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McKELVIE, Didtrict Judge

Thisis an apped from adecision of the Bankruptcy Court in an adversary proceeding between
the debtor and a group of creditors. The debtor, American White Cross, Inc. (“AWC"), filed a petition
for protection under Chapter 11 of the Bankruptcy Code on July 17, 1996. The creditors are a group
of former shareholders of American White Cross Laboratories, Inc. (*“AWCL"), acompany debtor
purchased in 1993. They filed aclaim aleging debtor owed them $3,295,000 under a stock purchase
agreement. In this proceeding, the debtor had sought a determination that the former shareholders
clam should be disdlowed for dleged fraud in the transaction. That dispute was resolved in an
arbitration proceeding in favor of the former shareholders. Following that decision, the debtor sought
to amend its pleading in this adversary proceeding seeking a determination that, under the stock
purchase agreement, the amount due the former shareholders was subordinated to amounts due another
creditor, Electra Investment Trust, P.L.C. and Electra Associates, Inc. (collectively “Electra’). In
addition, Electra moved to intervene in this action seeking Smilar relief.

Judge Wa sh denied the debtor’ s motion, finding the issue of the rlative rights of the former
shareholders and Electra to payments from the debtor had been resolved in the debtor’ s confirmed plan
of reorganization, which Electra had voted in favor of and which put Electra and the former
shareholders in the same class and provided each take a proportiona share of the assetsto be
distributed to that class. Following from that decision, Judge Walsh denied Electra s motion to
intervene.

Electra has appeded Judge Wadh's February 17, 2000 order denying their motion. Thisisthe

decision on the apped.



FACTUAL AND PROCEDURAL HISTORY

The court draws the following facts from the record of this proceeding in the Bankruptcy Court.

AWCL was afamily-owned manufacturer of private-labd first aid products. On May 25,
1993, its shareholders (the “former shareholders’) sold their interest in AWCL to NPM Healthcare
Products, Inc. in exchange for $12,795,000. Of that payment, $9,500,000 was paid at closing and the
remaining $3,295,000 was payable in three annual deferred payments. The Stock Purchase
Agreement provided that the deferred payments could be adjusted if the financid statements provided
by AWCL during due diligence overgtated its value. 1t aso provided for an arbitration procedure
should the parties dispute the deferred payments.

The Stock Purchase Agreement aso contained a clause that subordinated the deferred
paymentsto NPM’ s “ Senior Indebtedness.” Senior Indebtedness was defined as al of the obligations
of NPM, whether arising before or after the Stock Purchase Agreement, and dl refinancing of those
obligations.

Following NPM’s acquisition of AWCL, NPM changed its nameto AWC. In 1994, AWC
advised the former shareholders that it would not make the deferred payments because it believed the
former shareholders had committed fraud and misrepresentation in the sdle. AWC and the former
shareholders began arbitrating their dispute shortly afterward. The arbitration was eventudly
suspended to pursue a settlement and, when negotiations failed, the former shareholders sought to
resume arbitration proceedings. In April 1996, AWC filed suit in New Y ork state court againgt the

former shareholders for fraud and misrepresentation in the AWCL-NPM transaction.
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On July 17, 1996, AWC filed its bankruptcy petition and the former shareholdersfiled clams
for the deferred payments. AWC filed this adversary proceeding againgt the former shareholders on
August 11, 1997, dleging the same clams of fraud and misrepresentation brought in New Y ork and
seeking to avoid making the deferred payments and recover damages. The New Y ork state court
action was removed to the United States Didtrict Court for the Southern Didtrict of New Y ork and that
court transferred the matter to the Didtrict of Delaware.

While the former shareholders claim to the deferred payments remained pending in the
adversary proceeding, AWC submitted, and the court approved, its Substantialy Consolidated Second
Amended Plan of Reorganization (the “Plan”) on September 11, 1997. Electra, among other creditors,
voted in favor of the Plan. Under the Plan, an entity known as AWC Liquidation remains as the
surviving entity with authority to prosecute the clams of the estate. The Plan designates the claims of
both Electra and the former shareholders as unsecured Class 7 clams. Class 7 isthe last class of
unsecured clams and is followed only by severd classes of AWC equity holders. Under the Plan,
Class 7 clamants receive a pro rata portion of 97% of the new common stock issued by AWC in
satisfaction of ther dlowed clams. The remaining 3% of the new common stock goesto Class 8,
which is comprised of prior holders of AWC's common stock.

Because AWC and the former shareholders continued to dispute the deferred payments, the
Plan did not set the amount of the clamsto be paid to Class 7 clamants. The Disclosure Statement
that accompanied the Plan separately discussed each of the Class 7 clams. In the Statement, AWC
classfied Electra's dlaim as a claim that it estimated would be dlowed. AWC classified the former

shareholders clamsasaclam that it continued to dispute. The Disclosure Statement aso Sated that



Electa supported the Plan and agreed to act in furtherance of its confirmation.

It setting forth the treatment of the claims of both Electra and the former shareholders, the Plan
did not mention the subordination agreement contained within the Stock Purchase Agreement. 1t did,
however, discuss another subordination agreement between AWC, Electra, and Bank One, another of
AWC smgor creditors. The Plan modified the Electra-Bank One subordination to release Bank
On€e' s subordination rights if AWC met certain conditionsin satisfying Bank One'sclam.

On October 6, 1997, the former shareholders filed a motion to compel arbitration under the
Stock Purchase Agreement and sought a stay of the adversary proceeding pending the results. The
parties agreed to stay the litigation and proceeded with the arbitration. On October 14, 1998, an
arbitration tribunal determined that AWC owed the former shareholders $2,856,506 in deferred
payments.! The former shareholders moved for confirmation of that award on November 12, 1998.

On November 24, 1998, AWC Liquidation sought to file an amended complaint in the
adversary proceeding. The amended complaint withdrew claims based on fraud, negligent
misrepresentation, and breach of contract. It substituted claims to subordinate the former shareholders
clam to its other unsecured debt pursuant to the contractua subordination provison of § 510(a) of the
Bankruptcy Code, the mandatory subordination provision of§ 510(b) of the Code, and the equitable

subordination provision of § 510(c) of the Code.? The contractua subordination was premised on the

The arbitration also resulted in an award of $376,250 in favor of the former shareholders
under a Consulting Agreement entered between some of the former shareholdersand AWC. The
Consulting Agreement is not subject to the subordination provisions of the Stock Purchase Agreement
and therefore not a subject of this appedl.

Because only Electra has appeded, the dispositions of AWC' s claims for mandatory and
equitable subordination are irrdlevant to the present issue.
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subordination clause in the 1993 Stock Purchase Agreement. Electra filed a motion seeking to
intervene as plaintiff under Federd Rule of Civil Procedure 24(a) and (b), arguing that it has an interest
in the contractua subordination claims becauseit is a holder of AWC's senior indebtedness and thus a
third party beneficiary of the Stock Purchase Agreement.

In a memorandum opinion dated February 17, 2000, Judge Wa sh of the Bankruptcy Court
denied AWC's motion to amend to add aclaim for contractual subordination. He found AWC and
Electrawaived their contractua subordination rights by supporting the court’ s confirmation of AWC's
Pan. He noted that the Plan addressed the subordination of other claims, but failed to provide for the
subordination of the deferred payments, and thus principles of clam preclusion foreclosed AWC and
Electra from asserting contractual subordination. Because he addressed AWC' s contractua
subordination clam on the merits, Judge Wash denied Electral s motion to intervene as futile, without
discussng whether Electra could satisfy the requirements of either mandatory or permissve intervention.
AWC did not appedl. Electradid.

This court reviews the denid of amotion to intervene under two different gandards. Rulings on
motions to intervene as a matter of right under Federal Rule of Civil Procedure 24(a) are generdly
reviewed de novo, athough the requirement of “timeliness’ in presentation of the maotion isreviewed for
an abuse of discretion. See Nessel Sangyo Am., Ltd. v. United States, 31 F.3d 435, 438 (7th Cir.
1994). Rulings on motions for permissive intervention under Rule 24(b) are reviewed for an abuse of

discretion. See Olden v. Hagerstown Cash Regigter, Inc., 619 F.2d 271, 275 (3d Cir. 1980) (per

curiam).



. DISCUSSION

The issue for the court is whether a pre-petition subordination agreement between the debtor
and a creditor survives the gpprovad of abankruptcy plan that sets an equivadent priority for clams
without specificaly providing for the contractua subordination. The Bankruptcy Court ruled that AWC
and Electrawaived the right to enforce the contractua subordination provision by voting to approve
AWC sreorganization plan. Although 8§ 510(a) provides that subordination provisons will be enforced
in bankruptcy, the court found that the legidative history of § 510(a) and bankruptcy practice both
support its concluson that subordinated clams are usudly addressed in bankruptcy by creating
Separate classes of creditors or other trestment. Thus, AWC and Electra s failure to object to the Plan
condtituted awaiver of ther rights under the Stock Purchase Agreement.

The Bankruptcy Court’s concluson is consstent with the manner in which the Third Circuit has
goplied clam precluson to the confirmation of bankruptcy plans. The confirmation of a bankruptcy
plan has been held to have clam preclusve effect ance Sall v. Gottlieb, 305 U.S. 165, 170-71
(1938). Clam precluson in bankruptcy, like dam precluson generdly, requires (1) afind judgment
on the meritsin a prior suit involving; (2) the same parties or ther privies, and (3) a subsequent suit

based on the same cause of action.” Board of Trustees of Trucking Employees of N. Jarsey Wdfare

Fund, Inc. v. Centra, 983 F.2d 495, 504 (3d Cir. 1992). In CoreStates Bank, N.A. v. Huls America,

Inc., 176 F.3d 187 (3d Cir. 1999), the Third Circuit applied these three elements of claim preclusion to
acontractua subordination dispute between two creditors. The court found that the confirmation of a
bankruptcy plan that established the rights of the creditors to receive payments from the debtor was a

find judgment on the merits. It then found that a creditor’ s subsequent suit againgt another creditor for



contractua subordination was the same cause of action between the same parties as the plan
confirmation. Id. at 206. Smilarly, in this case the confirmation of the bankruptcy Plan, placing the
clams of both Electra and the former shareholders in the same class, was afind judgment on the merits
of those clams. Electravoted in favor of the confirmed Plan and the Plan was approved with its
support. By seeking contractua subordination in the adversary proceeding, Electrais seeking to dter
the rightsto which it is entitled under the Plan. Thus, Electra seeks to assert the same cause of action
addressed in the Plan’ s confirmation proceeding and is barred from doing so by clam preclusion. |Id. at
206.

While CoreStates objected to plan confirmation in CoreStates Bank, the court noted that claim

precluson gopliesto dl clamsthat “could have been brought in the particular bankruptcy proceeding.”
Id. a 204. Thus, Electrd sfailure to object to plan confirmation in this case, dthough different than the
factsof CoreStates, is not materid to the gpplication of the dements of clam precluson. Rather, the
court’sinquiry is whether there is an “essentid amilarity of the underlying events’ between the second
cause of action and thefird. 1d. at 202 (citing United States v. Athlone Indus,, 746 F.2d 977, 984 (3d
Cir. 1984)). Here, the confirmed plan, confirmed with Electra’ s support, treated the clams of Electra
and the former shareholders equivdently, and Electra cannot seek to avoid that result by aleging a
contractud subordination claim that it had the opportunity to assert prior to plan confirmation.

Thus, because the Bankruptcy Court found no merit in AWC' s contention that the former
shareholders claims were contractudly subordinated to its other unsecured debt, it correctly denied
Electra’s motion to intervene as futile. While the Bankruptcy Court did not address whether Electrd's

clams might have been entitled to mandatory intervention pursuant to Rule 24(a) or permissve



intervention under Rule 24(b), each of which have different sandards for review of the denid of a
motion to intervene, this court need not now resolve which standard is appropriate for Electra s motion.
Because Electral s motion to intervene was futile, the Bankruptcy Court correctly denied the

intervention.

1. CONCLUSION

For the foregoing reasons, the judgment of the Bankruptcy Court denying Electra’s motion to
intervene asfutile is hereby affirmed. The court will enter an order consstent with this memorandum

opinion.



