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                              RECENT LEGAL DEVELOPMENTS  
                            IN THE DISTRESSED DEBT MARKET  

In recent bankruptcy cases, the courts have favored the debtor over purchasers of 
distressed debt in order to maximize value for all estate creditors.  Purchasers of such 
debt have had claims disallowed, voting rights denied, and suffered equitable 
subordination of their claims.  In other cases, they have been denied the right to appear 
in the bankruptcy and the right to credit bid for their collateral.  The author discusses the 
cases and gives some practice pointers. 

                                                          By L. P. Harrison III * 

The resolution of a chapter 11 case is expensive, time-

consuming, and uncertain.  Banks, financial institutions, 

and other creditors with claims against a bankrupt 

company may seek to sell their claims for a variety of 

reasons:  to improve liquidity, to bolster their balance 

sheets, to realize profit, or merely to avoid risks 

associated with reorganization.  In the same way, 

distressed investors have various reasons for purchasing 

claims:  to share in a future distribution, to acquire 

assets, or to gain an equity or management stake in the 

reorganized company, to name a few.  In any event, 

claims trading is an area of U.S. bankruptcy law that has 

rapidly evolved in recent years and continues to raise 

complex legal questions for buyers and sellers alike.   

This article will present and analyze several recent 

judicial decisions of particular relevance to the claims-

trading market in the United States.  Generally speaking, 

the United States Bankruptcy Code and the Federal 

Rules of Bankruptcy Procedure impose few substantive 

restrictions on the market for distressed debt.  With 

fairly little statutory guidance available, bankruptcy 

courts are regularly asked to address a wide spectrum of 

legal issues related to the treatment of claims and 

interests in bankruptcy.  Distressed investors seeking to 

better understand the risks associated with the market for 

distressed debt should pay close attention to these 

emerging legal trends.  In addition, given the potential 

pitfalls emerging from these trends, investors are 



 

 

 

 

 

October 2014                                                                                                                                                                                        Page 134 

admonished to seek the assistance of counsel well-

versed in the distressed markets. 

THE TIE GOES TO THE DEBTOR 

Bankruptcy court can be unfriendly to certain holders 

of distressed debt.  Fairly or unfairly, creditors who 

acquire their claims at a substantial discount on the 

secondary market are often viewed as opportunists 

interested primarily in their own recovery – not in 

maximizing value for the benefit of all estate creditors.  

As a result, bankruptcy courts tasked with the 

interpretation of ambiguous statutes or contracts have 

shown a tendency to favor the interests of debtors over 

those of distressed investors.  Sophisticated buyers and 

sellers should value bankruptcy claims mindful of this 

predisposition.   

KB Toys:  Section 502(d) Liability Travels with 
Claims 

In In re KB Toys Inc.,
1
 the U.S. Court of Appeals for 

the Third Circuit recently held that a good faith 

purchaser of distressed debt takes its claims subject to 

any section 502(d) liability that would have applied to 

the claims when held by the original claimants.  The 

case involved a pair of hedge funds that had purchased 

trade claims against KB Toys after the retailer filed for 

bankruptcy.  Allegedly unbeknownst to the hedge funds, 

the original trade creditors had failed to return certain 

preferential transfers received on the eve of KB Toys’ 

chapter 11 filing.   

After the commencement of the case, the court-

appointed trustee brought a preference action against the 

trade creditors, but discovered that the trade creditors 

had gone out of business and a meaningful recovery 

from them would be unlikely.  The trustee sought an 

alternate remedy:  it moved to disallow the trade claims.  

Section 502(d) of the Bankruptcy Code permits a court 

to disallow the claims of an entity from which property – 

such as an avoided preferential transfer – may be 

recovered, where the entity has failed to “turn over” 

avoided property to the estate.  Because the trustee was 
unable to recover the preferential transfers from the trade 

———————————————————— 
1
 736 F.3d 247, 249 (3d Cir. Del. 2013). 

creditors, it sought to have their claims – now held by 

the hedge funds – disallowed.   The hedge funds 

disagreed with the proposed remedy and argued that:   

(i) 502(d) liability did not travel with the trade claims 

and (ii) the hedge funds were entitled to protection as 

“good faith” purchasers. 

The Third Circuit ruled for the trustee and disallowed 

the trade claims held by the hedge funds.  In explaining 

its decision, the Third Circuit noted that section 502(d) 

liability continues regardless of whether the underlying 

claims have been sold or assigned to a third party.  

Furthermore, the Third Circuit could identify no 

sufficient reason to extend “good faith” protections to 

the hedge funds, who, as sophisticated purchasers, 

should have understood the possibility of disallowance 

under section 502(d) before acquiring the claims.  The 

Third Circuit reasoned that to rule otherwise would 

encourage creditors to “wash” their claims of section 

502(d) disability via sale or assignment; a result that 

would violate several goals of the Bankruptcy Code, 

including:  (i) ensuring the equality of distribution to 

creditors and (ii) encouraging the return of avoided 

preferential transfers.   

In light of the Third Circuit’s decision in KB Toys, 

potential purchasers of claims should know that courts 

tend to view participants in the claims trading market as 

sophisticated entities, and, as such, distressed investors 

will likely be deemed to have at least constructive 

knowledge of potential disabilities that could have been 

discovered with adequate due diligence.  Thus, 

purchasers of bankruptcy claims in the United States 

should factor this potential for disallowance into 

valuation and arrange for appropriate indemnification. 

Meridian:  Contractual Assignment Restrictions 
Nullify Voting Rights  

A recent decision by Judge Ronald B. Leighton of the 

U.S. District Court for the Western District of 

Washington in Meridian Sunrise Village, LLC v. NB 

Distressed Debt Investment Fund Ltd.
2
 is an important 

reminder that purchasers of a distressed company’s debt 

———————————————————— 
2
 2014 WL 909219 (W.D. Wash. Mar. 7, 2014).  
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should carefully scrutinize applicable assignment 

restrictions before investing.
3
   

Prior to its bankruptcy filing, Meridian, a commercial 

real estate developer, had borrowed $75 million from a 

syndicate of four bank lenders to finance the 

construction of a shopping center outside Tacoma, 

Washington.  Due to prior negative experience with 

distressed investors, the Meridian debtors negotiated for 

specific restrictions on any future assignments of their 

loan.  The loan agreements permitted assignment only to 

an “Eligible Assignee,” defined in relevant part as “any 

commercial bank, insurance company, financial 

institution, or institutional lender.”  When Meridian’s 

financial situation took a turn for the worse, one of the 

bank lenders requested a waiver of the anti-assignment 

clause.  Meridian refused.   

After Meridian’s subsequent bankruptcy filing, the 

bank – without obtaining a waiver – assigned its interest 

in the loan to an investment fund, which in turn assigned 

portions of the loan to a pair of hedge funds.  When 

Meridian discovered the assignments, it asked Judge 

Leighton to prevent the hedge funds from exercising 

their voting rights on its proposed reorganization plan.  

The hedge funds argued in response that as “financial 

institutions” they were “Eligible Assignees” with the 

right to vote on any proposed plan. 

Judge Leighton sided with the debtors, interpreted the 

term “financial institutions” to exclude the hedge funds, 

and barred the funds from voting on the debtors’ 

proposed plan of reorganization.  Judge Leighton 

reasoned that the assignment restrictions would be 

meaningless if the term “financial institutions” included 

the hedge funds and viewed the bank’s request for a 

waiver as further evidence of this mutual understanding.   

The decision in Meridian highlights the importance of 

undertaking a careful reading of the anti-assignment 

provisions contained in loan agreements, particularly if 

certain rights – such as the ability to vote on a plan – are 

essential to an investor’s strategy.  Purchasers should 

note that:  (i) the debtor-friendly interpretation of 

assignment restrictions, (ii) the use of extrinsic evidence 

to interpret such restrictions (including actions taken by 

———————————————————— 
3
 The model credit agreements published by the Loan 

Syndications and Trading Association (LSTA) and the  

Loan Market Association (LMA) typically permit distressed 

investors to qualify as assignees; however, these terms are 

regularly varied by negotiation.  LSTA (July 7, 2014), 

http://www.lsta.org; LMA (July 7, 2014), 

http://www.lma.eu.com. 

the seller and buyer during the course of the bankruptcy 

case), and (iii) the general hostility towards distressed 

investors illustrated by the Meridian decision all provide 

leverage to borrowers seeking to challenge an 

assignment. 

LightSquared:  “End Run” Around Assignment 
Restrictions Not Made In “Good Faith” 

A recent decision by Judge Shelley C. Chapman of 

the U.S. Bankruptcy Court for the Southern District of 

New York in LightSquared LP v. SP Special 

Opportunities LLC,
4
 is another example of a pro-debtor 

approach to interpreting assignment restrictions in a 

credit agreement.  In LightSquared, Judge Chapman 

found that a “carefully crafted and strategically deployed 

decision” by DISH Network Chairman Charles Ergen to 

purchase the secured debt of LightSquared:  (i) violated 

Ergen’s obligations to act in “good faith” and (ii) was 

sufficient grounds for equitable subordination.
5
  

The credit agreement at issue prohibited the 

assignment of LightSquared’s secured debt to “any 

natural person” and “any Disqualified Company.”  The 

credit agreement defined “Disqualified Company” as 

“any operating company which is a direct competitor . . . 

identified . . . in writing” as well as “any known 

subsidiary” of a Disqualified Company.  As a result of 

these restrictions, neither DISH nor Ergen were 

permitted to own the secured debt.   

Ergen targeted LightSquared’s assets for acquisition 

by DISH.  When Ergen learned of the assignment 

restrictions, he formed a special-purpose vehicle named 

SP Special Opportunities (“SPSO”) to purchase 

LightSquared’s secured debt anonymously and in 

technical compliance with the credit agreement.  Over 

the course of a year – both before and after 

LightSquared’s bankruptcy filing – SPSO acquired 

approximately $844 million in face value of the secured 

debt. 

In bankruptcy, Judge Chapman noted that Ergen had 

executed an “end run” around the anti-assignment 

———————————————————— 
4
 2014 WL 2612312 (Bankr. S.D.N.Y. June 10, 2014). 

5
 Section 510(c) of the Bankruptcy Code permits a bankruptcy 

court to subordinate, on equitable grounds, all or part of a 

creditor’s allowed claims, when that creditor has engaged in 

conduct that injures other creditors and confers an unfair 

advantage on the claimant.  The goal of equitable subordination 

is the minimization of the ill-effect that the creditor’s 

misconduct had on other creditors – and usually results in the 

offending creditor receiving a smaller distribution than others 

with equivalent claims.   
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provisions of the credit agreement – even if its terms 

were not expressly breached.  Although the exploitation 

of a contractual loophole alone was not a technical 

breach, Judge Chapman found that anonymous 

purchases of the secured debt by SPSO for the benefit of 

DISH, a “Disqualified Company,” (i) violated the 

covenant of good faith and fair dealing implied in all 

contracts under New York law and (ii) violated the duty 

of good faith imposed upon all those who participate in 

chapter 11 proceedings. 

Notably, Judge Chapman observed that LightSquared 

either knew or had reason to know that Ergen was using 

SPSO to purchase its secured debt and failed to request 

an examination under Bankruptcy Rule 2004 (to confirm 

its intuitions through discovery) or seek an injunction to 

enforce the terms of the credit agreement.  Judge 

Chapman observed that Ergen’s debt purchases may 

actually have been beneficial to LightSquared – 

particularly as LightSquared engaged in various efforts 

to garner bids from other strategic buyers.  Ultimately, 

Judge Chapman ruled that:  (i) inaction and delay 

precluded any award of affirmative damages to 

LightSquared on account of Ergen’s conduct, but  

(ii) Ergen’s lack of good faith in acquiring the 

LightSquared debt constituted sufficient grounds for 

equitable subordination of the SPSO claims to the claims 

of LightSquared’s other creditors.
6
   

American Roads:  No-Action Clause Interpreted 
Broadly to Include Participation in Bankruptcy 
Proceedings 

Creditors who contractually agree to limit their rights 

against a debtor in exchange for some benefit may later 

find they are unable to meaningfully participate in that 

debtors’ bankruptcy proceedings.  “No action” clauses, 

frequently included in indentures and inter-creditor 

agreements, may limit or eliminate a creditor’s standing 

in bankruptcy court, whether or not such an effect was 

intended by the parties.  The issue arose recently in the 

chapter 11 bankruptcy of American Roads,
7
 owner and 

operator of several toll road facilities in the United 

States and Canada.   

The American Roads case involved a unique 

financing structure known as an “insured unitranche,” 

whereby all of American Road’s secured creditors were 

———————————————————— 
6
 Judge Chapman identified additional grounds for equitable 

subordination in the LightSquared case, which are discussed at 

further length later in this article. 

7
 In re American Roads LLC, 496 B.R. 727 (Bankr. S.D.N.Y. 

2013).  

secured by the same lien, through the same trustee and 

collateral agent, on terms set forth in prepetition 

financing contracts.  The financing contracts formed the 

sole basis of the creditors’ rights – which were curtailed 

vis-à-vis the debtor through several unambiguous “no 

action” clauses, as part of a quid pro quo with the 

monoline insurer that guaranteed all of the creditors’ 

claims.   

When American Roads filed for bankruptcy, a group 

of bondholders asserted standing to participate in the 

proceedings, although the financing documents made it 

clear that:  (i) the monoline insurer controlled the 

enforcement of rights and remedies upon an event of 

default and (ii) the bondholders could not institute or 

direct proceedings without the consent of the monoline 

insurer.   The bondholders argued that, absent express 

language forbidding their involvement, participation in 

the bankruptcy proceedings fell outside the scope of the 

no-action provisions.   

Judge Burton R. Lifland rejected the bondholder’s 

argument and found that, by agreeing to the no action 

clauses, the bondholders had waived their right to 

appear.  Although the no-action clauses did not mention 

bankruptcy, Judge Lifland noted that the clauses did 

contain several provisions that unambiguously prevented 

the bondholders from asserting claims to collateral or 

enforcing any rights against the debtors.  Judge Lifland 

ruled that the bondholders’ attempts to enforce remedies 

in bankruptcy were contrary to their bargained-for 

contractual arrangement.   

                             *    *    *    * 

As KB Toys, Meridian, LightSquared, and American 

Roads illustrate, courts have shown a tendency to 

interpret statutes and contracts in a pro-debtor manner, 

particularly when confronted with aggressive investors 

seeking to disrupt an orderly bankruptcy process.  

Entities seeking to transact in a distressed company’s 

debt should conduct themselves mindful of this 

propensity.  

PERILS OF LOAN-TO-OWN 

“Loan-to-own,” a popular distressed acquisition 

strategy, has been employed with various degrees  

of success in recent years by hedge funds and private 

equity firms.  The strategy generally involves:   

(i) buying certain classes of a distressed company’s debt 

at a deep discount, (ii) encouraging the debtor to enter 

bankruptcy, and (iii) exercising various rights in 

bankruptcy to gain equity or management control of the 

company. 
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LightSquared:  Attempt to Control Progress of 
Bankruptcy Case May Lead to Equitable 
Subordination of Claims  

As set forth above, the LightSquared case involved 

purchases of secured debt by DISH Network Chairman 

Charles Ergen.  At trial, Ergen admitted to Judge 

Chapman that his acquisition strategy involved amassing 

a “blocking” position that would enable SPSO, a special-

purpose vehicle under Ergen’s control, to direct 

LightSquared’s bankruptcy proceedings.  Judge 

Chapman identified such behavior as sufficient grounds 

for equitable subordination – highlighting the risks a 

creditor may face when engaging in an aggressive “loan-

to-own” strategy.   

During the course of its bankruptcy, LightSquared 

had entered into a court-approved stipulation with a 

large ad-hoc group of secured creditors, which provided 

LightSquared with an exclusivity period during which it 

had the sole right to propose a plan of reorganization.  

The agreement provided that the exclusivity period 

could be terminated if the ad-hoc group ceased to be the 

largest holder of the secured debt, since, at that point, it 

would be unable to enter into a binding commitment 

with the debtors with respect to a plan.   

During the exclusivity period, Ergen directed SPSO 

to:  (i) purchase large quantities of LightSquared’s 

secured debt and (ii) delay the closing of its debt 

purchases, all without formally revealing his identity to 

LightSquared.  As a result of SPSO’s trading activity, 

LightSquared was unable to determine with which of its 

secured lenders to negotiate and whether the ad-hoc 

group would have the necessary votes to bind the 

secured lender class to the reorganization plan.  Thus, 

without actually spending the cash required to close the 

various trades, Ergen was able to derail plan negotiations 

during the exclusivity period and seize control of the 

forward motion of the bankruptcy case.  Reorganization 

talks did not move forward until Ergen later closed or 

terminated the bulk of SPSO’s trades – at which point 

the ad-hoc group had left the bargaining table and DISH 

had fully prepared itself to purse a bid for the 

LightSquared assets.   

Judge Chapman noted that while an outside creditor is 

not a fiduciary, such a creditor does not have the 

unqualified right to engage in purposeful obstruction of 

the bankruptcy process.  Judge Chapman found that 

Ergen and SPSO had failed to act with the “good faith” 

expected of chapter 11 creditors who voluntarily joined 
the capital structure of a distressed firm, and ruled that 

SPSO’s acquisition of the secured debt and subsequent 

control over the conduct of the LightSquared cases 

breached the outer limits of tolerable creditor behavior.   

In explaining her decision, Judge Chapman identified 

a broad swath of trading activity, including:  (i) making 

purchases anonymously, (ii) acquiring a blocking 

position in the class, and (iii) making an unsolicited cash 

bid for distressed assets, as perfectly acceptable creditor 

behavior.  While a creditor may appropriately deploy 

blocking positions to control the vote of its class, Judge 

Chapman found it impermissible for creditors to use 

similar tactics to control the conduct of the case itself.  

Without intending to discourage the lawful pursuit of 

aggressive and profitable distressed debt transactions, 

Judge Chapman found that Ergen’s activity – which 

specifically undermined the ability of the LightSquared 

debtors to maximize value for all stakeholders – was fair 

grounds for equitable subordination.   

Free Lance-Star:  Chilling a Sales Process Can 
Result in the Limitation of Credit-Bid Rights 

A creditor generally has the right to credit bid the full 

amount of its secured claim at any sale of its collateral 

outside the ordinary course of the debtor’s business.  

This right is codified in section 363(k) of the Bankruptcy 

Code, which provides that “unless the court for cause 

orders otherwise,” the holder of a secured claim may 

“offset [its secured claim] against the purchase price” of 

its collateral at an asset sale under section 363(b) of the 

Bankruptcy Code.  Credit bidding provides an important 

safeguard against the undervaluation of a secured 

creditor’s collateral and ensures that the secured creditor 

can, if it chooses, purchase its collateral for what it 

considers to be the fair market price.  Credit bidding, 

however, is not an absolute right.  Judge Kevin R. 

Huennekens of the U.S. Bankruptcy Court for the 

Eastern District of Virginia recently issued a decision in 

In re Free Lance-Star Publishing Co.,
8
 which identified 

actions taken by a secured creditor to chill a bankruptcy 

sales process as “cause” for limiting that creditor’s 

credit-bid rights. 

The case involved the chapter 11 proceedings of The 

Free Lance-Star Publishing Company, a publishing, 

newspaper, radio, and communications business located 

in Fredericksburg, Virginia.  Prior to its bankruptcy 

filing and as part of a plan to expand its commercial 

printing business, Free Lance-Star had obtained a bank 

loan secured by liens on certain of its real and personal 

property.  Notably, Free Lance-Star withheld from the 

collateral package three valuable parcels of real estate 

that contained towers used in its radio broadcasting 

business (the “Tower Assets”). 

———————————————————— 
8
 2014 Bankr. LEXIS 1611, Case No. 14-30315-KRH (Bankr. 

E.D. Va. Apr. 14, 2014). 
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As Free Lance-Star’s financial condition deteriorated, 

it found itself unable to comply with several material 

loan covenants and was forced to consider various 

restructuring and refinancing options.  When those 

avenues proved unfruitful, Free Lance-Star’s lender sold 

its loan to an investment fund which ultimately 

transferred the loan to an affiliate, DSP Acquisition, 

LLC (“DSP”).  After acquiring the loan, DSP – as part 

of its “loan-to-own” strategy – encouraged Free Lance-

Star to file a chapter 11 petition, so that DSP might 

credit bid for its assets at a bankruptcy sale.   

After the bankruptcy filing, DSP discovered that its 

liens did not extend to the Tower Assets – so it would be 

unable to credit bid for those assets.  After an attempt to 

obtain such a lien from the debtors failed, DSP made the 

unilateral decision to covertly record several UCC 

financing statements against the Tower Assets.  Months 

later, at a contested cash collateral hearing, DSP asked 

Judge Huennekens for liens over the Tower Assets 

without disclosing its financing statements.  To further 

discourage rival bidders, DSP pressured Free Lance-Star 

to:  (i) shorten the marketing period for the sale of its 

business and (ii) put language in its marketing materials 

conspicuously advertising DSP’s credit-bid rights.   

Judge Huennekens found that DSP’s aggressive 

“loan-to-own” strategy had interfered with the sales 

process and harmed other creditors of the estate.  He 

observed that interested parties were genuinely confused 

as to:  (i) which assets were encumbered by DSP’s liens 

and (ii) how the auction process would unfold.  

Ultimately, Judge Huennekens concluded that DSP had 

depressed market enthusiasm for the Free Lance-Star 

assets and had rendered the sale to DSP a fait accompli 

in the minds of other purchasers.  Only by limiting 

DSP’s credit-bid rights could Free Lance-Star attract 

renewed interest in the bidding process.  He concluded 

that sufficient “cause” existed under section 363(k) of 

the Bankruptcy Code and limited DSP’s right to credit 

bid accordingly. 

Free Lance-Star should be heeded by any distressed 

investor seeking to acquire the collateral underlying its 

claims.  The decision continues the trend of bankruptcy 

courts using the “for cause” exception to section 363(k) 

to limit a secured creditor’s right to credit bid in a sale of 

its collateral.
9
   

                             *    *    *    * 

As illustrated by LightSquared and Free Lance-Star, 

an overly aggressive “loan-to-own” strategy may result 

in equitable subordination of a creditor’s claims.  

Distressed investors should be particularly careful when 

their activity minimizes estate recovery or circumvents 

the intended effect of judicial actions, such as 

exclusivity or sales orders.  

CONCLUSION 

The U.S. distressed debt market continues to provide 

valuable opportunities for investors willing to face the 

various risks associated with the bankruptcy process.  As 

the legal landscape evolves, banks, hedge funds, and 

other entities trading in bankruptcy claims are advised to 

remain abreast of the latest statutory and judicial 

developments.  As always, both sellers and purchasers 

should engage sophisticated counsel in connection with 

any contemplated claims trading activity. ■ 

 

———————————————————— 
9
 See In re Fisker Auto. Holdings, Inc., 510 B.R. 55 (Bankr. D. 

Del. 2014) (limiting for “cause” the amount of a secured 

lender’s claim that could credit bid in connection with an asset 

sale under section 363 of the Bankruptcy Code, where the 

secured lender had chilled the bidding process by inequitably 

pushing the debtor into bankruptcy so that it could short-circuit 

the bankruptcy process). 


