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issuer, the group formed thereby shall be deemed to have acquired
beneficial ownership, for purposes of Sections 13(d) and (g) of the
Exchange Act, as of the date of such agreement, of all equity securi-
ties of that issuer beneficially owned by any such persons.”232
Under section 16(a)(1) of the Exchange Act, every person who is
directly or indirectly the beneficial owner (as calculated for pur-
poses of section 13(d) of the Exchange Act) of more than 10% of
any class of any equity security that is registered pursuant to sec-
tion 12 of the Exchange Act (other than an exempted security), or
who is a director or an officer of the issuer of such security (each, a
“Section 16 Person”) will be subject to beneficial ownership report-
ing requirements.?? A Section 16 Person is required to file a Form 3,
which reports its initial beneficial ownership of all equity securities
of the issuer (not just the section 12-registered classes) within 10
calendar days after it becomes a Section 16 Person, and then to dis-
close changes in its beneficial ownership of such securities by filing
a Form 4 by the end of the second business day after a transaction
has been executed.?* A small number of types of transactions in
the issuer’s equity securities may be reported on Form 5, which
must be filed no later than 45 days after the close of the issuer’s
fiscal year.2®> Under section 16(b) of the Exchange Act, 2 any Sec-

22 17 CER. § 240.13d-5(b)(1).
23 See15U.S.C. § 78p(a)(1).

B4 See 17 CF.R. § 240.16a-3(a). All reportable transactions need to be
reported electronically and posted on the issuer’s website not later
than the end of the business day following the filing. See 17 C.F.R.
§ 240.16a-3(k).

25 See17 C.F.R. § 240.16a-3(f).

236 Section 16(b) of the Exchange Act provides, in pertinent part, as fol-
lows:

(b) Profits from purchase and sale of security within
six months. For the purpose of preventing the unfair
use of information which may have been obtained by
such beneficial owner, director, or officer by reason of
his relationship to the issuer, any profit realized by
him from any purchase and sale, or any sale and pur-
chase, of any equity security of such issuer (other than
an exempted security) ... within any period of less than
six months, ... shall inure to and be recoverable by the
issuer, irrespective of any intention on the part of such
beneficial owner, director, or officer in entering into
such transaction of holding the security ... purchased
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tion 16 Person can be required to disgorge to the issuer all profits
realized from purchases and sales of equity securities of the issuer
within a six-month period, “without proof of actual abuse of insid-
er information and without proof of intent to profit on the basis of
such information.”? This section applies to any “beneficial own-
er,” defined as any person under section 13(d) of the Exchange Act
and the rules thereunder.?

As such, if members of an Equity Committee constitute a
“group” under section 13(d) of the Exchange Act, they would be
treated as a single person, and each individual member in the
group would be deemed to be the beneficial owner of all equity
securities of that issuer beneficially owned by any member of the
group.? Consequently, (1) when their collective equity holdings in
a debtor exceed 5% as a “group,” each member of an Equity Com-
mittee would be required to make section 13(d) filings, including
disclosure of any intention to file a plan of reorganization and the
terms of any such plan;?*0 (2) when their collective equity holdings

or of not repurchasing the security ... sold for a period
exceeding six months.... This subsection shall not be
construed to cover any transaction where such benefi-
cial owner was not such both at the time of the pur-
chase and sale, or the sale and purchase, of the securi-
ty ...

15 U.S.C. § 78p(b) (emphasis added).

7 Kern Cnty. Land Co. v. Occidental Petroleum Corp., 411 U.S. 582, 595
(1973).

28 Rule 16a-1(a)(1) provides that, “[s]olely for purposes of determining
whether a person is a beneficial owner of more than ten percent of
any class of equity securities registered pursuant to Section 12 of the [Ex-
change] Act,” the term “beneficial owner” means, with exceptions not
pertinent here, “any person who is deemed a beneficial owner pursuant
to section 13(d) of the [Exchange] Act and the rules thereunder.”
17 C.F.R. § 240.16a-1(a)(1) (emphasis added).

29 See 17 C.F.R. § 240.13d-5(b)(1).

240 See 17 C.E.R. § 240.13d-101. Among other things, Schedule 13D re-
quires disclosure with respect to the identity of the acquirer, the
source and amount of its funds, the purpose of the investment, the
aggregate number of shares and percentage of its investment in the
issuer and any plans or proposals the acquirer may have to acquire
additional securities or to seek to effect an extraordinary transaction
with respect to the issuer. Id. Significantly, postpetition acquirers are
required to disclose any intention to file a plan of reorganization and
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in the debtor exceed 10% as a “group,” each member would be-
come subject to the reporting requirements of section 16(a) of the
Exchange Act and the short-swing profit disgorgement provisions
of section 16(b) of the Exchange Act with respect to transactions in
any equity securities of the issuer unless safe harbors under sec-
tions 1125(e) and 1145 of the Bankruptcy Code apply;?*! and (3) if
either an Equity Committee or an ad hoc committee of equity secu-
rity holders constitutes a “group,” a “change of control” covenant
contained in one or more of the issuer’s debt documents may be
triggered and thereby impose challenges to reinstatement of debt
contemplated by a proposed plan of reorganization or even cause a
company to be forced into bankruptcy because of change of control
defaults or repurchase requirements that are triggered by a change
of control. Therefore, an analysis is warranted to explore whether a
committee of equity security holders (whether officially appointed
or organized on an ad hoc basis) constitutes a section 13(d) “group”
both during the process of developing an out-of-court restructuring
proposal or a consensual chapter 11 plan of reorganization and
following implementation of such arrangements.

1. The Charter Decision

The recent decision in Charter Communications, Inc.?42 dealt with
a number of issues related to allegations of section 13(d) group
membership by members of a bondholder committee and, there-
fore, is of interest. In Charter, the debtor, the country’s fourth larg-
est cable operator, proposed “perhaps the largest and most com-
plex prearranged bankruptc[y] ever attempted, and in all likelih-

the terms of any such plan. Id. (Item 4 of Schedule 13D requires ac-
quirers to “[s]tate the purpose or purposes of the acquisition of secur-
ities of the issuer [and d]escribe any plans or proposals which they
may have which relate to or would resultin. .. (b)... [a] reorganiza-
tion or liquidation, involving the issuer or any of its subsidiaries”).

241 Tt should be noted that the combination of section 13(d) reporting
and section 16(b) liability can pose very significant issues for persons
who are subject to such requirements in light of the very active sec-
tion 16(b) plaintiffs’ bar. A number of such firms use sophisticated
automated tools to analyze the Schedule 13D, Schedule G and Form
3/4/5 filings of persons subject to section 16 of the Exchange Act to
bring disgorgement lawsuits. In particular, entities that are engaged
regularly in trading activities may be particularly vulnerable once
subject to section 16 liability unless safeguards are put in place.

242 [n re Charter Commc'ns Inc., 419 B.R. 221 (Bankr. S.D.N.Y. 2009).
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ood ... among the most ambitious and contentious as well.”?*3 Key
aspects of the pre-arranged plan of reorganization included the
reinstatement of $11.8 billion of senior debt issued by certain sub-
sidiaries and the exchange by certain bondholders of their debt for
the new equity of the reorganized company. As a result of the debt-
for-equity exchange and backstopping of a rights offering, certain
members of an ad hoc bondholder committee (collectively, the
“Bondholders”) would in the aggregate hold more than 35% of the
reorganized company’s equity.

Certain senior lenders alleged that their debt could not be reins-
tated because confirmation of the proposed plan would result in a
“change of control” that would either (a) constitute an event of de-
fault under their loan documents or (b) trigger a requirement for
the relevant issuer to repurchase their debt at or above par upon
consummation of the plan. Specifically, a “change of control”
would be triggered if a “group” (as defined by section 13(d) of the
Exchange Act) were to hold more than 35% of the voting power of
the borrower (on a fully diluted basis) unless the majority share-
holders of the pre-reorganized Charter held a greater percentage of
such voting power.2#

The Charter court concluded that the Bondholders never formed
or constituted a “group” for purposes of section 13(d) of the Ex-
change Act, although the Bondholders worked collectively and in a
coordinated fashion to secure control of Charter for common eco-
nomic motivations.?*> Specifically, the Charter court pointed to the
following: (a) the Bondholders did not enter into any binding
agreements that tied them together as a group for purposes of deal-
ing with Charter’s equity securities; and (b) each of the Bondhold-
ers made an independent decision to purchase Charter debt prior
to restructuring negotiations and did not take the initiative to form
an ad hoc committee (rather, each was invited by Charter’s financial
advisor to do s0).2# As such, because the Bondholders were found
not to be a section 13(d) “group,” the “change of control” covenant
was not violated.

Charter raises two key issues for prospective members of official
Equity Committees or ad hoc equity committees. The first is wheth-

243 [d. at 230.
244 [d. at 248.
245 [d. at 249.
246 4.
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er an explicit agreement with respect to acquiring, holding, voting
or disposing of securities of an issuer is required to make the
members of an equity committee a “group” for purposes of section
13(d)(3) of the Exchange Act, or whether general allegations of co-
operative activity are sufficient. The second is whether actual bene-
ficial ownership of a registered class of voting equity security is re-
quired for “group” status, or whether an agreement to acquire securi-
ties of an issuer that will replace an existing class of voting security
registered under section 12 of the Exchange Act, or that will even-
tually be registered under section 12 of the Exchange Act, is suffi-
cient to establish group status under section 13(d)(3) of the Ex-
change Act.

Prior to the Charter decision, courts found that general allega-
tions of parallel investments and cooperative activity by investors
were insufficient to prove existence of a “group”;?” rather, proof of
an agreement or arrangement among such investors to act in con-
cert is required to form a “group.”?*8 The plain language of sec-
tion 13(d)(3) of the Exchange Act demands only an agreement for
the purposes of “acquiring, holding, or disposing of securities;” it
does not require an agreement to gain corporate control or to influ-
ence corporate affairs.2#” The Charter court reaffirms these prin-
ciples by holding that the existence of a “group” must be evidenced
by an actual agreement with respect to plan securities. This conclu-
sion is also consistent with the position of the SEC, as articulated in
its no-action letters, providing that collaborative activity by inves-
tors itself does not give rise to a section 13(d) “group” within the
meaning of the Exchange Act.?>? Based upon Charter, therefore, to

27 See, e.g., Litzler v. CC Inv., L.D.C., 411 F. Supp. 2d 411, 415 (S.D.N.Y.
2006) (such allegations do not suffice to establish a “group” for pur-
poses of section 13(d) of the Exchange Act within the meaning of sec-
tion 16(b) of the Exchange Act).

28 See, e.g., Quigley Corp. v. Karkus, No. 09-1725, 2009 WL 1383280, at *3
(E.D. Pa. May 15, 2009) (“There must be agreement to act in concert.”).
No written agreement is needed to find that a group exists, so courts
will look to circumstantial evidence to determine whether a group

exists. See, e.g., Hallwood Realty Partners, L.P. v. Gotham Partners, L.P.,
286 F.3d 613, 617 (2d Cir. 2002).

29 Morales v. Quintel Entm't, Inc., 249 F.3d 115, 125-26 (2d Cir. 2001).

50 See, e.g., Reading and Bates Corp., SEC No-Action Letter, 1989 WL
246329, at *4 (Aug. 21, 1989) (the SEC agreed not to recommend en-
forcement against a group of banks holding debt of a company that
was proposing a restructuring transaction whereby the banks would
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constitute a section 13(d) “group,” a binding agreement among
members of an Equity Committee with respect to acquiring, hold-
ing, voting or disposing of securities is required.

The Charter decision does not, however, discuss whether indi-
viduals or entities without a current beneficial ownership interest
in the debtor’s securities can nonetheless become members of a
“group” within the meaning of section 13(d)(3) of the Exchange Act.
Outside of the bankruptcy context, courts have held that there can
be no “group” unless each member actually beneficially owns the
relevant securities at the time the purported group is formed.?! To
be a “beneficial owner” under sections 13(d) and 16(b) of the Ex-
change Act, such an owner must have an interest in the outstanding

receive, in part, common stock of the company in exchange for the
debt obligations owed to them).

251 See Hemispherx Biopharma, Inc. v. Johannesburg Consol. Inv., 553 F.3d
1351, 1366 (11th Cir. 2008) (“[A] beneficial ownership interest in se-
curities is necessary to become a member of a group within the
meaning of section 13(d)(3) of the Exchange Act.”); Rosenberg v. Xm
Ventures, 274 F.3d 137, 147-48 (3d Cir. 2001) (“[E]Jach member of a sec-
tion 13(d) group must hold beneficial ownership of the shares of the
issuing entity prior to becoming a section 13(d) group member.”);
Transcon Lines v. A.G. Becker Inc., 470 F.Supp. 356, 372-74 (S.D.N.Y.
1979) (same).

The SEC appears to agree that a current beneficial ownership interest
in securities is necessary to become a member of a group within the
meaning of section 13(d) of the Exchange Act. See Great Sw. Overseas
Fin. Corp. N.V., SEC No-Action Letter, 1972 WL 8199, at *4 (Apr. 17,
1972) (noteholders agreed to a refinancing plan and to receive new
warrants in connection therewith; the SEC found that “[a]lthough the
common stock of the company is registered under Section 12 of the
[Exchange] Act, the [warrants] to purchase shares of such stock are
not, and such warrants may not be exercised until [a later date].
Therefore, the receipt of the [warrants] by the [noteholders] in the re-
financing transaction did not involve a present acquisition of the un-
derlying common stock of [the issuer] .... The holders of the [war-
rants] would not be considered to be acting as a group with respect
to the common stock of [the issuer] either at the time the [warrants]
first became exercisable or thereafter, solely because they were acting
as a group at the time of the receipt of the [warrants] in the refinanc-

ing”).
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securities of “any class of equity security of the debtor registered
pursuant to section 12 of the Exchange Act.”?>2

Therefore, two or more members of an Equity Committee
would likely be deemed to have formed a “group” for purposes of
section 13(d) of the Exchange Act if they enter into a binding
agreement (unrelated to the debtor’s reorganization or its plan) to
acquire, hold or dispose of a debtor’s pre-reorganization stock, if
such stock is a voting security and is registered under section 12 of
the Exchange Act. Such would be the case because such members
already were beneficial owners of the debtor’s pre-reorganization
stock when they agreed to acquire, hold or dispose of more shares
of such stock. If such beneficial owners were to sign a plan support
agreement that required them to vote their shares of existing regis-
tered stock in favor of a plan, such beneficial owners would be
members of a section 13(d)(3) group.

The situation is different where members of an Equity Commit-
tee participate in a debtor’s rights offering or plan of reorganiza-
tion by exchanging their existing securities that are not registered
under section 12 of the Exchange Act for plan securities. When
members collectively negotiate with the debtor over the terms of a
proposed plan and agree to the terms of a related transaction with
the debtor, plan securities have not yet been issued by the debtor
and have, therefore, not been registered under section 12 of the
Exchange Act. Under such an agreement, the receipt of plan securi-
ties by members of an Equity Committee does not involve a pur-
chase of the debtor’s existing common stock already registered
pursuant to section 12 of the Exchange Act.?8 Therefore, plan se-
curities in such instance cannot be considered to be outstanding se-
curities of “any class of equity security of the issuer registered pur-
suant to section 12 of the Exchange Act.” Accordingly, members of
an Equity Committee, which merely own beneficial interests in the
debtor’s pre-reorganization common stock, are not “beneficial

252 Gee 15 U.S.C. § 78m(d)(1); 17 C.F.R. § 240.16a-1(a)(1). Section 12 of the
Exchange Act sets forth registration requirements for any member,
broker or dealer to effect any transaction in any security (other than

an exempted security) on a national securities exchange. See 15 U.S.C.
§ 781.

23 A similar interpretation was made by the SEC in Great Sw. Overseas
Fin. Corp. See supra note 251 and accompanying text.
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owners” of, and do not have beneficial interests in, plan securities
at the time when the purported “group” forms.?*

Consequently, a section 13(d) “group” within the meanings of
sections 13(d) and 16(b) of the Exchange Act does not exist unless
members of the Equity Committee actually beneficially own sec-
tion 12 registered securities at the time the purported group is
formed. In addition, based upon Charter, even where members of
an Equity Committee act cooperatively with each other to partici-
pate in the debtor’s plan or a related rights offering, they do not
form a section 13(d) “group” within the meanings of sections 13(d)
and 16(b) of the Exchange Act in the absence of an agreement with
the purpose of acquiring, holding, voting or disposing of plan se-
curities of the debtor.

2. Safe Harbors of the Bankruptcy Code

As discussed below, sections 1125(e) and 1145 of the Bankrupt-
cy Code protect Equity Committee members from liability based
upon non-compliance with the requirements of relevant securities
laws with respect to disclosure, solicitation, registration, sales or
purchases of securities. An obligation of a person that becomes the
beneficial owner of more than 5% of any class of a company’s vot-
ing equity securities to make section 13(d) filings, however, does
not fall into the purview of such safe harbor protections. Therefore,
if members of an Equity Committee are found to be a section 13(d)
“group” within the meanings of sections 13(d) and 16(b) of the Ex-
change Act, sections 1125(e) and 1145 of the Bankruptcy Code
would only shield members from liability based upon non-
compliance with sections 16(a) and 16(b) in certain circumstances.

a. Section 1125(e) of the Bankruptcy Code

Section 1125(e) of the Bankruptcy Code protects Equity Com-
mittee members from risks associated with soliciting acceptances
or rejections of a plan and participating in the offer, issuance, sale
or purchase of a security of the debtor offered or sold under the
plan, provided that such members act in good faith and comply
with the applicable provisions of the Bankruptcy Code.?> Case law

254 This is similar to the situation in Charter where the Bondholders did
not hold beneficial interests in plan securities when they cooperative-
ly negotiated the pre-arranged chapter 11 plan with Charter and oth-
er parties.

255 Section 1125(e) of the Bankruptcy Code provides that:
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and SEC no-action letters have addressed the disclosure and solici-
tation process under section 1125(e) of the Bankruptcy Code. For
example, as a general matter, the term “solicitation” in the chapter
11 context should be interpreted narrowly to facilitate negotiations
between creditors or shareholders to reach a compromise over the
terms of a proposed plan.?¢ At least one court has found “no prin-
cipled, predictable difference between negotiation and solicitation”
with respect to acceptance or rejection of a proposed plan.?7 Ac-
cordingly, negotiations among parties in interest over the proposed
plan are encouraged. Moreover, section 1125(e) of the Bankruptcy
Code provides that the adequacy of the disclosure and solicitation
process related to a chapter 11 plan is not governed by federal or
state securities laws.?%® Therefore, members of an Equity Commit-
tee that rely on a bankruptcy court-approved disclosure statement
and comply with other applicable requirements of chapter 11
should not be liable for soliciting acceptances or rejections under
the disclosure rules of the securities laws. The antifraud provisions
of such laws, however, still apply to other activities.?®

A person that solicits acceptance or rejection of a plan, in
good faith and in compliance with the applicable provisions
of this title, or that participates, in good faith and in com-
pliance with the applicable provisions of this title, in the offer,
issuance, sale or purchase of a security, offered or sold under
the plan, of the debtor, of an affiliate participating in a joint
plan with the debtor, or a newly organized successor of the
debtor under the plan, is not liable, on account of such solici-
tation or participation, for violation of any applicable law,
rule or regulation governing solicitation of acceptance or re-
jection of a plan or the offer, issuance, sale or purchase of se-
curities.
§ 11 U.S.C. 1125(e).

256 See, e.g., Century Glove, Inc. v. First Am. Bank, 860 F.2d 94, 101 (3d. Cir.
1988) (“A broad reading of § 1125 can seriously inhibit free creditor
negotiations.”).

257 4.

258 See Jacobson v. AEG Capital Corp., 50 F.3d 1493, 1496 (9th Cir. 1995).

259 Bennett Petroleum Corp., SEC No-Action Letter, 1983 WL 28907, at*1
(Dec. 27, 1983); see also Jacobson, 50 F.3d at 1496 (“Section 1125(e) only
provides a safe harbor for the disclosure and solicitation process of a
bankruptcy. In other words, if the securities fraud alleged came from
some other source or procedure than disclosure and solicitation, then
section 1125(e) would not provide immunity.”).



Best Practices: Equity Committees / 81

There appears to be no decision or SEC no-action letter address-
ing an Equity Committee’s participation in the offer, issuance, sale
or purchase of a security of the debtor offered or sold under a
chapter 11 plan. Under the plain language of section 1145(e) of the
Bankruptcy Code (discussed below), such activities should be pro-
tected from liability arising out of non-compliance with securities
law as long as the committee member’s participation is in good
faith and complies with applicable bankruptcy law. Without such
an exemption from liability, uncertainty would exist as to whether
purchases or sales of plan securities by members of an Equity
Committee would be subject to section 16(b) of the Exchange Act
regarding the recapture of short-swing profits. This would be of
particular concern if members of an Equity Committee were found
to constitute a section 13(d) “group” within the meaning of section
16(b) of the Exchange Act. Accordingly, activities of members of an
Equity Committee related to the disclosure and solicitation process
as well as participation in the debtor’s plan should be outside the
SEC’s concern, although careful analysis of the applicability of sec-
tion 16(b) of the Exchange Act with respect to any particular pur-
chases and sales of equity securities of the debtor may still be war-
ranted based on the particular facts and circumstances.

b. Section 1145 of the Bankruptcy Code

Section 1145(a) of the Bankruptcy Code exempts certain offers
and sales of securities issued by a debtor (or an affiliate of the deb-
tor) under a plan of reorganization from the registration and pros-
pectus delivery requirements of the Securities Act of 1933 (the “Se-
curities Act”) and from any other federal or state laws requiring
registration of securities or registration or licensing of an issuer or
underwriter of, or broker or dealer in, such securities. 260 Sec-

260 Section 1145(a) provides, in relevant part, that:

(@) Except with respect to an entity that is an underwriter as de-
fined in subsection (b) of this section, section 5 of the Securi-
ties Act of 1933 and any State or local law requiring registra-
tion for offer or sale of a security or registration or licensing
of an issuer of, underwriter of, or broker or dealer in, a secu-
rity do not apply to -

(1) the offer or sale under a plan of a security of the deb-
tor, of an affiliate participating in a joint plan with the
debtor, or of a successor to the debtor under the plan;
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tion 1145(c) of the Bankruptcy Code deems an offer or sale of secur-
ities in conformity with section 1145(a)(1) of the Bankruptcy Code
to be a “public offering” for Securities Act purposes and, as a result,
plan securities that an Equity Committee member receives in a sec-
tion 1145(a)(1) offering are unrestricted provided such member is
not an “underwriter” of plan securities.?e! Therefore, members of
an Equity Committee must have received plan securities from the
debtor (or its affiliates) in a plan transaction that itself satisfied sec-
tion 1145 of the Bankruptcy Code in order to resell such securi-
ties.262 Thus, in cases such as MES Int’l, debtors have relied on sec-
tion 1145 of the Bankruptcy Code to exempt the issuance of new
equity to prepetition shareholders from the registration require-
ments of the Securities Act and any state securities or “blue sky”
laws.263 Nonetheless, independent confirmation of the applicability
of section 1145 of the Bankruptcy Code is advisable.

(A) in exchange for a claim against, an interest in, or
a claim for an administrative expense in the case
concerning, the debtor or such affiliate; or

(B) principally in such exchange and partly for cash
or property;
(2) the offer of a security through any warrant, option,
right to subscribe, or conversion privilege that was sold
in the manner specified in paragraph (1) of this subsec-
tion, or the sale of a security upon the exercise of such a
warrant, option, right, or privilege; ....
11 US.C. § 1145(a).

261 See 8 Collier on Bankruptcy 91145.04 (Alan N. Resnick & Henry J.
Sommer eds., 16th ed. 2010).

262 A debtor also can rely, without registration, on the private placement
exemption of section 4(2) of the Securities Act, which provides that
registration is not required for transactions by an issuer not involved
in any public offering. Members of an Equity Committee can rely on
Rule 144 or a privately negotiated “§4(1-1/2)” transaction to resell
their shares of common stock received in exchange for their holdings
in the debtor’s pre-reorganization common stock. However, these ex-
emptions may not be available to the issuance of plan securities by
the debtor (or the resale by members of an Equity Committee) to a
large class of existing shareholders.

263 In their proposed plans, debtors have routinely concluded that any
issuance of plan securities is being made in accordance with the safe
harbor of section 1145(a)(1) of the Bankruptcy Code. See, e.g., Final
Fourth Modified Joint Chapter 11 Plan of Reorganization, In re MES Int’],
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Section 1145(a)(1) of the Bankruptcy Code applies to plan secur-
ities offered and sold in exchange for existing equity interests in the
debtor, or “principally in ... exchange” for such equity interests and
“partly for cash.”2* (emphasis added) When a rights offering is pro-
posed, satisfying the requirement of “principally in ... exchange”
can be a challenge. The SEC has taken the position that, to qualify
for the exemption, the debtor must demonstrate that the value of
interests being exchanged exceeds the value of the other considera-
tion (whether new cash or property or a combination of both) to be
contributed in exchange for such new common stock.265

For example, in Bennett Petroleum Corp., the SEC concluded that
the offer or sale of Class B Preferred Stock under the plan fell with-
in the exemption of section 1145(a)(1) of the Bankruptcy Code.266
The proposed exchange involved one share of the company’s out-
standing common stock and a cash payment equal to 75% of the
average bid price for the company’s common stock in exchange for
one share of Class B Preferred Stock.?” The debtor asserted that
because the cash payment was 75% of the average bid price for the
debtor’s common stock, the value of the debtor’s common stock
was greater than the cash payment and therefore the proposed ex-
change would be “principally” for an interest in the debtor, and
“partly” for cash.268 The SEC in Bennett Petroleum Corp. provided
no-action relief to permit the debtor to issue the Class B Preferred
Stock without registration.

The SEC reached the opposite result in Marvel Holdings Inc. In
Marvel, the SEC objected to the applicability of section 1145(a)(1)(B)
of the Bankruptcy Code because the debtor failed to demonstrate
that the value of the old common stock to be exchanged under the
plan exceeded the amount of the new cash to be contributed pur-
suant to the rights offering.?® In that case, the debtor’s plan pro-

Inc., et al., Case No. 09-14109 (Bankr. D. Del. May 27, 2010) (Docket
No. 768). There is no suggestion that the SEC believes otherwise.

264 See supra note 260 and accompanying text.

265 See, e.g., In Jet Florida Sys., Inc., SEC No-Action Letter, 1987 WL 107448,
at *7-8, 18 (Jan. 12, 1987); Bennett Petroleum Corp., 1983 WL 28907, at *3.

266 Bennett Petroleum Corp., 1983 WL 28907, at *1.
267 Id. at *3.
268 14

269 Michael Berman, The SEC Speaks in 1998, 1038 PLI/CORP 51, at 229;
see also Objection of the SEC to the First Amended Disclosure State-
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posed to issue to the holders of its old common stock for each share
of such old common stock, one-half of one share of new common
stock and one right to purchase 1.93 shares of new common stock
at a purchase price of $1.857576 per share. The implied value of the
old common stock was between $1 and $1.25 per share, and the
reorganization value of new common stock was between $2 to
$2.50 per share. Therefore, the value of the old common stock to be
exchanged under the plan was less than the amount of the new
cash to be contributed pursuant to the rights offering.

Further, members of an Equity Committee may participate in an
oversubscription offering and backstop arrangement to purchase
any shares of common stock unclaimed or not subscribed for by
other shareholders.?”0 As a result, such members may receive new
common stock at a rate disproportionate to their holdings of origi-
nal interests in the debtor. Thus, although no decision or no-action
letter addresses this point, section 1145 of the Bankruptcy Code
may also have implications for an oversubscription or backstop
feature of a rights offering. To avoid a potential violation of section
1145(a)(1) of the Bankruptcy Code pursuant to the SEC no-action
letter in Bennett Petroleum Corp., when members of an Equity
Committee exercise their full backstop rights beyond their pro rata
rights the value of interests being exchanged should exceed the
value of the consideration to be contributed (such as new cash to
pay for backstop rights and pro rata rights) in exchange for such
new common stock.

As mentioned above, plan securities issued to members of an
Equity Committee may be resold without registration by members
who are neither an “underwriter” within the meaning of section

ment relating to First Amended Joint Chapter 11 Plan of Reorganiza-
tion and First Amended Joint Plan, In re Marvel Holdings Inc., Case
Nos. 96-2066 to 96-2068 (Bankr. D. Del. Jun. 13, 1997).

270 For example, in MES Int’l, the Equity Committee proposed to raise
$70 million through a rights offering to the equity holders of the pre-
reorganized debtor fully backstopped by certain members of the Eqg-
uity Committee. In re MES Int’l, Inc., Case No. 09-14109 (Bankr. D.
Del. Apr. 29, 2010) (Docket No. 650). Later, the Equity Committee
reached an agreement with the debtor and the debtor’s noteholders
that the existing shareholders could participate in the rights offering,
but such offering was fully backstopped by certain noteholders as
opposed to by certain members of the Equity Committee. In re MES
Int’l, Inc., Case No. 09-14109 (Bankr. D. Del. May 27, 2010) (Docket
No. 768).
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1145(b)(1) of the Bankruptcy Code nor an affiliate of the reorga-
nized debtor.?”' For example, in Barry’s Jewelers, Inc., existing
shareholders of the debtor received pro rata distributions of new
warrants to purchase up to 5% of the reorganized debtor’s new
common stock under the plan.?”2 The SEC took no action against
the resale of the new warrants and new common stock issuable
upon exercise of such new warrants.273

Where the requirements of section 1145 of the Bankruptcy Code
are met, plan securities should be “exempted securities” under sec-
tion 16 of the Exchange Act, which explicitly provides that an ex-
empted security is not covered by that provision.?”* Accordingly,
coupled with the safe harbor provision of section 1125(e) of the
Bankruptcy Code, the reporting requirements of section 16(a) of the
Exchange Act and strict short-swing liability under section 16(b) of
the Exchange Act should not apply to members of an Equity
Committee with respect to purchases and sales (or sales and pur-
chases) of plan securities.

However, as discussed above, safe harbor protections do not
excuse the obligation to make section 13(d) filings. Accordingly,
members of an Equity Committee should take care not to permit
their collective participation in the plan process to cause the forma-
tion of a section 13(d) “group” that would trigger unexpected filing
obligations under section 13(d) of the Exchange Act.

B. Intersection of Bankruptcy and Traditional Corporate Law

1. Can an Equity Committee Call a Shareholders” Meeting to Re-
place the Board?

Shareholders enjoy the fundamental right to select the ste-
wards of the corporation whose shares they own. Reflecting this
right, state corporation laws typically require corporations to hold
periodic meetings for the shareholders’ election of the board of di-

271 Members of an Equity Committee are assumed not to be an “under-
writer” under section 1145(b)(1) of the Bankruptcy Code, and thus
any discussion related to qualification as an “underwriter” under sec-
tion 1145(b)(1) of the Bankruptcy Code is not within the scope of this
paper.

272 Barry's Jewelers, Inc., SEC No-Action Letter, 1998 WL 425887, at *1-5
(Jul. 20, 1998).

73 4.

274 See 15 U.S.C. §§ 78p(a)(1) and 78p(b).
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rectors and consideration of other important matters. For example,
in Delaware, corporations must hold a shareholders meeting at
least once every thirteen months.?> If the corporation fails to hold
the meeting, a shareholder can apply to the Chancery Court to
compel one to be held.?”¢ Also, the charter or by-laws of Delaware
corporations typically enable holders of more than a specified per-
centage of the outstanding common stock to call for a special meet-
ing. Although shareholders do not actually oversee the operation
of the corporation, state law and the corporation’s organic docu-
ments give them the power to appoint, remove and replace those
who do.

If the corporation is bankrupt, the question becomes whether
shareholders retain their power over corporate governance and, if
so, who exercises that power: the individual shareholders or an
Equity Committee. Very few reported cases address these issues.
As discussed above,?”7 in the seminal case, In re Johns-Manville Cor-
poration, the Second Circuit considered whether the bankruptcy
court could enjoin an Equity Committee from prosecuting a Dela-
ware action to compel the debtor to hold a shareholders” meeting.
After the debtor and its creditor constituencies had reached agree-
ment on a plan of reorganization that, if implemented, would di-
lute existing equity by 90%, the Equity Committee filed the Dela-
ware action, for the stated purpose of replacing the board with new
directors who would consider withdrawing the objectionable plan.
The bankruptcy court enjoined the lawsuit under section 105(a) of
the Bankruptcy Code?”® on the grounds that the lawsuit “has the
potential to derail the entire Manville reorganization,” which had
taken years to bring to the point of consensus among the debtor
and its creditors. The district court affirmed and held that the Equi-
ty Committee intended either to “torpedo” the reorganization or to
acquire a bargaining chip in further plan negotiations.?”®

On appeal, the Second Circuit reversed and remanded. Relying
on the pre-Code decision in In re Bush Terminal Co., 20 the court

275 Del. Gen. Corp. Law § 211(c).
276 4.

277 See Section ILE.2.b supra.

278 See note 203 supra.

279 ]d. at 64.

280 78 F.2d 662, 665 (2d Cir. 1935) (holding that, since shareholders are
entitled to be represented by directors of their choice, court may en-
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held that shareholders of a bankrupt corporation are entitled to
exercise their governance rights, unless doing so would give rise to
“clear abuse.” Merely seeking to acquire leverage in plan negotia-
tions would not constitute clear abuse, nor would the possibility
that replacing the board might lead to delay or outright stalemate
with other constituencies. The Second Circuit applied a higher
standard: did the Equity Committee’s actions seriously threaten or
jeopardize the debtor’s prospects of reorganization? In other words,
whether an Equity Committee desires to defeat a particular plan,
even one that took the debtor and creditors years to negotiate, is
not determinative; to issue an injunction, the bankruptcy court
must find that the Equity Committee’s actions put the entire case at
risk of failure.28! Further, the court must find that the debtor
would suffer irreparable injury if the Equity Committee

were allowed to proceed.2 Lastly, in dicta, the Second Circuit
said that, if a debtor is insolvent, then denial of an Equity Commit-
tee’s effort to call a shareholder meeting might be proper even
without a showing of clear abuse by the Equity Committee, since
the shareholders of insolvent debtors are not the “real parties in
interest.”28 Thus, Manwille stands for the proposition that an Equity

join shareholders’” meeting only in extraordinary circums-
tances where the harm is “disproportionate to the good ob-
tainable”).

281 See also Heck’s Properties, 151 B.R. at 760 (“clear abuse” standard
means that committee must be “motivated by a bad faith desire to
risk rehabilitation altogether”).

282 See Manville, 801 F.2d at 68 (stating that a finding of “clear abuse”
would not necessarily lead to one of “irreparable injury”). It is
difficult to envision circumstances under which the former
threshold is met and the latter is not.

283 Id. at 65, n.6. Unfortunately, the Second Circuit provided no
guidance as to how litigation with respect to solvency should
proceed at the stage of the bankruptcy case in which a Man-
ville issue might typically arise (i.e., after the debtor has pro-
posed a plan to which the Equity Committee objects, but be-
fore the confirmation hearing on that plan). To force an Equity
Committee to wait until the confirmation hearing would ar-
guably deprive the Equity Committee of its right under Man-
ville to install a board to withdraw that very same plan. On the
other hand, litigating the issue of the debtor’s solvency prior
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Committee of a solvent debtor (or at least of a debtor not yet prov-
en to be insolvent) may proceed with the replacement of the deb-
tor’s board, unless the bankruptcy case would collapse as a result.

However, Manville does not address, much less resolve, the
threshold question of whether an Equity Committee has the power
under the Bankruptcy Code to bring a state court lawsuit at all.
Section 1103(c) of the Bankruptcy Code? enumerates four specific
categories of actions in which an Equity Committee (or a creditors’
committee) may engage, none of which expressly authorizes the
filing of non-bankruptcy court lawsuits. Moreover, several courts
have held that the fifth catch-all category (i.e., performing “such
other services as are in the interest of those represented”) does not
give a statutory committee the authority to engage in activities out-
side of bankruptcy court.

For example, in In re Dow Corning Corporation,?? the tort clai-
mants’ committee requested court approval to expand the services
of its counsel to include lobbying activities. The committee argued
that the debtor was lobbying the Food and Drug Administration to
lift a moratorium on the debtor’s products (i.e., silicone implants)

to the confirmation hearing would promote the type of piece-
meal litigation that courts typically endeavor to avoid, since
solvency might be an important issue raised by the plan. The
Second Circuit also left unaddressed other important issues,
such as who would have the burden of proof on solvency.

24 Section 1103(c) of the Bankruptcy Code provides that “[a] commit-
tee appointed under section 1102 of this title may — (1) con-
sult with the trustee or debtor in possession concerning the
administration of the case; (2) investigate the acts, conduct, as-
sets, liabilities, and financial condition of the debtor, the oper-
ation of the debtor’s business and the desirability of the conti-
nuance of such business, and any other matter relevant to the
case or to the formulation of a plan; (3) participate in the for-
mulation of a plan, advise those represented by such commit-
tee of such committee’s determinations as to any plan formu-
lated, and collect and file with the court acceptances or rejec-
tions of a plan; (4) request the appointment of a trustee or ex-
aminer under section 1104 of [the Bankruptcy Code]; and (5)
perform such other services as are in the interest of those
represented.” 11 U.S.C. § 1103(c).

25199 B.R. 896 (Bankr. E.D. Mich. 1996).
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and was seeking federal legislation to protect implant manufactur-
ers from liability. Without the ability to lobby against the debtor,
the committee would be unable to counteract the detrimental effect
that the debtor’s efforts, if successful, would have on the commit-
tee’s constituency.

The Dow Corning court held that section 1103(c)(5) of the Bank-
ruptcy Code must be read in harmony with subsections (c)(1)
through (c)(4). The common factor in subsections (c)(1) through
(c)(4) is that the enumerated actions, such as formulating a reor-
ganization plan or requesting a trustee, all take place within the
reorganization itself, not outside of it. Thus, the court construed
section 1103(c)(5) of the Bankruptcy Code as authorizing a statuto-
ry committee only to engage in ancillary actions inside of the case
and denied the lobbying request.?® Under Dow Corning’s logic, an
Equity Committee would have no power to sue the debtor in state
court to compel a shareholders” meeting.

If Equity Committees are restricted from suing debtors outside
of bankruptcy court, the question then arises as to whether an Eq-
uity Committee can sue the debtor for the same purpose in bank-
ruptcy court. At least one court has said yes. In New York Trap Rock,
the Equity Committee sought court approval to retain Delaware
counsel to prosecute a Chancery Court action compelling the deb-
tor to call an annual meeting for the purpose of electing new direc-
tors. The court denied this request and stayed further prosecution
of the Delaware action. However, the court held that the Equity
Committee did have the power under section 1103(c)(5) of the
Bankruptcy Code to come before the bankruptcy court and seek
enforcement of a by-law provision requiring the calling of a meet-
ing.?” The court also stated in dicta that the debtor’s individual

86 Id. at 903; cf. In re Eagle-Picher Indus., Inc., 167 B.R. 102, 103
(Bankr. S.D. Ohio 1994) (denying request of Equity Committee
for the reimbursement of fees incurred in attempting to pre-
vent a de-listing of the debtor’s common stock; stating that “[a]
distinction must be made between services which benefit
shareholders, and services which benefit shareholders for
which the bankruptcy estate should pay.”).

287 New York Trap Rock, 138 B.R. at 423 (“Clearly, an official Equity
Committee has standing as a party in interest to apply to the bank-
ruptcy court for an order compelling the debtor’s directors to comply
with ... the debtor’s own by-laws.” ). The court side-stepped the ques-
tion of whether the Equity Committee was a “stockholder” within
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shareholders clearly have standing to bring an action in the Dela-
ware courts to compel an annual meeting.2%8

The theme of Manville and the other cases described above is
this: normal corporate governance does not stop completely at the
door of bankruptcy. Shareholders or their representatives are en-
titled to replace the debtor’s board, but they cannot do so if their
purpose, or the likely effect of their action, is to jeopardize the deb-
tor’s emergence from chapter 11. Moreover, at least according to
the later cases, Equity Committees can only sue in the bankruptcy
court itself to enforce the debtor’s by-laws, and not in state court.
Inasmuch as Equity Committees are creatures of the Bankruptcy
Code, this latter restriction makes sense. An Equity Committee
should arguably be able to pursue the corporate governance rights
of shareholders in appropriate circumstances (i.e., where the debtor
is solvent and there is no “clear abuse”), but only before the court
which generally has supervisory authority over it and is familiar
with the reorganization.

The analogous question is whether courts should impose a
similar venue restriction on individual shareholders. It would seem
logical that all litigation over an issue as fundamental as the deb-
tor’s corporate governance should be brought before the bankrupt-
cy court, regardless of the identity of the plaintiff. This is particu-
larly true when the litigation is brought late in the case, as a tactic
to enhance the shareholders’ bargaining power against other con-
stituencies. However, exercising control over individual share-
holders in this manner would not have an explicit basis in the
Bankruptcy Code (beyond, perhaps, section 105(a), and unlike sec-
tion 1103 as applied to Equity Committees) and might run contrary
to the disinclination of at least some bankruptcy courts to “interfere
with corporate democracy.” 2%

the meaning of DGCL § 211(c) and therefore had standing to bring an
action under that section, since the Equity Committee abandoned its
section 211(c) action and was instead suing to enforce the debtor’s
by-laws. Cf. Prickett v. Am. Steel and Pump Corp., 251 A.2d 576, 578
(Del. Ch. 1969) (receiver appointed by federal court to take action as a
shareholder of defendant may bring Delaware action to compel
shareholders” meeting).

28 d. at 423 (citing In re Mid-America Petroleum, Inc., 71 B.R. 140,
142 (N.D. Tex. 1987)) (individual shareholder may seek to re-
place entire board of debtor).

289 I4.
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Ironically, an Equity Committee’s success in pursing the share-
holders” corporate governance rights might call into question the
need for the continued existence of the Equity Committee itself. For
example, if as a result of an Equity Committee’s efforts, a new
board of directors is elected by the shareholders, other parties
might argue that the shareholders are now “adequately
represented” and that a statutory committee, paid for by the estate,
is no longer necessary to represent their interests.

V. FIDUCIARY DUTIES OF AN EQUITY COMMITTEE

A. Duties of the Board vs. The Equity Committee

It is universally held that directors stand in a fiduciary relation-
ship to the corporation they serve and its shareholders. Inasmuch
as corporate directors occupy a fiduciary capacity, they must exer-
cise the utmost good faith in all transactions touching their duties
to the corporation and its property. In other words, a director of a
corporation owes the corporation complete loyalty, honesty and
good faith.2% Thus, it has been expressly held that a director’s pri-
mary duty is to act totally for the benefit of the corporation with
the objective of maximizing its enterprise value.?! Accordingly, as
fiduciary, a director may not pursue a private advantage at the ex-
pense, or to the detriment, of the corporation.

Although the Bankruptcy Code does not expressly provide that
members of official committees are fiduciaries, it has been clearly
established by case law that an Equity Committee and its members
owe a fiduciary duty to the debtor’s shareholders (and, in contrast
to the debtor’s board, not to the corporation or the debtor-in-
possession).?2 In In re Johns-Manville Corporation,? Judge Lifland

290 Fletcher Cyclopedia Corporations, § 837.50 Directors, Other Officers
and Agents (2009); see also Gully v. Nat'l Credit Union, 341 F.3d 155,
165 (2d Cir. 2003) (applying New York law; stating that “[a] corpo-
rate officer’s fiduciary duty includes discharging corporate responsi-
bilities “in good faith and with conscientious fairness, morality and
honesty in purpose’” and displaying ‘good and prudent management
of the corporation.””) (quoting Alpert v. 28 Williams St. Corp., 63
N.Y.2d 557, 569 (1984)).

D1 Edelman v. Fruehauf Corp., 798 F.2d 882, 887 (6th Cir. 1986).

22 See In re Drexel Burnham Lambert Group, 138 B.R. 717, 722 (Bankr.
S.D.N.Y. 1992), affd, 140 B.R. 347 (S.D.N.Y. 1992); Johns-Manuville, 60
B.R. at 853-54 n.23; Penn-Dixie Indus., 9 B.R. at 944; see also Section IL.E
supra.
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held that “it is well-established that a holder of a claim or an equity
interest who serves on a committee undertakes to act in a fiduciary
capacity on behalf of the members of the class he represents.”2%
Subsequently, in In re Microboard Processing, Inc.,* the court ex-
pressly stated that “[a] creditors committee and its members owe
no duty to the debtor or the estate.... A committee and the holders
of claims who serve on it only have a fiduciary duty to the parties
or class represented.”?% The same rule applies to Equity Commit-
tees and their members.?” Likewise, members of an Equity Com-
mittee, serving as fiduciaries, are not permitted to act in their own
interest as a group to acquire, hold or dispose of plan securities.?*

In Johns-Manville, Judge Lifland explained the policy reasons
behind the foregoing rule: “In the case of reorganization commit-
tees, these fiduciary duties are crucial because of the importance of
committees. Reorganization committees are the primary negotiat-
ing bodies for the plan of reorganization. They represent those
classes from which they are selected. They also provide supervi-
sion of the debtor and execute an oversight function in protecting
their constituent’s interest.”2%

2% 26 B.R. 919 (Bankr. S.D.N.Y. 1983)
24 [d. at 924 (citations omitted).

25 95 B.R. 283 (Bankr. D. Conn. 1989).
2% Id. at 285 (citations omitted).

297 H. Miller & M. Cook, A Practical Guide to the Bankruptcy Reform Act, at
527, n. 78 (declaring that the members of an Equity Committee are
presumed to have undertaken fiduciary responsibilities identical to
those assumed by the members of a creditors’ committee). But see
Drexel, 138 B.R. at 722 (stating that the fiduciary duties of Equity
Committees and their members extend to the class of shareholders as
a whole and not to individual members of the class).

298 Whether such a limitation might also apply to members of an ad hoc
equity committee is an issue of keen interest to the investing com-
munity. Compare In re Washington Mut., Inc., 419 B.R. 271, 279 (Bankr.
D. Del. 2009) (suggesting, without deciding, that members of an ad
hoc committee may owe fiduciary duties to other members of the re-
levant class) with Charter Commc’ns, 419 B.R. at 249 (holding that
bondholders who functioned as an ad hoc committee were able to act
in their own interests in the formulation and negotiation of a plan).
See Section IV.A supra regarding treatment of Equity Committee
members as a “group” for securities law purposes.

29 Johns-Manville, 26 B.R. at 925.
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This fiduciary duty prohibits members of an Equity Committee
from maximizing their own interests at the expense of other share-
holders. The breach of an Equity Committee member’s fiduciary
duty to shareholders has the following consequences: (1) the mem-
ber can be removed from the Equity Committee; (2) the member’s
vote on the plan can be designated under section 1126(e) of the
Bankruptcy Code; (3) the member’s claim or interest can be equita-
bly subordinated under section 510(c) of the Bankruptcy Code; or
(4) an action may be brought by “an aggrieved party for damages
or to force disgorgement of benefits improperly received by the
committee member.” 30 Although limited immunity may be
granted to members of an Equity Committee with respect to their
fiduciary duties and to release them from liability absent willful
misconduct,?0! the existence of such duties would still create poten-
tial risks for members of an Equity Committee who do not act in
the best interests of all shareholders.

Given the differences between the duties of a debtor’s directors
and Equity Committee members set forth above, a strong argument
can be made that a debtor’s board of directors are not “adequately
representing” the interests of equity holders.32 To be sure, the ef-
forts of the directors to maximize enterprise value and create a ris-
ing tide, if successful, may inure to the economic benefit of the
stockholders. An Equity Committee and its constituents, on the
other hand, could conceivably benefit from conduct that might ad-
versely affect the debtor’s value if, as Judge Abram noted, they
were successful in “negotiating over the terms of what is in essence
a gift,”33 conduct that would be consistent with the committee’s
exclusive fiduciary duty to its constituents to maximize their re-
covery.3% Moreover, in Advisory Committee of Major Funding Corp. v.
Sommers,?0 the Court of Appeals for the Fifth Circuit stated that an

300 See 7 Collier on Bankruptcy § 1103.05[4][a] (Alan N. Resnick & Henry J.
Sommer eds., 16th ed. 2010).

301 Drexel, 138 B.R. at 722 (finding that “[t]he Plan’s ‘willful misconduct’
standard strikes the proper balance between breach of duty and li-
mited immunity”).

302 See Section ILE supra.
303 Emons, 50 B.R. at 694.

304 Michael S. Lurey, et al., The Role of the Chapter 11 Creditors” Committee,
546 P.L.I./Comm. 171 (1990).

305 109 F.3d 219 (5th Cir. 1997).
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official committee has a “duty” rather than just the “power” to
“use any tool available under Section 1103 to accomplish its goal of
acting in the best interests of [its constituency].”3%

Clearly, the foregoing standard could not apply to Equity
Committee members were they burdened with a duty to the corpo-
ration and all of its competing constituencies. Based upon the fore-
going, it is fairly evident that the existence of an active board of
directors does not constitute a basis for denying a motion to ap-
point an Equity Committee pursuant to section 1102(a)(2) of the
Bankruptcy Code.

B. What Behavior Results in Vote Designation?

Assuming that equity interests are permitted to vote on a plan
of reorganization,3” the voting rules present in the Bankruptcy
Code and the Bankruptcy Rules will apply to holders of equity in-
terests, including members of an Equity Committee. In particular,
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, or was not solicited or procured in good
faith or in accordance with the provisions of this title.”3% This pro-
vision is permissive, not mandatory, and a bankruptcy judge has
discretion in designating votes.3? The Bankruptcy Code does not
define the phrase “good faith.” As such, the definition of “good
faith” must be found in case law.

In In re Dune Deck Owners Corp.,?10 the court noted that bad faith
may be found where a claim holder attempts to extract or extort a

306 [d. at 224.

307 Often, holders of equity interests receive no value on account of such
interests under a debtor’s chapter 11 plan and, thus, are deemed to
have rejected such plan. See 11 U.S.C. § 1126(g) (providing that “a
class is deemed not to have accepted a plan if such plan provides that
the claims or interests of such class do not entitle the holders of such
claims or interests to receive or retain any property under the plan on
account of such claims or interests”).

308 11 US.C. § 1126(e).

309 See Century Glove, 860 F.2d at 97 (stating that section 1126(e) of the
Bankruptcy Code “grants the bankruptcy court discretion to sanction
any conduct that taints the voting process, whether it violates a spe-
cific provision or is in ‘bad faith.””).

810 175 B.R. 839 (Bankr. S.D.N.Y. 1995).
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personal advantage not available to other creditors or equity hold-
ers in the class, or where a creditor or equity holder acts in further-
ance of an ulterior motive, unrelated to its claim or its interests as a
creditor. The Dune Deck Owners court went on to cite several
“badges of bad faith,” including efforts to: (1) assume control of the
debtor; (2) put the debtor out of business or otherwise gain a com-
petitive advantage; (3) destroy the debtor out of pure malice; or
(4) obtain benefits available under a private agreement with a third
party which depends on the debtor’s failure to reorganize.’!! Some
courts have held that some type of wrongdoing must be present to
evidence bad faith.312 The burden on a party seeking to have a bal-
lot disallowed is heavy.313 Designation of a creditor’s or an equity
holder’s vote is a drastic remedy, and as a result, designation of
votes is the exception, not the rule.314

The leading case on the first badge of fraud - an attempt to as-
sume control of the debtor - is In re Allegheny Int’l, Inc.,%1 albeit in
the creditor context. In Allegheny, a plan proponent, Japonica Part-
ners, purchased claims against the debtor at increasing prices (even
after the debtor had filed a plan of reorganization) in order to gain
control of the reorganized debtor and block confirmation of an al-
ternative plan that would have denied Japonica Partners the oppor-
tunity to acquire such control. The Allegheny court ruled that, pur-
suant to section 1126(e) of the Bankruptcy Code, the purchase of
claims was not executed in good faith, and the court disqualified
Japonica Partners” vote against the debtor’s plan. The court noted
that “[t]he particular claims that Japonica purchased, and the man-
ner in which they were purchased, can be used to determine their
intent” (the claims were acquired at a price as high as 95 cents on
the dollar).31¢ Japonica was determined to be acting with a purpose
to take over and control the reorganized debtor, a purpose funda-
mentally different than the normal desire of any creditor to maxim-
ize recovery on its claim against the debtor. Such acts were “in aid

811 [d. at 844-45; see also In re Adelphia Commc’ns Corp., 359 B.R. 54, 60
(Bankr. S.D.N.Y. 2006).

312 Adelphia, 359 B.R. at 60.

313 Id. at 61.

314 4

315 118 B.R. 282 (Bankr. W.D. Pa. 1990).
316 Id, at 289.
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of an interest other than an interest as a creditor.”” The court de-
termined that votes must be designated where a creditor has cast
his vote with an ulterior purpose aimed at gaining some advantage
to which it would not otherwise be entitled in its position.

In what was deemed “a classic case for application of the Alleg-
heny doctrine,” the bankruptcy court for the Southern District of
New York designated the vote of DISH Network Corporation
(“DISH”) in In re DBSD North America, Inc.3'8 DISH had purchased
all claims within a certain class at par, knowing that the plan pro-
posed replacing the debt in this class with an amended financing
facility that DISH did not want.?!® A senior officer at DISH admit-
ted that “there was no determination made that it made financial
sense to buy this debt.”320 The court noted that “[w]hen an entity
becomes a creditor late in the game paying 95 [cents] on the dollar
(as in Japonica), or 100 [cents] on the dollar, as here, the inference is
compelling that it has done so not to maximize the return on its
claim, acquired only a few weeks earlier, but to advance an “ulte-
rior motive” condemned in the caselaw.”32! Further, DISH had ac-
quired claims after the debtor proposed its plan of reorganiza-
tion.32 DISH’s own documents revealed that DISH desired “to ob-
tain a blocking position” and “control the bankruptcy process for
this potentially strategic asset.”32

Ultimately, DISH's true purpose of acquiring debt and using it
to vote to advance DISH’s effort to take control of the debtor was
found to be as plain as in Allegheny. In closing, the DBSD court en-
couraged Congress “to modify the Code to authorize Bankruptcy
Judges to designate creditor votes for overly-aggressive and other
egregious conduct even when the creditors are trying to increase

317 Id. (quoting In re P-R Holding Corp., 147 F.2d 895, 897 (2d Cir. 1945)).

318 421 B.R. 133 (Bankr. S.D.N.Y. 2009), aff'd, Sprint Nextel Corp. v. DBSD
N. Am., Inc. (In re DBSD N. Am., Inc.), No. 09-10156, 2010 WL 1223109
(S.D.N.Y. Mar. 24, 2010), aff'd in relevant part and rev’d in part, DISH
Network Corp. v. DBSD N. Am., Inc. (In re DBSD N. Am., Inc.), No. 10-
1175, 2011 WL 350480 (2d Cir. Feb. 7, 2011).

319 Id. at 140.

320 14
321 Id.
322 4.

525 Id. at 140-41.
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returns on long positions.”32* The Second Circuit, finding that
DISH had impermissibly “purchased the claims as votes it could
use as levers to bend the bankruptcy process toward its own stra-
tegic objective of acquiring DBSD’s spectrum rights, not toward
protecting its claim .... [but to] divert[ ] the progress of the pro-
ceedings to achieve an outside benefit,” affirmed the bankruptcy
court’s designation of DISH's vote.32

By contrast, the same court elected not to designate the votes of
a class of creditors in In re Adelphia Communications Corporation. In
Adelphia, Judge Gerber noted that “[t]he ability to vote on a reor-
ganization plan is one of the most sacred entitlements that a credi-
tor has in a chapter 11 case. And in my view, it should not be de-
nied except for highly egregious conduct - principally, seeking to
advance interests apart from recovery under the Plan, or seeking to
extract plan treatment that is not available for others in the same
class.”320 The targeted creditors in Adelphia had entered into a set-
tlement with the debtor and thereby allegedly extracted special
consideration for themselves in the form of releases, exculpation
and fee awards (which consideration was not awarded to other
members of their voting classes who had voted against the settle-
ment). The targeted creditors were also accused of voting their
claims for the ulterior purpose of benefiting other claims they held
against the debtor. The court determined that such matters may
warrant confirmation objections, but they did not warrant designa-
tion of the targeted creditors’ votes. The court went on to express
its “distaste” for the activities of the targeted creditors, but refused
to “disenfranchise creditors from their statutory rights” on account
of “activities that, while distasteful and heavy handed, are suffi-
ciently within what the law permits, and sufficiently tied to max-
imize creditor recoveries.”3%”

The same standard of review should apply to equity holders in
situations where the debtor’s value reaches equity. In cases where
the equity class or classes recover no value, they are “deemed” to
have rejected the plan pursuant to section 1126(g) of the Bankrupt-
cy Code (and, thus, do not vote on a plan of reorganization). Equity

324 [d. at 142.

35 DISH Network Corp. v. DBSD N. Am., Inc. (In re DBSD N. Am., Inc.),
No. 10-1175, 2011 WL 350480, at *17-20 (2d Cir. Feb. 7, 2011)

326 Adelphia, 359 B.R. at 56-57.
327 Id. at 63.
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holders in such cases could pursue some “bad faith” objective
through their various corporate governance rights, which efforts
courts would probably address under section 105(a) of the Code, as
opposed to section 1126(e) of the Bankruptcy Code.328 Conversely,
in those cases where equity is the fulcrum class in the capital struc-
ture, interest holders could be guilty of violating any one of the
enumerated “badges of bad faith,” resulting in the designation of
their votes. Congress actually anticipated this outcome when it
drafted section 1126(d) of the Bankruptcy Code, which provides
that “[a] class of interests has accepted a plan if such plan has been
accepted by holders of such interests, other than any entity designated
under subsection (e) of this section” (emphasis added).

C. What If Some/All Members of an Equity Committee Wish to Back-
stop a Rights Offering?

It is not unheard of for the members of an Equity Committee to
take an active role in a rights offering, or even to draft a rights of-
fering and assemble a group of investors to backstop the same.?? It
is conceivable that the members of an Equity Committee could
themselves backstop a rights offering, in which case, they would
still be bound by their fiduciary duties to the class of equity hold-
ers.%0 The members” motives in backstopping the rights offering
would play a central role in determining whether those fiduciary
duties were being met in the event the question was raised.

Take, for example, a situation in which members of an Equity
Committee decide to backstop a rights offering for the specific rea-
son that they desire to obtain control of the debtor. The members of
these Equity Committee then structure the rights offering in such a
way to virtually guarantee that they will become the majority in-
terest holders at the offering’s completion. In such a case, are the
Equity Committee members running a serious risk of being re-
moved from the committee for breach of their fiduciary duty to

328 See In re Johns-Manville Corp., 52 B.R. 879, 889-90 (Bankr. S.D.N.Y.
1985), aff'd 60 B.R. 842 (S.D.N.Y. 1986), rev’d on other grounds, 801 F.2d
60 (2d. Cir. 1986) (affirming ability of bankruptcy court to police
abuses of corporate governance rights through resort to section 105(a)
of the Bankruptcy Code).

329 See, e.g., In re Gadzooks, Inc., 352 B.R. 796, 800 (Bankr. N.D. Tex. 2006),
rev’d on other grounds, Kaye v. Hughes & Luce LLP, No. 3:06-CV-01863-
B, 2007 WL 2059724 (N.D.Tex. Jul. 13, 2007).

330 See Section V.A supra.



Best Practices: Equity Committees / 99

their constituents and/or vote designation based on the first of the
badges of bad faith outlined above and as seen in the Allegheny de-
cision?

Taking control of the debtor by equity is not problematic in
every situation. Pursuant to section 1103(c)(2) of the Bankruptcy
Code, an Equity Committee may “investigate the acts, conduct,
assets, liabilities, and financial condition of the debtor, the opera-
tion of the debtor’s business and the desirability of the continuance of
such business, and any other matter relevant to the case or to the
formulation of a plan.”%1If the members determine that it is not
desirable that the debtor’s business continue, and if the members
further determine that the most efficient way to see that the debtor
does not continue in business is to wrest control of the organization
by way of exercising their rights as stockholders,332 so long as the
members of the Equity Committee hold the belief in good faith and
based on sound reasoning, it would seem that their action is ex-
pressly permitted by section 1103(c)(2) of the Bankruptcy Code,
and they will not suffer the designation of their votes or removal
from the committee.

By way of contrast, if the members of an Equity Committee are
acting in furtherance of their own personal interests, and not on
behalf of their constituency, and specifically so as to secure benefits
for themselves which will not also be made available to other equi-
ty holders, such members would run afoul of both the first and the
fourth badges of bad faith outlined above, and would surely also
violate their fiduciary duties.

Lastly, there is the issue of the underwriting fee to be paid to
the members who have agreed to backstop the offering. Normally
the amount of this up-front fee is negotiated between the plan pro-
ponent and the brokerage house that has agreed to underwrite the
offering (making it an arm’s length process). When committee
members are involved, their fiduciary duties to the class they
represent may make it somewhat difficult to demand a certain fee.
Counsel should be especially mindful of this potential conflict. Ad-
ditionally, one might consider retaining an expert in the area to
advise the Equity Committee as to the reasonableness of the pro-
posed fee arrangement.

3111 US.C. §1103(0)(2).
332 See Sections ILE and IV.B.1 supra.



100 / American College of Bankrupcy

D. Duties of a Committee “Out of the Money”

It is fairly well established that no Equity Committee should be
appointed when it appears that a debtor is hopelessly insolvent.333
Assume that an Equity Committee has been appointed before eve-
ryone realizes that the debtor is, in fact, hopelessly insolvent or that
equity will not receive a meaningful distribution. What should the
Equity Committee and its counsel do? As a matter of prudent prac-
tice, the Equity Committee should not choose simply to do nothing.
The potential liability of an inactive Equity Committee to its consti-
tuents mandates that it must either continue to exercise its powers
and observe its duties as prescribed by section 1103 of the Bank-
ruptcy Code or it should seek to disband.

In In re ABC Automotive Products Corporation,3** the bankruptcy
court was confronted with an unusual situation arising from the
actions of a law firm that held proxies from a majority of Equity
Committee members. In the court’s discussion of the committee’s
fiduciary duties to its constituents, it noted that “[w]hile Section
1103(c) is framed in discretionary language, exercise of certain of
the enumerated functions has been found to be not necessarily
permissive.”3% Subsequently, the court observed that

[tlhis view raises an interesting issue regarding the potential
liability of an inactive and ineffective committee for failing to
exercise its statutory powers. Addressing this issue, one law re-
view article comments: “Few decisions under the Code impose
liability on committees or their members for failing to exercise
the statutory powers that enable committees to participate ac-
tively in the reorganization process. Perhaps the same apathy
and sense of hopelessness which often results in inactive com-
mittees also produces creditors who fail to consider whether the
committee properly represented their interests.... However,
heightened awareness among creditors and their counsel about
the committee’s responsibilities to those it represents may result
in the emergence of claims against inactive committees and
committee members. Such claims might prompt the committee
... to carry out more fully and effectively the role Congress in-
tended them to play in the reorganization process.336

333 See Section IL.C.5 supra.
34 210 B.R. 437 (Bankr. E.D. Pa. 1997).
35 Id. at 441.

36 Id. at n.7 (quoting Peter C. Blain & Diane Harrison O’'Gawa, Creditors’
Committees Under Chapter 11 of the United States Bankruptcy Code: Crea-
tion, Composition, Powers and Duties, 73 Marq. L. Rev. 581, 615 (1990)).



Best Practices: Equity Committees / 101

In light of the foregoing, it would seem that no Equity Commit-
tee member who understands the nature and ramifications of its
fiduciary duties would want to put herself at personal risk in a case
where the debtor is hopelessly insolvent or where it appears that
equity will not be entitled to a distribution. Consequently, when
members find themselves in such a situation, the Equity Commit-
tee should either continue to exercise its powers and duties under
section 1103 of the Bankruptcy Code or direct its counsel to petition
either the court or the U.S. Trustee to disband. In sum, the onus
appears to be on the Equity Committee to formally disband even
when it is otherwise apparent to everyone involved that the prepe-
tition equity will not be entitled to a distribution under the plan of
reorganization.3¥”

VI CONCLUSION

Since the enactment of the Bankruptcy Code (which abandoned
the rigid application of the absolute priority rule in consensual re-
organizations), and particularly over the last ten years in mega cas-
es, bankruptcy courts and the U.S. Trustee have been receptive to
requests for the appointment of Equity Committees. Despite their
recent prevalence, however, the standards governing Equity
Committees (e.g., standards governing appointment, disbanding,
fiduciary duties and status under securities law) remain relatively
ambiguous. Likewise, the respective roles of bankruptcy courts and
the U.S. Trustee in applying and enforcing these standards are not
clearly delineated. As the reorganization landscape grows more
unfriendly to equity holders (i.e., with deviations from the absolute
priority rule becoming relatively scarce and, moreover, being re-
versed by some courts when they do occur), clarification of these
standards and roles might serve to further encourage the consen-
sual reorganizations — negotiated by all parties in interest —
promised by the adoption of the Bankruptcy Code. When Congress
next turns its attention to a review of the Bankruptcy Code, clarifi-
cation of the formation, function and obligations of official Equity
Committees would prove helpful.

337 See Section III supra regarding disbanding Equity Committees.





