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Introduction
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Claims Trading as a Form of Investing

There is a large and liquid market for trading bankruptcy claims. 
— Allows creditors to expedite payment and limit recovery risks.
— Allows investors to aggregate claims and generate returns.  
— Liquidity in the market creates efficiencies and puts claims in the hands of sophisticated 

distressed investors.

Sales can be bilateral, or can take place via auction.

Hedge fund involvement in the market peaked between 2010-12, with hedge funds holding ~$300b in 
‘distressed assets’ in 2008.  Since then, claims trading has declined in volume but remains active.
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Types of Claims Traded

Financial claims
— Loans—Require an assignment form
— Structured Notes—e.g., Lehman Brothers Treasury BV-issued structured notes
— Debt Securities—Typically paperless, but sometimes documents are needed 

(e.g., chapter 11 guarantor claims)
— Swaps and Other Derivative Instruments (Termination Amounts)—Typically documented like 

trade claims

Administrative claims (typically 503(b)(9) claims)

Vendor and trade creditor claims

Lease/equipment lease rejection claims

Mechanic’s lien claims

Participations in the foregoing
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Aggregating Positions to Influence Case

Common reason for purchasing claims is to aggregate positions, as large claimholders are 
— More likely to exert influence on the bankruptcy process and have a seat at the negotiating table; and  
— May gain access to investment opportunities in the bankruptcy case (e.g., rights offering backstop 

agreement or other plan sponsor opportunities).

Investors typically focus on the “fulcrum security,” the security most likely to be converted to equity 
under a plan.

Potential Risks:
— Not the Fulcrum (claim may be subject to reinstatement, cram up, cram down, classification)
— Equitable Subordination and Other Disabilities (misconduct can result in subordination of claims)
— Vote Designation (acting as competitor, not as creditor seeking to maximize returns)  
— Lack of Numerosity (need more than ½ in number to carry a class)
— Special Issues for Insiders (need to have at least one impaired consenting class, not including claims 

held by insiders, subject to equitable subordination, etc.)
— Limit on Involuntary Petitions (transferee must certify that it did not purchase claims with intent 

to file an involuntary petition, per Bankruptcy Rule 1003(a))
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Aggregating to Create a Blocking Position

Requires 1/3 in amount of claims in class.

This is not per se improper or in bad faith, but need to avoid behavior that will trigger court 
designation of votes under § 1126(e).
— Obtaining blocking position for purpose of strategic transaction is impermissible.  DISH Network 

Corp. v. DBSD North America, Inc. (In re DBSD North America, Inc.) 634 F.3d 79, 104 
(2d Cir. 2011)

— Other examples of impermissible motives include claim purchases:
• By a non-creditor solely to harm another creditor in an unrelated dispute, 
• By a competitor of a debtor to destroy the debtor, or 
• By a frustrated potential buyer to attempt to block a higher or better sale offer after its own offer is rejected.  

See In re Figter Ltd., 118 F.3d 635 (9th Cir. 1997)
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Laws Governing Claims Trading



9

Generally Applicable Bankruptcy Law

BR 3001(e)(1-4): Rules regarding filings of proof of claim.
— If a claim is transferred before a proof of claim is filed, the transferee must file the proof of claim.
— If a claim is transferred before a proof of claim is filed, the transferee must file evidence of 

the transfer with the court.

Disabilities/Disallowances
— § 502(d): Claims held by a creditor that received a preference or fraudulent conveyance 

are disallowed until the preferential transfer or fraudulent conveyance is repaid.
• Therefore, payment on claims can be delayed until a preference / fraudulent conveyance action is resolved.

— § 510(c): Provides for equitable subordination of a claim if the claimant was found to engage 
in inequitable conduct.

— § 1126(e): Votes can be designated where inequitable conduct has taken place.
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Securities Laws

Claims are generally not viewed as securities; more difficult to draw the line once the claims 
become a “laundry ticket” to securities. 

— The purpose of § 1145 is to give debtors flexibility in formulating plans of reorganization and 
to reduce the costs and burden of issuing new securities, realizing that all solicitation materials 
will be reviewed and approved by a court.

— These exemptions are not available to underwriters or affiliates of the issuer.
• § 1145(b) defines underwriters as an entity who purchases a claim or an interest in the debtor “with a view to” 

distribute the security, professional resellers, an entity that offers to buy securities under a plan whose business 
is the distribution of securities, or an issuer or control person.
• Underwriters can still be exempt under § 1145’s ordinary trading safe harbor, unless the underwriter is an 

issuer (as defined in the Securities Act) or affiliate

— After a disclosure statement or plan confirmation, the ordinary trading transaction safe harbor 
becomes 
critical in order to remain protected by § 1145.

§ 1145 exempts many transactions of securities of a debtor from SEC registration. 
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Risk of Disabilities Traveling with Claim
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Treatment of Disallowance and other Disabilities

Courts have taken two main approaches to disabilities:
1. Disabilities remain with original creditor unless the transfer is an assignment (Enron II, S.D.N.Y.)

• Disallowances of a claim under 502(d) or equitable subordination of a claim under 510(c) depend on the actions 
and status of the original creditor/transferor if the transfer was an assignment, but can be sold free and clear 
of disabilities.

• Policy concerns with this approach: 
• Distinction between sale and assignment can be difficult.
• Allows for “claim washing,” where a claims purchase can ‘cleanse’ a claim.
• Market can address through proper documentation.

2. Disabilities follow the claim.  This applies in the 3d Circuit (KB Toys), and was a recent approach 
in SDNY bankruptcy court (In re Firestar Diamond).
• Disallowances of a claim under 502(d) or equitable subordination of a claim under 510(c) depend on the actions 

and status of the original creditor/transferor.
• Policy implications:

• This provides clarity to market participants by declining to provide a safe harbor for “good faith” 
purchasers, but requires sophistication on the part of purchasers to evaluate creditworthiness of sellers 
who might be unable to meet indemnity obligations.
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Insider Status and Equitable Subordination

Insider status and access to nonpublic information can lead to equitable subordination 
of claims.
— In re Papercraft Corp., 160 F.3d 982 (3d Cir. 1998):  

• Bank held 28% equity and a board seat.  Without any disclosure, the bank bought 40% of unsecured notes 
and other unsecured claims post-petition.  Bank was receiving confidential information in various capacities.  
Bought claims for a substantial discount.  3d Cir. equitably subordinated the Bank’s claims and effectively 
disgorged its profits.  On remand, the bankruptcy court further subordinated the Bank’s claim to the amount 
of costs and expenses incurred by creditors because of delay caused by the Bank, as well as the creditor 
committee’s fees.

— In re Radnor Holdings Corporation, 353 B.R. 820 (Bankr. D. Del. 2006)
• The creditors’ committee sued a hedge fund which had entered into loans with a debtor, accusing it of engaging 

in a loan-to-own strategy and seeking the recharacterization of the hedge fund’s secured loans as equity or seek 
equitable subordination, among many other remedies.  The Court found completely in favor of the hedge fund, 
finding that it had not behaved inequitably.
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Critical Provisions of the 
Claims Trading Agreement
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Legal Documentation for a Claims Trade

Suite of documents:
— Trade Confirmation or Term Sheet
— Purchase Agreement

• Assignment
• Participation
• Forward Purchase of Rights to Proceed
• Proceeds Letter

— Notice of Transfer

Goals of Legal Documentation:
— Define with precision the bundle of legal rights being transferred
— Allocate risks of claim disallowance or further litigation
— Clearly set forth continuing rights and obligations with respect to the control of the claim, 

including the prosecution and settlement of the claim
— Mitigate counterparty credit risk
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Timing

Trading begins with chapter 11 filing and, absent a court order restricting trading in claims, 
continues throughout a debtor’s chapter 11 case.
— If claims trading restrictions are in place, a buyer may be required under a subsequent “sell-down” 

order to sell claims purchased after a specified date to the extent necessary to preserve NOLs.

Timing of and conditions to payment of purchase price is a key negotiation point.

Can take months to close a trade.

Key Timing Considerations
— Bar Date / Proof of Claim

• If no proof of claim has been filed, the buyer should do so quickly.

— Rights Offering
• If possible, try to close before any record date to participate in rights offering

— Voting on Plan
— Post-Confirmation Trades 

• Proceeds Letter
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Representations, Warranties and Covenants

Representations, warranties and covenants are negotiable and affect the purchase price.

Can vary in scope, depends on knowledge of buyer and seller.

Seller’s Representations
— Sole owner (has not already been sold)
— No consents or approvals of third parties required.
— Status of proof of claim.
— Claim has not been retracted or satisfied.
— Seller must turn over cash or securities obtained 

from claim
• Seller will not setoff against claims it holds 

against the debtor
— Cannot object to transfer.
— No bad acts giving rise to equitable subordination.
— No disallowance, impairment or avoidance.

• Consideration for delay in payment
• Interest associated with delay

Buyer’s Representations
— Covenant to pay purchase price
— Compensation for delayed settlement
— Confidentiality with regard to price
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Indemnity Issues

Seller indemnifies buyer for a breach of seller’s representations and warranties.
— No bad acts
— No preferences
— Disallowance

• What is the trigger?
• Early: Objection to claim
• Late: Final order disallowing claim



19

Other Key Negotiation Points

Defense
— Who controls defense of the claim?

• If claim has not been allowed, seller may want to control the litigation
• But seller may not want to continue to monitor the claim, so may be fine with consent rights over any settlement

— Seller vs. buyer defense periods
— Interaction with disallowance
— Cooperation
— Seller obligation to turnover pleadings
— Power of Attorney
— Expenses
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Rights Offerings

A purchaser of claim may also want to exercise rights.
— When is the record date for the rights offering?
— Might need to include the right for the buyer to direct the seller in a rights offering.

Debtor companies can issue new debt or equity rights in connection with a debtor’s plan 
of reorganization.

Rights are typically granted to sophisticated distressed investors (e.g., lenders, bondholders), 
not trade creditors.
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Voting rights

Agreements often specify whether or not voting rights are transferred.

Agreements can require the seller to vote at the direction of the buyer if the trade is not closed before 
plan confirmation.
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Anti-assignment Clauses

Claims can sometimes carry anti-assignment clauses that can limit a creditor’s ability to trade away 
a claim. 

These are often enforced.
— Anti-assignment clauses in a promissory note were held to be a valid restriction on assignment rights 

under Delaware law and under the UCC.  
— The assignment at issue was disallowed.  See, e.g., In re Woodbridge Group of Cos. LLC, 606 B.R. 

201 (D. Del. 2019).

Where enforced, participations may be available.
— Need to check local law carefully
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Risks for Buyers and Sellers
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Risks for Buyers

Contract formation risk

Recovery value calculation

Transaction and claim valuation complexity

Auction process (limited negotiation power)

Loss allocation under agreement:
— Rate of recovery/timing risk
— Credit risk of upstream sellers’ ability to pay indemnity

Litigation risk

Conditions under which disabilities travel
— Under Firestar Diamond (Bankr. S.D.N.Y.) & KB Toys (3d Cir./DE) approach discussed previously, 

disability will travel.
— Under Enron II (S.D.N.Y.), possibility that transfer will be viewed as assignment rather than sale.
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Risks for Sellers

Contract formation risk: no standard trade confirmation

Loss allocation under agreement:
— Sellers retain risk that a claim will be disallowed or avoided.

• If disallowed, seller usually returns the amount paid for the claim (rather than the current value of the claim).
— If put back or disallowed, is there interest owed to the buyer?

Transferability risk

Recovery value calculation

Post-closing risk and need for ongoing monitoring, litigation risk
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