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In a decision that should allay certain Wall Street concerns regarding 
the trading of  claims, including bank debt, in the secondary market, 
Judge Shira Scheindlin of  the United States District Court for the 
Southern District of  New York, recently overturned a bankruptcy 
court’s order in the Enron Corp. case and held that transferees are 
not necessarily subject to the equitable subordination1 and/or disal-
lowance of  their claims solely due to the prior inequitable conduct 
of  their transferor. 

By way of  background, in May of  2000 and 2001, Enron entered 
into credit agreements governed by New York law with various 
participating banks, including Citibank. After Enron filed for bank-
ruptcy, Citibank sold some of  its claims, including a $5 million 
claim to Springfield Associates L.L.C. A year later, Enron sued the 
participating banks alleging, among other things, that the banks had 
received certain preferential and fraudulent transfers and engaged 
in inequitable conduct that benefited the banks to the detriment of  
Enron’s other creditors.

While those actions were pending, Enron sought to have Springfield’s 
claim equitably subordinated under Bankruptcy Code § 510(c) 
because of  allegedly improper conduct of  Citibank and disallowed 
under § 502(d) because Citibank had failed to repay the allegedly 
preferential transfer. According to Enron, its basis for equitably sub-
ordinating and disallowing the claim originally held by Citibank 
should apply to Springfield because a transferee should not be 
entitled to receive better treatment than its transferor would have 
received. Were the law otherwise, the argument continued, creditors 
could easily wash claims of  those infirmities by transferring them to 
others. In response, Springfield moved to dismiss, contending that 
because it had done nothing improper – and was not alleged to have 
done anything improper – there was no legal basis for subordinating 
or disallowing its claim. 

The bankruptcy court agreed with Enron. In decisions issued in 2005 
and 20062, it held that the transfer of  a claim, even to a good faith 
buyer, does not free the claim from the taint of  equitable subordina-
tion or disallowance due to the misconduct of  the transferor.

Springfield appealed the bankruptcy court’s decisions. Various par-
ties, including the Bond Market Association, the International Swaps 
and Derivatives Association, the Loan Syndications and Trading 
Association and the Securities Industry Association, filed briefs 
which criticized the bankruptcy court’s conclusions and claimed that 
the decisions would impose a “new and unquantifiable risk” on buy-
ers of  bankruptcy claims. This new category of  risk, in turn, would 
wreak havoc on the market for distressed debt. 

Acknowledging the concerns raised by the various associations, the 
district court overturned the bankruptcy court. Specifically, Judge 
Scheindlin held that equitable subordination and disallowance are 
not attributes that automatically travel with the claim, but instead are 
personal disabilities whose application depends on the method of  
transfer to subsequent transferees.

The district court distinguished the two methods of  transfer: sale and 
assignment. In an assignment, the assignee generally stands in the 
shoes of  the assignor and is subject to all claims and defenses against 
the assignor. In contrast, in a sale, the purchaser can often acquire 
greater rights than the seller had to give. In particular, although char-
acteristics of  the transferred property may travel regardless of  the 
method of  transfer, personal disabilities attached to the transferor 
of  property only travel to the transferee if  the transfer is by way 
of  assignment, not sale. The court acknowledged some exceptions. 
Specifically, the court noted that if  an assignee qualifies as a holder 
in due course – generally one taking an instrument (a) for value, (b) 
in good faith and (c) without notice it is overdue, dishonored or that 
any defense or adverse claims exist3 – the assignee will nonetheless 
take the instrument free from (i) all claims by any party and (ii) all 
defenses of  any party with which the assignee has not dealt.

Unfortunately, the district court provided little guidance on how 
to distinguish a sale from an assignment. Indeed, it stated that the 
characterization does not depend on what designation a document is 
given, but on its legal effect, and it remanded the case to the bank-
ruptcy court to determine how Springfield had acquired Citibank’s 
claim against Enron4.  Nevertheless, both the district court’s lan-
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guage and its citations to cases suggest that when the court referred 
to assignments, it meant transfers by operation of  law and general 
assignments for the benefit of  creditors, rather than market transac-
tions. If  the decision is so understood, it should restore some order 
to the market for distressed debt. 

Please contact Paul, Hastings FARGo partners to discuss if you wish to 
follow up on this issue.
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1  Equitable subordination is a bankruptcy doctrine that allows the Court to adjust 
the priority of an otherwise valid claim where the claim holder has engaged in 
inequitable conduct.  As a result, all or part of the claim is relegated to an inferior 
position relative to that of other claim holders that were harmed by the inequitable 
conduct.

2  In re Enron Corp., 340 B.R. 180 (Bankr. S.D.N.Y. 2006); In re Enron Corp., 333 
B.R. 205 (Bankr. S.D.N.Y. 2005).

3  Cf. U.C.C. § 3-302(a)(2).

4  The district court did, however make it clear that if the transfer was by assignment, 
Springfield could not qualify as a holder in due course because the transfer to it 
was made post-petition.
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