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Protection Afforded to Good Faith Purchasers
of Bankruptcy Claims, but Uncertainty Remains
by Christopher R. Mirick and Zachary H. Smith

A recent federal district court appellate decision issued in the Enron chapter 11 case1

has ruled that the post petition transfer of a prepetition bankruptcy claim from one party
to another may insulate the transferred claim against certain types of attack based solely
on conduct by a prior holder of the same claim. Whether a particular claim is protected
depends upon how the claim was transferred.

The Bankruptcy Court in Enron had held that a bankruptcy claim could be subject to
subordination or disallowance in the hands of a postpetition transferee solely because of
the conduct of a prior holder of the same claim. According to the District Court on
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appeal, however, whether a bankruptcy claim
held by a postpetition transferee is subject to
either form of attack depends upon how the
claim was transferred. The District Court sought
to distinguish between claims that are sold
postpetition to good faith purchasers (which
claims, in the court’s view, are not subject to
these types of challenge), and claims that are
assigned postpetition (which remain vulnerable).

Under the District Court’s ruling in Enron,
and in stark contrast to the result reached by
the Bankruptcy Court, the value of a bankruptcy
claim acquired postpetition and in good faith is
not necessarily jeopardized by conduct of a
prior holder of the same claim. The District
Court’s ruling is important for all parties
engaged in the acquisition of distressed debt
and underscores certain practical considera-
tions a potential transferee should consider in
connection with any such acquisition. 

Disallowance and Equitable
Subordination of Claims Under the
Bankruptcy Code

The District Court and Bankruptcy Court deci-
sions involve issues surrounding the mecha-
nisms for claim disallowance and equitable sub-
ordination under the Bankruptcy Code.
Generally, the Bankruptcy Code enables a party
in a bankruptcy case to seek a judicial determi-
nation that, due to certain conduct by a credi-
tor, a particular claim asserted against the
debtor’s estate should receive less favorable
treatment than that to which it otherwise would
be entitled under the Bankruptcy Code.

Specifically, pursuant to section 502(d) of
the Bankruptcy Code, the bankruptcy court is
required to disallow the claim of any entity that
has received certain types of avoidable trans-
fers, or that has received property that is other-
wise recoverable by the debtor’s estate under
certain specified sections of the Bankruptcy
Code, unless the entity has returned the trans-
ferred property to the estate. 11 U.S.C. §
502(d). The practical effect of section 502(d) is

to preclude a creditor from sharing in recoveries
from the debtor’s estate if the creditor is improp-
erly holding property of the debtor’s estate. 

In contrast, pursuant to section 510(c) of the
Bankruptcy Code, the bankruptcy court may
“under principles of equitable subordination”
subordinate all or part of a particular claim to all
or part of another claim. 11 U.S.C. § 510(c).
Section 510(c) allows the court to redress
creditor misconduct that causes harm to a
debtor’s estate (and by extension to other cred-
itors) by subordinating all or part of the offend-
ing creditor’s claim.

Enron Facts and Procedural History

In May 2000 and May 2001, Enron entered into
two separate credit agreements with various
groups of lenders, including Citibank N.A.
(“Citibank”). Subsequently, on December 2,
2001, Enron and certain of its affiliates filed vol-
untary chapter 11 cases in the United States
Bankruptcy Court for the Southern District of
New York. Accordingly, as of the commence-
ment of Enron’s chapter 11 cases, the lenders
(including Citibank) held claims against Enron’s
estate for amounts owed to the lenders under
the credit agreements. 

At different times after Enron’s chapter 11
filing, certain of the lenders under the credit
agreements transferred portions of their claims
against Enron’s estate to various third parties.
Some of the claims that were held by Citibank
when Enron filed bankruptcy were transferred
to BT/Deutsche Bank, and then were further
transferred from BT/Deutsche Bank to
Springfield Associates, L.L.C. (“Springfield”). 

In January 2005, Enron initiated an adversary
proceeding against Springfield, seeking to equi-
tably subordinate Springfield’s claim under sec-
tion 510(c) of the Bankruptcy Code, or alterna-
tively to disallow Springfield’s claim under sec-
tion 502(d) of the Bankruptcy Code. Enron
alleged that misconduct by Citibank, the prior
holder of Springfield’s claim, justified subordi-
nation of the claim now held by Springfield
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under section 510(c). Alternatively, Enron
asserted that Springfield’s claim should be dis-
allowed because Citibank had received a void-
able transfer that it had failed to return to
Enron’s bankruptcy estate. Enron’s claims
against Springfield presupposed that disal-
lowance under section 502(d) and equitable
subordination under section 510(c) apply with
equal force to the claim in the hands of Citibank
or Springfield. 

Springfield moved to dismiss the adversary
proceeding, asserting that, as a matter of law,
alleged prior acts or omissions by Citibank
could not serve as a basis either to disallow or
to equitably subordinate the claim now held by
Springfield. The Bankruptcy Court disagreed,
and denied the motion to dismiss Enron’s
actions for disallowance and equitable subordi-

nation. In essence, the Bankruptcy Court deter-
mined that a claim in the hands of a transferee
remains subject to disallowance or equitable
subordination based exclusively upon acts or
omissions of the prior holder of the claim.
Springfield appealed the Bankruptcy Court’s
decisions to the District Court.

The District Court’s Ruling and Analysis

Drawing a Bright Line Between
Assignments and Sales

As a threshold matter, the District Court found
that the Bankruptcy Court, in considering the
impact of sections 502(d) and 510(c) of the
Bankruptcy Code upon postpetition transfers of
claims, failed to distinguish between two differ-

ent types of transfers – assignments and sales.
According to the District Court, the determina-
tion of whether the transfer to Springfield
occurred by way of assignment or by way of sale
is a critical, threshold inquiry to be considered in
addressing whether Springfield’s claim is poten-
tially subject to section 502(d) disallowance or
section 510(c) equitable subordination. 

Specifically, the court reasoned that on the
one hand, if a transfer is in the nature of an
assignment, the law of assignments dictates
that the transferee (or assignee) is deemed to
“step into the shoes” of the transferor (or
assignor). In that instance, the assignee of a
claim “takes with it whatever limitations it had in
the hands of the assignor.”2 On the other hand,
if a transfer is not an assignment but rather is in
the nature of a sale, the law of assignment does

not apply to the transaction or the relationship
between the parties. In that case, a purchaser
(as opposed to an assignee) is not deemed to
“step into the shoes” of the transferor (or sell-
er), but rather “can obtain more than the trans-
feror had in certain circumstances.”3

The Bankruptcy Court did not consider the
implications raised by the distinction between
assignments and sales. Rather, it adopted the
blanket position that a claim in the transferee’s
hands remains subject to disallowance and
equitable subordination to the same extent as if
the claim were still held by the transferor who
received the avoidable transfer or committed
the misconduct. 

The District Court explained that distinguish-
ing between the two forms of transfer is central
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“According to the District Court, the determination of whether the
transfer to Springfield occurred by way of assignment or by way of
sale is a critical, threshold inquiry to be considered in addressing
whether Springfield’s claim is potentially subject to section 502(d)
disallowance or section 510(c) equitable subordination.”



to the determination of whether a claim in the
hands of a postpetition transferee is potentially
subject to 502(d) disallowance or 510(c) sub-
ordination. The court reasoned that certain
attributes of a bankruptcy claim are actually
inherent characteristics of the claim that travel
with it irrespective of whether the claim is trans-
ferred by way of assignment or sale. For exam-
ple, claims for penalties or damages arising
from the purchase or sale of a debtor’s securi-
ties are generally subject to subordination
because of the nature of the claim itself, not any
conduct on the part of the claimholder. In con-
trast, other attributes are not necessarily inher-
ently intertwined with the claim itself, but rather
are more aptly characterized as personal “dis-

abilities” attributable to the holder of the claim.
Inherent characteristics travel with a claim
regardless of whether it is transferred by way of
assignment or sale. Whether personal “disabili-
ties” travel to the transferee of a bankruptcy
claim, however, depend upon whether the claim
is transferred by an assignment or by a sale.

Although the District Court cites to the New
York Commercial Code in support of the dis-
tinction between assignments and sales, the
court does not explain how it would actually
apply New York law in distinguishing between a
transfer in the form of an assignment and a
transfer in the form of a sale. Rather, the District
Court, having set out a bright line rule that the
method of transfer (sale versus assignment)
determines the outcome, leaves for the
Bankruptcy Court on remand the question of
whether the transfer to Springfield was an
assignment or a sale. 

Disallowance and Equitable
Subordination Are Personal Disabilities

Having identified the importance of determining
whether a transfer is an assignment or a sale
(though without explaining how to make that
determination), the District Court next consid-
ered whether being subject to section 502(d)
disallowance or section 510(c) equitable subor-
dination are inherent attributes of a claim and
thus travel with the claim regardless of the form
of transfer (i.e., sale or assignment), or whether
they are personal disabilities that may be imput-
ed to a transferee in the case of an assignment,
but not in the case of a sale. Looking at the
plain statutory language and, in certain

instances, the legislative history to sections
502(d) and 510(c), the District Court conclud-
ed that Congress intended for disallowance
under section 502(d) and equitable subordina-
tion under section 510(c) to constitute personal
disabilities of the claimholder whose action or
inaction justifies disallowance or equitable sub-
ordination of the claim. Accordingly, the District
Court vacated the Bankruptcy Court’s deci-
sions denying Springfield’s motion to dismiss
Enron’s disallowance and subordination actions
under sections 502(d) and 510(c), because
Springfield’s claim would not be subject to dis-
allowance or equitable subordination on the
basis of Citibank’s conduct if the claim had
been transferred to Springfield by sale as
opposed to by assignment. The District Court
remanded the case to the Bankruptcy Court to
determine whether the transfer to Springfield
was in the nature of an assignment or a sale.
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The District Court concluded that Congress intended for disal-
lowance under section 502(d) and equitable subordination under
section 510(c) to constitute personal disabilities of the claimholder
whose action or inaction justifies disallowance or equitable subordi-
nation of the claim.



Considerations for Potential
Postpetition Transferees of Distressed
Claims

The District Court’s ruling clearly protects good
faith purchasers of distressed debt from disal-
lowance or equitable subordination attacks on
the basis of the prior conduct of the party sell-
ing the claim. The decision, however, does not
entirely eliminate risk to postpetition transferees
of distressed debt, because a court could still
determine a particular postpetition transfer to
be an assignment, as opposed to a sale, and
therefore subject to disallowance and/or equi-
table subordination based upon the transferor’s
prepetition conduct. In addition, the decision

may raise confusion in the distressed debt mar-
ketplace, as it is questionable whether the dis-
tinction between assignments and sales may be
practically applied to claim transfers in that
arena. Notably, in light of the potential for con-
fusion, various Wall Street trade associations,
including the Loan Syndications and Trading
Association, recently supported an (albeit
unsuccessful) attempt by Springfield to appeal
the decision to the Court of Appeals for the
Second Circuit.

In light of this decision, distressed debt pur-
chasers seeking to shield acquired claims from
equitable subordination or 502(d) disallowance
attacks might want to consider (to the extent
feasible and appropriate) taking steps to ensure
that a given transaction is structured as a sale,
as opposed to an assignment. Further, given
the risk that a particular transfer may ultimately

be deemed to have been an assignment and
not a sale, potential transferees should consider
the inclusion of broad indemnification obliga-
tions in any documentation associated with a
particular transfer, requiring the transferor to
compensate the transferee for any losses if the
claim is disallowed or subordinated as a result
of a prior holder’s conduct. In addition, dis-
tressed debt purchasers would be wise to
review existing indemnity agreements associat-
ed with prior transfers of the claim, in order to
ensure that the chain of indemnity obligations is
continuous and unbroken. 

Of course, it will not always be possible to
rely upon indemnity obligations of a transferor

to protect a transferee in the event a claim is
ultimately disallowed under section 502(d) or
subordinated under section 510(c). For exam-
ple, postpetition transfers of distressed bonds
are typically accomplished anonymously and
without the negotiation of any sort of accompa-
nying legal documentation. However, the
District Court asserts in its opinion (though
without explanation) that transfers of distressed
debt on the “open market” would constitute
sales and therefore not be subject to disal-
lowance or equitable subordination; as a result,
in instances where indemnities and other provi-
sions are not customarily negotiated, the claim
in the hands of the transferee should not be
subject to disallowance or subordination.
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“[D]istressed debt purchasers seeking to shield acquired claims
from equitable subordination or 502(d) disallowance attacks might
want to consider (to the extent feasible and appropriate) taking
steps to ensure that a given transaction is structured as a sale, as
opposed to an assignment.”
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The Bankruptcy Court for
the Southern District of
New York Adopts a Strict
Market Valuation Approach
to Pre-petition Solvency
Analysis
by Angela J. Somers and Kaitlin Walsh 

In a recent decision, the United States
Bankruptcy Court for the Southern District of
New York found that the Statutory Committee
of Unsecured Creditors (the “Committee”) of
Iridium, a failed Motorola spin-off venture, was
unable to prove that Iridium was insolvent or
had unreasonably small capital during the four-
year period prior to commencement of its bank-
ruptcy case. As a result of this ruling, Iridium’s
creditors were precluded from pursuing fraudu-
lent conveyance and preference claims on
behalf of the Iridium chapter 11 estate seeking
to recover transfers made by Iridium to Motorola
totaling approximately $3.7 billion. In so finding,
Judge Peck followed the reasoning of a recent
Third Circuit case, VFB LLC v. Campbell Soup
Co.,1 which validated the use of market data for
purposes of valuing a public company for fraud-
ulent conveyance purposes and established
that the public markets constitute the preferred
standard of valuation. 

Under the Bankruptcy Code, a debtor can
commence actions to recover property that it
transferred pre-petition if the debtor did not
receive reasonably equivalent value in return. In
order to do so, however, the debtor must prove
that the transfer occurred while the debtor was
insolvent or while the debtor had insufficient
capital to operate its business. When the
debtor possesses such a claim against a relat-
ed entity, it often fails to rigorously pursue such
an action, and the creditors committee will
request permission to do so on behalf of the
estate. In Iridium, the Committee was given

Conclusion

Under the District Court’s decision, a claim
transferred by sale is not subject to disal-
lowance or equitable subordination under sec-
tions 502(d) or 510(c) of the Bankruptcy Code
on the basis of a prior holder’s conduct, while a
claim transferred by assignment remains poten-
tially subject to either form of challenge. The
comfort provided by the opinion may be some-
what limited, however, in that the court does
not explain how it would propose to distinguish
between an assignment and a sale in general,
and also does not provide any guidance as to
whether the distinction has any relevance in the
distressed debt markets. Subsequent decisions
on this topic should be followed closely, as it is
likely that future decisions will further develop
the relationship between postpetition transfers
of distressed debt and the mechanisms for
claim disallowance and equitable subordination
under the Bankruptcy Code.

Endnotes

1 Springfield Associates, L.L.C. v. Enron Corp. (In re Enron
Corp.), 2007 WL 2446498 (S.D.N.Y. Aug. 27, 2007).

2 In re Enron Corp., 2007 WL 2446498, *5 (Aug. 27, 2007)
(citations omitted).

3 Id.
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authority to pursue an action against Motorola
in accordance with this procedure in order to
recover payments made during a four year peri-
od prior to Iridium filing for bankruptcy.

After the action was commenced, the
Committee and Motorola agreed to bifurcate
the trial on these claims. The case discussed in
this article addresses the first phase of the trial
in which the Court decided whether Iridium was
insolvent or had unreasonably small capital dur-
ing the period of time in which the transfers
sought to be recovered were made.

Iridium IP LLC v. Motorola, Inc. (In re
Iridium Operating LLC)2

Factual Background

Iridium was a global satellite telecommunica-
tions system designed to provide voice commu-
nication and paging services anywhere in the

world as long as the antenna of the portable
telephone handset or paging unit was in the
“line of sight” of one of the system’s sixty-six
orbiting satellites.3 The concept was developed
by Motorola engineers in the late 1980s, but
Iridium was later incorporated as a separate
and distinct entity from Motorola in 1991.
Iridium activated its service in November 1998
and ended up in bankruptcy approximately nine
months later. From the time that Iridium was
spun off from Motorola and prior to its bank-
ruptcy, Motorola served as Iridium’s patron and
contract counterparty, providing substantial
technical and financial support and receiving
payments from Iridium during the four years
prior to Iridium’s bankruptcy filing aggregating
$3.7 billion.4

Court’s Analysis

In determining whether Iridium was insolvent or
had inadequate capital at the time the transfers
from Iridium to Motorola were made, the Court
found that the Committee had the burden of
proof on this issue. The Committee had argued
that the burden had shifted to Motorola
because the equitable insolvency of Iridium at
the time of the transfer was proved by its failure
to pay its debts as they became due. The Court
found that the deferral of both a $900 million
debt payment to Motorola, with its consent, and
a $90 million interest payment on public bonds
did not establish that Iridium was not paying its
debts as they become due, and therefore, the
burden of proving insolvency remained with the
Committee.5

In addressing the issue of whether Iridium
was insolvent or had insufficient capital, the

Court considered two competing valuation
philosophies. The first, the view promoted by
Motorola, focused on the market’s perception of
the company’s value. According to this view, if
the company’s reasonable projections at the
time of the transfers indicated that it was sol-
vent, and these projections, having been ana-
lyzed by market experts, supported the exten-
sion of financing to Iridium by lenders and the
sale of its debt and equity to the public,
Iridium’s solvency should not be second-
guessed. The second view, used by the
Committee, relied upon hindsight and pure dis-
counted cash flow valuations. Under this
approach, all of Iridium’s miscalculations should
be considered and new adjusted cash flow pro-
jections created. When the revised projections
were used to value Iridium under a discounted

“[T]he fact that Iridium failed in such a spectacular fashion stands 
out as a disturbing counterpoint to the market’s optimistic 
predictions of present and future value for Iridium, but in the end, 
the market evidence could not be denied.”
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cash flow approach, Iridium would prove to be
insolvent. After adopting the market view, the
Court found that the Committee had not proved
that Iridium was insolvent or inadequately capi-
talized at the time of the transfers.

A. Evidence of Solvency or Insolvency

In presenting its case, the Committee argued
that Iridium’s failure just nine months after it
publicly launched its system supported the fact
that Iridium could not possibly have been sol-
vent when the transfers in question were made.
The Committee asserted that the Iridium system
was never suitable for its intended target market
due to its connectivity inadequacies and the
awkwardness and size of the telephone handset
as compared to smaller, more attractive cellular
telephone handsets. The Committee alleged
that the capital cost to launch Iridium’s busi-
ness was much greater than Iridium could have
been worth at fair valuation because potential
subscribers would not be satisfied with the
available level of service.6 The Committee’s dis-
counted cash flow analyses also reflected a
negative outlook on the company’s future. 

In contrast, Motorola pointed to Iridium’s
success in the capital and public trading mar-
kets, even after disclosing the products’ possi-
ble inadequacies, as evidence of Iridium’s sol-
vency. Motorola maintained that Iridium and its
Board were informed about the system’s voice
quality and expected performance in various
environments, and that Iridium publicly dis-
closed the system’s limitations to investors
through multiple public filings. Iridium went
through numerous iterations of its business
plan, and tailored its plans to be consistent with
market research. Motorola presented the Court
with a marketing expert who testified to the rea-
sonableness of Iridium’s business plan and the
validity of the underlying market research. 

Motorola presented evidence that showed
that, based in part on the market research and
Iridium’s business plans, Iridium was able to
secure bank loans and credit facilities. In fact,

the 1997 credit facility was 1.7 times over-sub-
scribed and was increased to $1 billion from
the originally proposed amount of $750 million
because of the excellent response by the banks
involved.7 Iridium also engaged in two success-
ful public equity offerings, the second of which
raised approximately $242 million after com-
mercial activation and only seven months before
the bankruptcy filing.8 Evidence presented
revealed that, as part of these financings and
offerings, extensive due diligence was per-
formed by various parties throughout the critical
four-year period prior to bankruptcy.

B. The Witnesses

The Committee and Motorola called several wit-
nesses in an attempt to prove their respective
cases. Three experts appeared on behalf of
Motorola to testify regarding Iridium’s solvency
and capital adequacy.9 One of Motorola’s wit-
nesses, a Stanford Professor,10 testified that
research indicates that market judgments are
the most reliable tools for measuring the enter-
prise value of a company. The Court found the
witness credible and candid and ultimately
agreed with his conclusion that “the value
implied by an efficient market fairly reflected the
underlying enterprise value of Iridium.”11

Motorola also used the testimony of Bruce Den
Uyl, an expert in valuation and solvency, to
prove its case. Den Uyl utilized several valuation
methodologies, including the discounted cash
flow approach and the market approach. Den
Uyl performed both a “base case” discounted
cash flow as well as a “downside case” dis-
counted cash flow at various points during the
four years preceding Iridium’s petition date,
concluding that at all points Iridium was solvent.
Although the Court found Den Uyl’s valuation
work derivative of the work of others, the Court
concluded that this analysis, combined with
Den Uyl’s market analysis, showed Iridium was
solvent at all relevant points prior to the bank-
ruptcy filing. 

In contrast, the Court found disappointing
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the solvency analysis presented by the
Committee’s experts. The Committee presented
the testimony of two solvency experts from FTI
Consulting, Inc. in support of their contention
that Iridium was insolvent for the four-year peri-
od prior to bankruptcy. These experts analyzed
Iridium’s solvency using a discounted cash flow
analysis based on their own projections and
using a discount rate of 34.5%.12 Although the
experts considered all of the standard valuation
methodologies, they concluded that only the
discounted cash flow methodology should be
used to value Iridium. FTI performed two dis-
counted cash flow analyses, neither one of
which was done for the almost two-and-a-half-
year period immediately prior to the petition
date. The Court concluded that not addressing
the period of time in which important capital
markets transactions took place, including the

issuance of debt and equity of Iridium, led to the
inference that the analysis was manipulated to
enable FTI to express the opinion that Iridium
was insolvent.13 After evaluating all of the materi-
al presented by FTI, the Court ultimately found
that the Committee’s expert’s work was biased, in
that it was created for the express purpose of
proving that Iridium was insolvent.14

C. Legal Conclusion

The Court considered the totality of the circum-
stances, including a variety of valuation method-
ologies, in determining whether Iridium’s debt
exceeded the value of its assets at fair valuation
for solvency purposes. This included considera-
tion of Iridium’s post-petition insolvency, the
trading price of its stock, projections made dur-
ing the operative period, and Iridium’s ability to
access capital markets. 

The Court found that, “Iridium’s indisputable
pre-petition insolvency does not prove that
Iridium was insolvent at any point during the
four years prior to the filing for bankruptcy.”15

The fact that the company’s pre-petition projec-
tions revealed solvency was important to the
Court. Citing In re Mirant Corp.,16 the Court
further stated that, if projections are reasonable
and prudent when made (they have supportable
assumptions, logically consistent computations,
and include the input of management), they are
useful evidence of a company’s expected per-
formance, and alternative projections should be
rejected. The Court also considered whether
contemporaneous evidence of the market’s per-
ception and evaluation of Iridium proved that it
was solvent and had adequate capital at the
time of the transfers to Motorola. Relying on
VFB LLC v. Campbell Soup, a case in which

the court found that a company’s stock price is
an “ideal datapoint” for determining value, the
Court found that, in the absence of evidence
that the stock price was not indicative of the
company’s value, it is a more reliable indicator of
value than the subjective estimates of one or
two expert witnesses.17

The Court also found persuasive the fact
that expert analyses of investment bankers, ana-
lysts and lenders both confirmed solvency valu-
ations and supported financings from the pri-
vate and public markets. The Court explained
that a powerful indication of a contemporary,
informed opinion as to value can be determined
from assessments made by public and private
investors, who expended substantial resources
to investigate the company, and concluded its
prospects were promising. In Iridium’s case, the
fact that underwriters, including Merrill Lynch

“[A] solvency analysis lacks credibility when an expert uses projec-
tions that ‘fly in the face of what everyone [  ] believed at the time.’ ”



and Solomon Smith Barney, were willing to
underwrite equity and debt offerings, and other
notable institutions were willing to close syndi-
cated bank loans with Iridium, was an indication
of both solvency and capital adequacy.18

Further, the Court gave weight to the fact that,
at the time of these valuations, telecom analysts
were aware of the line-of-sight limitations appli-
cable to Iridium service, but nevertheless felt
optimistic about the company’s future.19 The
Court explained that, in determining whether
Iridium had adequate capital to operate, “[w]hile
a company must be adequately capitalized, it
does not need resources sufficient to withstand
any and all setbacks.”20

Citing Peltz v. Hatten21, the Court rejected
the Committee’s expert’s discounted cash flow
done after the fact because it was too “subjec-
tive and subject to manipulation.”22 The Court
also dismissed the evidence presented by the
Committee because it disregarded projections
and contemporaneous market data. Quoting
VFB, the Court found that “[a] solvency analysis
lacks credibility when an expert uses projec-
tions that ‘fly in the face of what everyone [  ]
believed at the time.’ ”23

The Court concluded that the Committee
failed to carry its burden on the central themes
of insolvency and capital adequacy by a prepon-
derance of evidence. The Court explained, “[t]he
fact that Iridium failed in such a spectacular
fashion stands out as a disturbing counterpoint
to the market’s optimistic predictions of present
and future value for Iridium, but in the end, the
market evidence could not be denied.”24 The
Court surmised, “[g]iven the overwhelming
weight of [the] market evidence, it may be that
the burden of proving insolvency and unreason-
ably small capital simply could not be met under
any circumstances, regardless of the evidence
adduced, in the wake of the Third Circuit’s VFB
decision, an influential case that has helped to
illuminate the proper way to resolve the valuation
questions presented here.”25

Conclusion

While the telecom era of the 90s was a time in
which many company’s predictions of their
future prospects proved to be significantly off-
base, hindsight cannot be used to determine
what a company was worth at the time the
challenged transfers are made. The Court in
Iridium thus correctly respected the totality of
circumstances. At the time of the transfers at
issue, the market thought that Iridium’s future
was promising, and it was anxious to finance its
operations and trade its stock.

The Iridium decision, however, leaves open
the question of whether market forces should
be ignored or deemed irrelevant under different
facts or circumstances. For example, if the
Committee had made a stronger case, and their
experts had seemed less like hired guns, might
a Court have come to a different conclusion?
Further, can “irrational exuberance” in the mar-
ket be respected, even if pure valuation meth-
ods prove a different valuation is supportable?
Finally, if a company actively deceives the public
with inaccurate public disclosures, or fraudulent
accounting, will a court come to a different con-
clusion?

While the Court seemed tolerant of the elat-
ed market’s prediction of Iridium’s prospects,
the same would likely not be the case if the
company had engaged in fraud and misrepre-
sentation. Important to its ruling was the fact
that the risks of the Iridium enterprise were
accurately disclosed to investors, and known to
the general public. Conscious of these risks,
the public continued to trade Iridium’s stock
and lenders continued to finance its operations.
If risks had been concealed, a different decision
may well have been made.

In the end, while reactions of the public mar-
ket remain the ultimate valuation device, the
holding of Iridium may yet have limitation that
will play out over time.

Preferential Treatment Special Edition Fall 200710
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Endnotes

1 482 F.3d 624 (3d Cir. 2007). 

2 2007 Bankr. LEXIS 3032 (Bankr. S.D.N.Y. Aug. 31, 2007). 

3 Iridium was not meant to compete with landline or cellular com-
munications; rather, it was intended for use by business travel-
ers who would find themselves in places where their cellular
service was either not available or traditional communications
systems were inconvenient or unavailable.

4 Id. at *7-8. 

5 Id. at *156.

6 Id. at *25. 

7 Id. at *93. 

8 Id. at *120. 

9 The other expert for Motorola that is not discussed here is a
professor at The Wharton School of the University of
Pennsylvania. He testified that the survey methods used by con-
sultants for Iridium to collect data regarding the market for the
new service were reasonable. Id. at *18. 

10 This witness had a Ph.D. in financial economics from Yale and
had been a Professor of Finance at Stanford University for 25
years.

11 Id. at *140.

12 Id. at *144.

13 Id. at *145. 

14 Notably, neither party to this litigation focused on presenting
evidence that would either confirm or deny Iridium’s insolvency
during the months before bankruptcy. Instead, both Motorola
and the Committee treated the four years prior to the bankrupt-
cy petition as a whole – not bothering to parse it down into
smaller blocks of time that would be relevant to a preference
and fraudulent conveyance analysis, such as ninety-days or one-
year prior to bankruptcy. Therefore, the court was unable to
come to any conclusions as to the particular period of time in
which Iridium experienced “fairly conspicuous financial distress.”
Id. at *41.

15 Id. at *165.

16 334 B.R. 800, 825 (Bankr. N.D. Tex. 2005)

17 Id. at *166-67. 

18 Id. at *172-73. 

19 The Court also found that management’s business judgments,
including the CEO’s decision to invest $500,000 of his own
money in Iridium securities, imply that Iridium was solvent and
adequately capitalized.

20 Id. at *161.

21 279 B.R. 710, 740 (D. Del. 2001). 

22 Id. at *171.

23 Id. at *168, citing VFB, 2005 WL 2234606 at *30 n. 71.

24 Id. at *183.

25 Id. (emphasis added).

Court Restricts Ability of
Offshore Funds to 
Access Chapter 15 of the
Bankruptcy Code
by Angela J. Somers and Michele Maman

In Bear Stearns High-Grade Structured Credit
Strategies Master Fund, Ltd.,1 the United
States Bankruptcy Court for the Southern
District of New York refused to allow the for-
eign representatives of two Bear Stearns
funds2 to institute ancillary proceedings under
new chapter 15 of the United States
Bankruptcy Code. There, Judge Lifland held
that, even though the Funds were in liquidation
proceedings in the Cayman Islands, those pro-
ceedings constituted neither “foreign main” nor
“foreign non-main” proceedings for purposes of
the U.S. cross-border insolvency provisions,
and, so, would not be recognized by the Court.
Although no objection was lodged, the Court
refused to “rubber- stamp” the application for
chapter 15 relief, finding that the Funds were
nothing more than a mail-drop in the Cayman
Islands. The Court noted that relief may never-
theless be available under chapter 7 or 11 of
the Bankruptcy Code. 

If upheld on appeal3 and followed by other
courts, this decision suggests that funds regis-
tered in foreign jurisdictions, but conducting no
business there, can no longer rely on the U.S.
Bankruptcy Court to assist in their liquidation
under the law of the foreign jurisdiction.
Instead, investors in and creditors of similar
funds registered in foreign jurisdictions may
face increased delay and costs as a result of
having to commence full bankruptcy cases in
both the United States and their nominal
“home” jurisdiction. 

The Funds 

The Funds were each incorporated as exempt-
ed limited liability companies registered in the
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Cayman Islands. Deloitte & Touche in the
Cayman Islands audited the Funds, and had
approved the Funds’ most recently audited
financial statements.

The operational activities of the Funds, how-
ever, were assigned to companies conducting
business in many other locations. A
Massachusetts corporation, PFPC Inc.
(Delaware) (the “Administrator”), provided daily
administrative services to the Funds, and served
as the registrar and transfer agent for the
Funds. The Funds’ books and records were
stored and maintained in Delaware by the same
Administrator. The investor register was held in
Dublin, Ireland by an affiliate of the
Administrator. The Funds’ financial assets were
located in New York, and Bear Stearns Asset
Management Inc. managed these assets. 

Poor performance first plagued one of the
Funds in early 2007. Then, by late May 2007,
amidst the volatility of the sub-prime lending
market, both Funds were suffering from a mate-
rial devaluation of their asset portfolios. Unable
to meet margin calls, the Funds began to
receive default notices, and creditors started to
seize and liquidate the Funds’ assets. 

On July 30, 2007, the boards of directors of
the respective Funds passed resolutions
authorizing the Funds to file petitions under the
Companies Law of the Cayman Islands.
Thereafter, the petitions were filed seeking
authority to wind up the Funds and the appoint-
ment of joint provisional liquidators (the
“Petitioners”). The Cayman Grand Court
appointed the Petitioners on July 31, 2007.4 On
this date, the Petitioners also filed chapter 15
petitions for the Funds in the United States
Bankruptcy Court for the Southern District of
New York. 

Chapter 15

In 2005, Congress enacted sweeping amend-
ments to the United States Bankruptcy Code.
Although most attention in the popular media
has been focused on the changes to the con-

sumer bankruptcy provisions, an important part
of the amendments was the creation of a new
chapter in the Bankruptcy Code, chapter 15, to
address cross-border insolvency cases. Judge
Lifland, together with Daniel Glosband and Jay
Lawrence Westbrook, were some of the primary
drafters of chapter 15, as Judge Lifland notes in
his opinion. 

The goal of chapter 15 is to establish effec-
tive mechanisms for dealing with cross-border
insolvency cases so as to provide greater legal
certainty for trade and investment and enhance
fair and efficient administration of trans-national
cases. Instead of filing a chapter 11 or chapter
7 bankruptcy in the United States, which would
be potentially duplicative of (or even in conflict
with) the insolvency proceedings in the foreign
jurisdiction, the foreign representative appointed
in the foreign insolvency proceeding may file a
petition for recognition of the foreign proceed-
ing, commencing an ancillary case under chap-
ter 15 of the Bankruptcy Code.

Chapter 15 contemplates two different types
of foreign proceedings:  foreign main proceed-
ings and foreign non-main proceedings. The
type of foreign proceeding may determine the
relief granted to the foreign representative in
the ancillary proceeding. 

If a proceeding is a foreign main proceeding,
certain relief is automatic, such as the imposi-
tion of the automatic stay to protect assets, as
well as the right of the foreign representative to
operate the debtor’s business and to use, sell
or lease property in the United States. In addi-
tion, the foreign representative may also utilize
certain discretionary relief with the court’s per-
mission, such as obtaining injunctive relief
beyond the stay and examining witnesses in
connection with the administration of the
debtor’s assets. To be able to proceed as a for-
eign main proceeding, the foreign insolvency
proceeding must be commenced in the jurisdic-
tion of the debtor’s “center of main interests.”
Notably, the Bankruptcy Code provides that, in
the absence of evidence to the contrary, the
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debtor’s registered office is presumed to be its
center of main interests.5

The alternative to a foreign main proceeding
is a foreign non-main proceeding. Under a for-
eign non-main proceeding, the foreign repre-
sentative must petition the bankruptcy court for
the specific relief sought. There is no automatic
stay upon recognition of a foreign non-main
proceeding. To be recognized as a foreign non-
main proceeding, the debtor must have an
“establishment” in the country where the foreign
insolvency proceeding is pending. The
Bankruptcy Code defines an establishment as
“any place of operations where the debtor car-
ries out a nontransitory economic activity.”6

Petition for Recognition 

The Petitioners filed petitions for recognition for
the Funds under chapter 15 of the Bankruptcy

Code. Although not stated explicitly in the case,
one can presume that Petitioners sought to
proceed under chapter 15, rather than under
chapter 11 or chapter 7 of the Bankruptcy
Code, because important tax treatment of the
Funds might otherwise be jeopardized, and
commencing full bankruptcy cases under those
chapters would likely be more cumbersome,
time-consuming and expensive. By proceeding
under chapter 15, the Cayman Islands courts
would remain in control of the liquidation, but
the Funds could use select provisions of the
U.S. Bankruptcy Code to liquidate their U.S.-
located assets through a more streamlined
process.

The Petitioners argued that the Cayman
Islands liquidation proceedings should be rec-
ognized as foreign main proceedings,7 which

would entitle them to broad protections under
chapter 15 of the Bankruptcy Code. Section
1502(4) defines “foreign main proceeding” as a
proceeding “pending in the country where the
debtor has the center of its main interests.”8

Petitioners argued that because the Funds
were registered in the Cayman Islands, that
constituted their center of main interests. 

Alternatively, the Petitioners argued that the
Cayman Islands proceedings should be recog-
nized as foreign non-main proceedings, pur-
suant to section 1502(5). To fulfill this require-
ment, the Funds must have proceedings pend-
ing in the country where they conduct non-tran-
sitory economic activity. 9

The Court first turned to the question of
whether the Cayman Islands was, in fact, the
center of the Funds’ main interests such that
the proceedings could be foreign main pro-

ceedings. Pursuant to section 1516(c) and, in
the absence of evidence to the contrary, the
location of the debtor’s registered office is pre-
sumed to be its main center of interest.10

Although no party objected to the Petitioners’
request for recognition as a foreign main pro-
ceeding, or presented contrary evidence, the
Court engaged in its own factual finding and
concluded that this presumption had been
rebutted by the Petitioners’ own filings. The
Court found that the evidence submitted in
support of the chapter 15 petitions showed that
the “only adhesive connection” between the
Funds and the Cayman Islands was that the
Funds were registered there.11 Indeed, the peti-
tions explicitly stated that the Funds were
administered by a Massachusetts company, and
that the investment manager, the books and

In the case of the Funds, the United States was the real center of 
their main interest because the Funds administered their business 
on a regular basis in the United States, and such activities were
ascertainable by third parties.



records, the employees and managers, and the
liquid assets were all located in jurisdictions
other than the Cayman Islands. 

In analyzing what constitutes the debtor’s
main center of interest, the Court commented
that it is usually equated with the place where
the company’s principal place of business can
be found. This was to be distinguished from “a
‘letterbox’ company not carrying out any busi-
ness in the territory of the foreign jurisdiction in
which its registered office is situated.”12 In the
case of the Funds, the United States was the
real center of its main interests because the
Funds administered their business on a regular
basis in the United States and such activities
were ascertainable by third parties.13 The Court

thus found that the Cayman Islands were not
the Funds’ center of main interest.

The Court then proceeded to analyze and
reject Petitioners’ alternative request for recog-
nition of the Cayman Islands liquidation pro-
ceedings as foreign non-main proceedings. The
Court was unable to find that any nontransitory
economic activity was conducted in the
Cayman Islands. According to the Court, the
only assets in the Cayman Islands were approx-
imately $15 million which were deposited after
the initiation of the Funds’ liquidation proceed-
ings in the Cayman Grand Court. Applying what
it described as a “high bar”, the Court refused
to find the Funds’ foreign liquidation constituted
a foreign non-main proceeding.14

Judge Lifland distinguished his decision
regarding the Funds from the facts of In re
SPhinX, another recent Southern District of
New York case that permitted a Cayman Islands
registered hedge fund in foreign liquidation pro-
ceedings to commence a chapter 15 proceed-

ing in the United States.15 In SPhinX, the court
had found that foreign non-main proceeding
status could be afforded to the fund. However,
Judge Lifland noted that the court in SPhinX
never considered the “establishment” require-
ment in its assessment of the proceedings.16

Instead, the court in SPhinX appears to have
considered the issue pragmatically, and, having
concluded that there were many objective fac-
tors hindering recognition of the proceedings as
foreign main proceedings, concluded that there
were no negative consequences to recognizing
the SPhinX proceedings as foreign non-main
proceedings. Judge Lifland rejected this view,
concluding that such a pragmatic approach
was inconsistent with the “rigid procedural

structure” of chapter 15, which expressly cir-
cumscribes what types of foreign proceedings
qualify. 

The Court’s Proposed Alternative Relief

The Court noted that, despite the denial of
recognition under chapter 15, the Petitioners
were not without recourse. Judge Lifland
emphasized that, pursuant to section 303(b)(4)
of the Bankruptcy Code, an involuntary case
could be commenced under either chapter 7 or
chapter 11 of the Bankruptcy Code by a for-
eign representative in a foreign proceeding and
could be coordinated with the foreign case.17

The Court further made reference to
Bankruptcy Code section 1509(f), which pro-
vides that a court’s refusal to grant foreign
recognition will not affect the foreign represen-
tative’s right to sue in a U.S. Court to collect or
recover a claim that is property of the debtor.18

In addition, the Court extended for an additional
thirty (30) day period a previously issued pre-
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The Court was unable to find that any nontransitory economic 
activity was conducted in the Cayman Islands. . . described as a
“high bar”, the Court refused to deem the Funds’ foreign liquidation
as even a foreign non-main proceeding.



liminary injunction in order to provide the
Petitioners an opportunity to file either a chap-
ter 7 or 11 case, while the Funds’ U.S. assets
remained shielded from creditors.19

Case Analysis 

The advantages of offshore funds are well-
known in the investment community. As funds
cope with the challenges of a tightening credit
market and the changed investment environ-
ment flowing from the sub-prime meltdown,
however, some funds will face the prospect of
commencing reorganization or liquidation pro-
ceedings. The ability to commence a liquidation
proceeding in a foreign jurisdiction and pair it
with an accompanying chapter 15 proceeding
in the United States may present an ideal insol-
vency format for such funds. Whether it be a
desire to avoid litigation, or keep costs and time
commitments to a minimum, foreign-registered
entities likely prefer this approach over com-
mencing a chapter 7 or chapter 11 case in the
United States.

Although Judge Lifland’s decision has not
eliminated the opportunity of offshore funds to
file chapter 15 cases, it has limited those who
will likely be eligible. Commencing a foreign
insolvency or liquidation proceeding in the
place where the company is registered may no
longer be sufficient to access chapter 15.
While operational modifications (i.e., creating
more connections to the offshore jurisdiction)
may remedy such issues, for some funds it may
be too late to implement these changes. If the
Bear Stearns decision is upheld on appeal and
adopted by other courts, it is likely that the liq-
uidation of offshore funds will entail greater
expense and delay than investors and creditors
may have been expecting. As a result, in order
to maximize the value of their remaining assets,
foreign entities facing financial difficulties
should consider ways to structure their opera-
tions so as to overcome a challenge to their
ability to utilize the provisions of chapter 15 of
the Bankruptcy Code.

Endnotes

1 In re Bear Stearns High-Grade Structured Credit Strategies
Master Fund, Ltd., No. 07-12383, 2007 WL 2683661 (Bankr.
S.D.N.Y. Sept. 5, 2007).

2 The two funds at issue were the Bear Stearns High-Grade
Structured Credit Strategies Master Fund, Ltd. and Bear
Stearns High-Grade Structured Credit Strategies Enhanced
Leverage Master Fund, Ltd., referred to together herein as the
“Funds.”

3 On September 10, 2007, the duly authorized foreign represen-
tatives of the Funds filed a notice of appeal to the United States
District Court for the Southern District of New York from the
Bankruptcy Court’s Decision and Order Denying Recognition of
Foreign Proceeding.

4 In re Bear Stearns, 2007 WL 2683661 at *2.

5 11 U.S.C. § 1516(c). 

6 11 U.S.C. § 1502(2).

7 Petitioners also argued that recognition would not be contrary to
public policy, that they were authorized to administer the
debtor’s assets in the foreign proceeding and that they had
complied with documentation requirements of the Bankruptcy
Code and Rules. These are additional requirements necessary
for commencing a chapter 15 case.

8 11 U.S.C. § 1502(4).

9 11 U.S.C. § 1502(2).

10 11 U.S.C. § 1516(c).

11 In re Bear Stearns, 2007 WL 2683661 at *6.

12 Id. at *5 (quoting In re Eurofood IFSC Ltd, 2006 WL 1142304
(E.C.J. May 2, 2006)). 

13 In re Bear Stearns, 2007 WL 2683661 at *6.

14 Id. at *7.

15 See Krys v. Official Comm. of Unsecured Creditors of Refco
Inc. (In re SPhinX, Ltd.), 371 B.R. 10 (S.D.N.Y. 2007).

16 In re Bear Stearns, 2007 WL 2683661 at *7.

17 Id. at *8.

18 Id.

19 The Court recently granted the Petitioners’ motion for a stay
pending appeal of the decision. See In re Bear Stearns High-
Grade Structured Credit Strategies Master Fund, Ltd., 
No. 07-12383 (Bankr. S.D.N.Y. Sept 26, 2007) 
[Docket No. 35].
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