Subordination and 
Fraudulent  
Transfer Claims
By Joe Zujkowski and Kathryn Borgeson 

The United States Bankruptcy Court for 
the District of Delaware dismissed equi-
table subordination and fraudulent trans-
fer claims filed by the Official Committee 
of Unsecured Creditors of Champion 
Enterprises, Inc. (“Champion”) against 
more than 100 prepetition lenders to 
Champion (collectively, the “Defendants”)1. 
The Committee alleged that in the years 
preceding the bankruptcy, the Defendants 
acted inequitably by authorizing amend-
ments to a credit agreement that allowed 
for the issuance of certain unsecured 
notes, the proceeds of which were used 
to repay amounts owed to the Defendants 
under the credit agreement.

In dismissing the equitable subordination 
claim, the Court found that the Defendants 
were not insiders of the Debtors and had 
not otherwise acted inequitably prior to the 
petition date. The Court also dismissed 
the fraudulent conveyance claim, finding 
that the transfers at issue discharged an 
antecedent debt and thus were made in 
exchange for fair consideration.

Background

On April 7, 2006, Champion Home 
Builders Co. (“Champion Opco”), a pro-
ducer of manufactured and modular hous-
ing, and Champion’s principal operating 
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subsidiary, executed a credit agreement 
(the “Credit Agreement”) which provided 
for two term loans maturing on October 
31, 2012 (the “Senior Term Loans”).2 
Champion Opco’s obligations under the 
Credit Agreement were secured by a 
pledge of all its assets.3 

By early 2007, Champion Opco was 
on the verge of defaulting on the Senior 
Term Loans and sought to amend the 
terms of the Credit Agreement.4 Pursuant 
to October 2007 amendments, Champion 
was permitted to issue unsecured 2.75% 
Convertible Senior Notes due in 2037 (the 
“Subordinated Notes”), and to use the pro-
ceeds from the Subordinated Notes to pay 
down the Senior Term Loans and redeem 
other secured notes previously issued 
by Champion due in 2009 (the “2009 
Notes”).5 Champion raised $180 million 
through issuance of the Subordinated 
Notes, and ultimately used $86.4 million of 
the proceeds to redeem the 2009 Notes, 
$8 million to prepay the Senior Term 
Loans, and $14.5 million to prepay other 
obligations under the Credit Agreement.6 
Despite the issuance, Champion’s finan-
cial condition continued to decline through 
2008 and 2009, and on November 15, 
2009, the Debtors filed for bankruptcy in 
the United States Bankruptcy Court for the 
District of Delaware.7

The Adversary Proceeding  

On February 18, 2010, the Committee 
brought an adversary proceeding on 
behalf of the Debtors’ estates against the 
Defendants to recover damages arising out 

of the Credit Agreement amendments and 
the issuance of the Subordinated Notes.8 In 
response to the complaint, the Defendants 
filed motions to dismiss pursuant to Federal 
Rule of Civil Procedure 12(b)(6).9 In par-
ticular, the Defendants argued that they 
were not insiders of the Debtors, and thus 
the heightened equitable subordination 
standard applicable to claims against insid-
ers should not apply. With respect to the 
fraudulent transfer claims, the Defendants 
argued that the transactions at issue were 
made in exchange for fair consideration and 
thus were not fraudulent.

On September 1, 2010, the Bankruptcy 
Court granted, almost entirely, the 
Defendants’ motions to dismiss.10 The 
Court dismissed all thirteen counts with 
respect to the Defendants, except Credit 
Suisse. With respect to Credit Suisse, the 
Court dismissed all but two counts seeking 
breach of contract damages for improper 
assignments of certain debt obligations 
under the Credit Agreement and disallow-
ance of certain claims.11 Most notably, the 
Court dismissed the Committee’s equitable 
subordination and fraudulent transfer claims 
in their entirety. This article details the par-
ties’ arguments and the Court’s rulings on 
these two issues.12

Equitable Subordination of 
Defendants’ Secured Claims

In Count I of the complaint, the Committee 
alleged that the Defendants’ claims should 
be equitably subordinated to the claims of 
the Debtors’ unsecured creditors.13 The 
Committee argued that the Defendants 
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exploited Champion’s distressed situation, 
and their resulting leverage over Champion, 
to improperly shift their risk to other credi-
tors and to advance their own position 
through the Credit Agreement amendments 
and the issuance of the Subordinated 
Notes.14 The Committee also argued that 
the Defendants failed to correct allegedly 
materially false and misleading disclosures 
in the Subordinated Notes prospectuses.

A court may equitably subordinate a 
claim when a creditor has improved its 
position relative to other creditors through 
unjust or unfair means.15 The claim of the 
offending creditor is subordinated to the 
claims of the injured creditors, to the extent 
necessary to remedy the harm caused 
by the offending creditor’s conduct. In 
requesting equitable subordination, the 
moving party must demonstrate “(i) inequi-
table conduct; (ii) resulting in injury to cred-
itors or unfair advantage to the claimant; 
and (iii) an outcome that is not otherwise 
inconsistent with the Bankruptcy Code.”16 

In analyzing equitable subordina-
tion claims, courts “typically differentiate 
between insider and non-insider claimants 
and apply special scrutiny to the conduct of 
insiders.”17 Specifically, “[w]hile the general 
standard for non-insider creditors is egre-
giousness and severe unfairness in relation 
to other creditors, insider claims have been 
equitably subordinated in cases involving 
(1) fraud, illegality or breach of fiduciary 
duty, (2) undercapitalization, and (3) control 
or use of the debtor as an alter ego for the 
benefit of the claimant.”18 

Insider Status

The Committee alleged that the Defendants 
were “insiders” of Champion and thus 
their role in the amendments to the Credit 
Agreement required a higher degree 
of scrutiny. Specifically, the Committee 
alleged that the Defendants were insiders 
under (i) section 101(31) of the Bankruptcy 
Code, which defines insiders to include 
persons in control of a debtor,19 and (ii) 
applicable case law related to “non-statuto-
ry insiders.” Summarizing these allegations, 
the Court observed that “[t]he Committee’s 
theory is that the [Defendants] were able 
to coerce Champion’s actions and, there-
fore, had sufficient control over Champion 
to merit statutory and non-statutory insider 
status.”20 

In addressing the Committee’s argu-
ment, the Court first observed that in the 
context of equitable subordination claims 
against lenders, “courts have refused to 
apply insider status absent a showing of a 
high level of control by the lender.”21 The 
Court added that “control sufficient to merit 
insider status may be established by facts 
showing that the lender dictated day-to-day 
management and operation of the debtor 
or made decisions for the debtor regarding 
replacement of management or filing for 
bankruptcy.”22

In analyzing the allegations in the com-
plaint, the Court devoted significant atten-
tion to a recent Third Circuit decision, 
Schubert v. Lucent Technologies, Inc. (In 
re Winstar Communications, Inc.).23 In that 
case, the Third Circuit held that the claims 
of Lucent, a vendor and prepetition lender, 
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should be equitably subordinated – even 
though Lucent did not meet the definition 
of an insider under section 101(31) of 
the Bankruptcy Code – because Lucent 
was a non-statutory insider able to coerce 
the debtors into taking actions that were 
only in Lucent’s best interests.24 The Third 
Circuit stated that when addressing non-
statutory insider status, courts should focus 
on “whether there is a close relationship 
[between the debtor and creditor]  
and . . . anything other than closeness to 
suggest that any transactions were not 
conducted at arm’s length.”25 Finally, the 
Third Circuit found that the transactions 
at issue in Winstar were not conducted 
at arm’s length because Lucent had used 
“Winstar as a mere instrumentality to inflate 
Lucent’s own revenues” and the transac-
tions at issue clearly were not in the debt-
ors’ best interest.26

The Champion Court distinguished 
Winstar, and dismissed the Committee’s 
argument that the lenders were subject 
to stricter scrutiny as non-statutory insid-
ers. The Court first noted that, unlike in 
Winstar, where Lucent was the debtor’s 
primary supplier, the Defendants here 
were “traditional lenders.”27 Specifically, in 
distinguishing Winstar the Court stressed 
that Lucent’s “economic survival” as a 
supplier depended on Winstar’s inventory 
purchases and business development.28 
Here, although the Defendants had access 
to Champion’s financial information and 
successfully negotiated amendments to the 
Credit Agreement, the Court stressed that 
“where a lender’s influence on a debtor’s 
actions merely arises by [operation] of bar-

gained-for rights under a credit agreement, 
those ‘reasonable financial controls negoti-
ated at arms’ length between a lender and 
a borrower do not transform a lender into 
an insider.’”29 The Court concluded that 
“the Complaint’s allegations are indicative 
of nothing more than a normal distressed-
borrower/lender relationship and do not 
provide a basis from which the Court 
could infer that Defendants’ relationship 
or dealings with Champion merit applying 
insider status to Defendants pursuant to 11 
U.S.C. § 101(31)(B)(iii) or non-statutory 
insider law.”30 The Court, thus, found that 
the Defendants were either “statutory” nor 
“non-statutory” insiders, and their actions 
were not subject to heightened scrutiny. 

Inequitable Conduct of Non-Insiders

Because the Court determined that 
the Defendants were non-insiders, the 
Committee needed to prove that the 
Defendants engaged in “egregious con-
duct, such as fraud, spoliation or over-
reaching” in order to equitably subordi-
nate their claims.31 In the complaint, the 
Committee alleged that (i) the Defendants 
generally abused the Credit Agreement 
amendment process to shift the credit 
risk from themselves to others, (ii) the 
Defendants failed to correct allegedly 
materially false and misleading disclosures 
in the Subordinated Notes prospectuses, 
and (iii) the Defendants acted egregiously 
in assigning certain obligations under the 
Credit Agreement to MAK Capital Fund, 
LP.32 

The Court dismissed each of the 
Committee’s arguments regarding egre-
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gious conduct. With respect to the 
Committee’s first argument that the 
Defendants “abused” the Credit Agreement 
amendment process, the Court stated 
that the Defendants had acted as normal 
lenders and that “[n]ormal lender conduct 
does not amount to inequitable conduct for 
equitable subordination purposes.”33 The 
Court further stressed that “[a]lthough the 
[Defendants] may have forcefully negoti-
ated, the fact that one party to a contract 
has more leverage does not indicate that 
the dealings are not at arm’s length.”34 

With respect to the Committee’s sec-
ond argument that the Defendants failed 
to correct statements in the prospec-
tus, the Court held that “the Complaint’s 
allegations regarding these Defendants’ 
specific actions consist solely of factually 
unsupported conclusory statements.”35 
Accordingly, the Complaint did not meet 
the applicable Rule 12(b)(6) standard 
which required “sufficient facts from which 
the Court could draw the inference” that 
the Defendants “assisted Champion in 
making materially misleading disclosures or 
that these Defendants had an independent 
disclosure duty.”36 

Finally, the Court rejected the 
Committee’s arguments with respect 
to the prepetition assignment of Credit 
Agreement obligations from the Defendants 
to MAK Capital Fund, LP. The Committee 
argued that the Defendants “actively sup-
ported and furthered MAK’s efforts to 
forc[e] Champion into bankruptcy so that 
MAK could acquire all or a controlling 
interest in Champion’s assets at a fire sale 
price.”37 In dismissing these arguments, the 

Court found that although Credit Suisse, 
as agent under the Credit Agreement, may 
have breached its contractual obligations 
by allowing for the prepetition transfer of 
obligations to MAK Capital Fund, LP with-
out Champion’s consent, this “conduct 
does not rise to the level of inequitable 
behavior necessary for equitable subordina-
tion.”38 The Court added that “the remain-
der of the allegations regarding Credit 
Suisse’s motivations and MAK’s long-term 
plan are factually-unsupported conclu-
sions” and concluded that the complaint’s 
equitable subordination claims should be 
dismissed against all Defendants.39 

Avoidance of Constructively 
Fraudulent Transfers

The Committee also alleged that it could 
avoid the $86.4 million paid to redeem the 
2009 Notes, the $8 million prepayment of 
the Senior Term Loans, and the approxi-
mately $14.5 million in prepayments of 
other portions of the Credit Agreement, as 
constructively fraudulent transfers under 
section 544(b) of the Bankruptcy Code 
and section 274 of the New York fraudu-
lent conveyance statute.40 Section 274 
of the New York fraudulent conveyance 
statute states that “[e]very conveyance 
made without fair consideration when the 
person making it is engaged or about to 
engage in a business or transaction for 
which the property remaining in his hands 
after the conveyance is unreasonably small 
capital, is fraudulent as to creditors . . . .”41 
“Fair consideration” is provided when, in 
good faith, the conveyance is an exchange 
of fairly equivalent interests, the convey-
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ance satisfies an antecedent debt, or the 
conveyance is to secure an advance or 
an antecedent debt.42 Section 544 of the 
Bankruptcy Code incorporates applicable 

non-bankruptcy fraudulent transfer law 
(including the New York fraudulent transfer 
law) into the Bankruptcy Code. 

The Committee premised its fraudulent 
transfer allegations on the notion that the 
redemption of the 2009 Notes, the pay-
down of the Senior Term Loans, and other 
payments under the Credit Agreement, 
all of which were funded by the issu-
ance of the Subordinated Notes, were not 
made in exchange for fair consideration. 
In response, the Defendants argued that 
the transfers were made for fair consider-
ation because the transfers resulted in the 
repayment of outstanding indebtedness. 
The Court agreed, citing a recent Second 
Circuit case, In re Sharp International, 
which it described as “factually and proce-
durally on-point.”43 

In Sharp, the chapter 11 trustee alleged 
that State Street Bank and Trust Company, 
a lender to the debtor, discovered that the 
controlling shareholders of the debtor were 
committing fraud.44 Instead of revealing the 
fraud to the public, State Street requested 
that the debtor incur additional debt to 
pay off its loan.45 The chapter 11 trustee 
argued that the repayment of State Street’s 
loan by incurring new debt was a construc-
tively fraudulent transfer.46 The Sharp court 

found that the transfers were supported by 
fair consideration because they discharged 
an antecedent debt, noting that “bad faith 
does not appear to be an articulable excep-

tion to the broad principle that ‘the satis-
faction of a preexisting debt qualifies as fair 
consideration for a transfer of property.’”47

The Champion Court stated that the 
Defendants, like the Sharp defendants, 
“were alleged to have orchestrated the 
issuance of new debt to better position 
[themselves] and to quietly shift risk to 
other creditors,” and that the Defendants, 
like State Street, did not violate the law or 
the terms of any financing agreements.48 
Accordingly, the Court held “that the 
Complaint fails to allege that the Transfers 
in satisfaction of the [Credit Agreement] 
lacked fair consideration,” because 
although the transfers may have been pref-
erential, they were made on account of an 
antecedent debt and thus were not fraudu-
lent under applicable New York law.49 As 
a result, the Court dismissed this count of 
the complaint.

Conclusion

The Court’s dismissal of the equitable sub-
ordination and fraudulent transfer claims 
in Champion is instructive for a number of 
reasons. First, the Court emphasized that 
the exercise of remedies under a prepeti-
tion loan agreement is not a sufficient basis 

“[a]lthough the [Defendants] may have forcefully negotiated, the fact 
that one party to a contract has more leverage does not indicate 
that the dealings are not at arm’s length.” 
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for concluding that a lender has sufficient 
control of or influence over the debtor to be 
a non-statutory insider. The Court stressed 
that even where the exercise of lender 
remedies gives the lender increased lever-
age, this conduct does not rise (or sink) to 
the inequitable or egregious level neces-
sary for equitable subordination. Moreover, 
the Court held unequivocally that where a 
prepetition payment extinguishes an exist-
ing debt, the payment is made in exchange 
for fair consideration and thus is not a 
fraudulent transfer. The Court’s willingness 
to knock out these counts of the complaint 
on a motion to dismiss should provide 
comfort to lenders that the robust exercise 
of their remedies and use of their leverage 
when dealing with distressed borrowers is 
unlikely to subject them to equitable subor-
dination or fraudulent transfer liability.
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