IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF DELAWARE

IN RE: ) Chapter 11
)
WORLDWIDE DIRECT, INC., ) Cage Nog. 99-108 (MFW)
et al., ) through 99-127 (MFW)
)
Debtors. ) (Jointly Administered Under
)

Cage No, 99-108 (MFW))

OPINION'

This matter i1s before the Court on the Motion of the
Ligquidating Trustee for subordination of certain claims of the
Slater Brothers and the 58S Trust I, et al. (collectively “the
Claimanta”) pursuant to gection 510(kh) of the Bankruptcy Code.
The Claimants cbject to the Motion on res judicata grounds
agsgerting that the confirmation of the Plan of Reorganization in
this case precludes the relief reguested. For the reasons stated
below, we overrule the objection and will schedule a further
hearing to consider the merits of the relief requested in the

Motion.?

! This Opinion constitutes the findings of fact and
conclusions of law of the Court pursuant to Federal Rule of
Bankruptcy Procedure 7052, which ig applicable to contested
matters pursuant to Rule 5014,

2 The Mcticon only dealt with some of the claims filed by
the Claimants: namely, thosge based on alleged securities fraud
claimg relating to the sale of the Claimants’ stock in SmarTel
Communications, Inc. to the Debtor, SmarTalk TeleServices, Inc.
Further, although the response to the Motion railsed procedural
izgues as well, we do not address them at this time,



I, FACTUAL BACKGROUND

Orn January 19, 1999, Worldwide Direct, Inc., SmarTalk
TeleServices, Inc. and 18 affiliates (collectively “the Debtorsg”)
filed voluntary petitions under chapter 11 of the Bankruptcy
Code. Immediately pricor to the filing of their petitions under
chapter 11, the Debtors had executed an asset purchase agreement
with AT&T. Pursuant teo auction procedures approved by Crder
dated on February 26, 1959, the gale of the Debtors’ assets were
advertised and prospective alternative bidders were contacted but
ultimately no other bidder submitted an alternative offer for the
Debtors’ assetsg and businesses. By Order dated March 18, 15595,
we approved the sale of assets to AT&T pursuant to the original
agget purchase agreement.

On April 27, 2000, the Debtors and the Official Unsecured
Creditors Committes (“the Committee’) filed a Second Amended
Joint Consolidated Liguidating Plan of Reorganization (“the
Plan”) which was ultimately confirmed by Order dated June 7,
2001. Under the Plan a Liquidating Trustee was appointed to
liquidate the Debtors’ remaining assets and distribute the
proceeds to creditors.

on or about July 16, 1559, the Claimants filed procfs of
¢laim in these cases in excezs of 515 million based on a
complaint which had been filed by them in the District Court for

the Digtrict of Massachusetts against the former officers and



directors and agccountantzs of the Debtors alleging securities
fraud in connection with the sale by the Claimants of SmarTel
Communicationsg, Inc. (“SmarTel”) to the Debtor, SmarTalk
TeleServices, Inc. (“SmarTalk”) in exchange for stock in
SmarTalk. The proofs of claim assgert that the Claimante have
gimilar claimg against the Debtors, though noet named in the
complaint because of the autcmatic stay.

The Liquidating Trustee filed its Motion to subordinate the
Claimants’ claims pursuant te gection 510 (b) on November 16,
2001. Objections to the Motion were filed and a hearing on the
igaue of whether res judicata barred the relief requested in the
Motion was held on May 16, 2002. After hearing oral argument,

the matter was taken under advisement.

IT. JURISDICTION

This Court has jurisdiction over this matter as a cores
proceeding pursuant to 28 U.35.C. §§ 1334 and 157{b) (1),

{b) {2) (p), (B), and (O).

ITIT. DISCUSSION
The Liguidating Trustee aggerts that the c¢laimg of the
Claimants, which are premised on alleged fraud in connection with

their sale of SmarTel and consequent acquisition of stock in



SmarTalk, must be subordinated pursuant to section 510 (b) of the
Cede. That section provides:

For the purpose of distribution under this
title, a claim arising from resciggion of a
purchase or sale of a security of the debtor
or of an affiliate of the debtor, for damages
arising from the purchase or sale of such
gecurity, or for reimbursement or
contribution allowed under section 502 on
account of such a claim, shall be
subcordinated teo all claim= cor interests that
are genior to or egual the ¢laim or interest
repregented by such security, except that i1f
sguch gecurity isg commeon stock, such claim has
the same priority as common stock,

11 U.8.C. § 510(b). The Liquidating Trustee citeg numerous cases
where similar claims have been subordinated under this section.

See, e.g., In re Betacom of Phoenix, Inc., 240 F.3d 823 (%th Cir.

2001); In re Kaiger Group International, Inc., 260 B.R. 684

{Bankr. D. Del. 2001); In re International Wirelegs

Communications Holdings, Ing., 257 B.R. 739 (Bankr. D. Del.

2001); In re NAL Financial Group, Inc., 237 B.R. 225, 227 (Bankr.

g.D. Fla. 1%9%); In re Granite Partners, L.P., 208 B.R. 332

{(Bankr. §.D.N.¥Y. 1597).
The Claimants assgert that the Liquidating Trustee is
precluded from subordinating their claims under the doctrine of

reg judicata.? Specifically, they assert that the Plan did not

* Reg judicata {or claim preclusicn) is a judicial doctrine
which precludes a party from re-litigating claimg that were or
could have been aszerted in an earlier action. For resg judicata
to apply, three elements must be established: (1) a final
Jjudgment on the merits of a prior action; (2) involving the same

4



regerve to the egtate the right to subordinate their claimz underx
section 510(b) and, therefore, res judicata bars it.

Section 1141(a) of the Bankruptcy Code provides that “the
provigiong of a confirmed plan bind the debtor . . . and any
creditor.” As a result, a confirmation corder “is a binding,
final order, accorded full res judicata effect and precludes the
raiging of issgues which could or should have been raised during

the pendency of the case.” ZSee, e.9., Heritage_ Hortel Ltd.

Partnerghip T v. Valley Bank of Nevada (In re Heritadge Hotel

Ltd.), 160 B.R. 374, 377 (B.A.P. 9th Cir. 19%3).

Because a confirmation order must be accorded res judicata
effect, courts have held that unlesgs a plan exXpresgssly reserves
the right to litigate a specific cause of action, confirmation of

the plan will bar its asgertion thereafter. See, e.9., D & K

Propz. Crystal ITake v, Mutual Life Tng. Co., 112 F.3d 257 (7th

Cir, 1997); Kelley v. South Bay Bank (In re Kelley), 12% B.R. €98

(B.A.P. 8th Cir. 1995); Tracar v. Silverman (In re American

Preferred Pregcription, Inc.), 266 B.R., 272 {(Bankr. E.D.N.Y,.

2000) . The Claimants agsert that a general reservation of rights

is insufficient and the plan must exprezsly reserve the specific

parties or their privies; and (3) a subsequent suit based on the
game cauze of action. ELee, e.g., Board of Trusteeg of Trucking

Emplovees of New Jergey Welfare Fund, Inc.- Pension Fund v.
Centra, 983 F.2d 495, 504 (3d Cir, 1992).,

3



claim. See, e.q., American Preferred Prescripticon, 266 B.R. at

277 and casesg ¢ited therein.

In this case, the Claimants argue that, while the Plan did
reserve the right to object to their claims on any ground, it did
not expressly reserve the right to subordinate their claims under
gection 510(b). (8ee Digclosure Statement at section IIT{(D) (&).)
Thig is gignificant, they argue, because in contrast the Debtors
did expressly reserve the right to subordinate numercus other
c¢laimg under section 510{(b)} and even provided a schedule of such
allegedly subordinated claims. (See Disclosure Statement at
gectionsg ITII(D) (3) & (4), ITv{a)(9) & Exhibit E,) The Claimants’
claims are absgent from that schedule and from any discussion of
the subordination of claimg under section 510(b).

The Ligquidating Trustee argues, however, that the Disclosure
Statement did reserve the right to the egtate to gzesk to
gubordinate the claims. At the general discussion of potentially
gubordinated ¢laimgz, the Digclosure sStatement states that “the
Debtors and the Committee believe that there may exist other
Claimz that constitute Subordinated Claimg and properly should be
¢lassified inte Class 8. The investigation inte such Claims is
ongoing.” (8ee Disclogure Statement at section IV(A) (9).)
Further, in discusgsing the Claimants’ specific claims, the
Digclosure Statement notes that “the Debtors and the Committee

currently are investigating all of such (laimg and, at thiz time,



digpute and object to them in their entirety.” (See Disclozure
Statement at sgection III(D) (6).)

The Claimants assert, however, that such general
reservations of rights are insufficient toc reserve to the estate

the express right to seek to subordinate the claims under section

510(k). BSee, e.g., American Preferred Prescription, 266 B.R. at

277 (blanket reservation of right to object to claim’s wvalidity,
priority, extent, status or allowance insufficient to permit
objection to claim pogt-confirmation); Kelley, 1%% B.R. at 704
(general reservation of right to challenge the amount,
allowability, priority and secured status of <¢laim within 30 days
of confirmation was insufficient to permit challenge to lien of
creditor pest-confirmation).

Even if guch general reservations of rights to object to
claims were valid, however, the Claimants aszsert that they did
not preserve the estate’s right to seek subordination of their
claimg because subordination ig conceptually different from an

objection to a ¢laim, See, e.9., In re Countv of Orange, 219

B.R. 543 (Bankr. C.D. Cal. 19%5%7) (equitable subordination under
gsecticon 510(¢) is not a defense, counterclaim, right of gekoff or
recoupment and therefore was not expressly reserved in the plan).
Counsel for the Debtors in this case ia the same counsel ag

counsel to the debtor in the Qrange County cage and, therefore,

the Claimants asgert that the failure of the Plan in this case to



include an express reservation of the right to gubordinate their
claims was intentional and revealed the estate’s decision not to
reserve such righta.

We disagree. The reservation of rights with respect to the
Claimants’ claimz ig drafted broadly and does not appear to be a
conscioua waiver of any rights which the estate may have to
contest those claimz, We do not agree with thosge casesg which
conclude that such a broad reservation of righte is ineffective;
instead, we hold that it is simply impractical and unwarranted to
require a debtor te provide in excruciating detail all of the
possible defenses or objectionz which the estate may have to
every gingle claim being treated in the plan. This is
particularly =o since many times the claim review process is not
accomplished until after the plan is confirmed. It is sgufficient
for the plan proponent to rezerve the right to object to a claim

on any grounds. See, e.g., In re Qutdoor Sports Headguarters,

Ing., 168 B.R. 177, 179 (Bankr. S8.D. Ohio 15%4).

Further, we are not convinced that regervation of the right
to object to a c¢laim is not sufficient to regserve the right to
geek subordination under section 510(b). As noted by the

Liquidating Trustee, the Orange County case is distinguishable

because in that case the plan did not even reserve the egtate’s
right to object to the claim. Further, the subordination sought

in the QOrange County case was under gection 510(¢) which requires



an affirmative finding of, inter alia, fraud. In contrast,
subordination under gection 510{(b) is premised solely on the fact
that the claim is for damages suffered as the result of the
purchasge or sale of stock. While the former may need a more
detailed recitation of the claim being reserved (just as parties
are required to plead fraud with specificity), the latter is
simply an objection based on the proper priority of payment of a
claim and does not rely on any specific allegations of fraud.
Therefore, we conclude that a broad reservation of the right to
object to the amount and prierity of a claim is sufficient to
reserve a right to seek subordination under section 510(b). That
wag done in this cage and, therefore, the Confirmation Order does
not preclude the Motion filed by the Liguidating Trustee which

seeks to subordinate the Claimants’ claims under section 510 (k).

IV, CONCTLUSTON

For the reasons stated above, we overrule the objection of
the Claimants that res judicata bars the Motion of the
Liguidating Trustee for subordination of certain claims of the
Claimants pursuant to section 510{b) of the Bankruptcy Code.

An appropriate Order is attached,

BY THE COQURT:

Dated: July 2, 2002

Mary F.\Walrath
United States Bankruptcy Judge



IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF DELAWARE

IN RE: Chapter 11

Case Nog., 89-108 (MFW)
through 99-127 (MFW)

WORLDWIDE DIRECT, INC.,
et al.,

Debtors. (Jointly Administered Under

Cage No, 99-108 (MEFW))

ORDETER

AND NOW, this 2ND day of JULY, 2002, upon consideration of
the Motion of the Liquidating Trustee for subordination of
certain claims of the Slater Brothers and the 55 Trust I, et al.
(collectively “the Claimants”) pursuant to gsection 510(b) of the
Bankruptcy Code and the Objection of the Claimants thereto, and
after a hearing held on May 16, 2002, it is hereby

ORDERED that the Objection of the Claimants that the Motion
ig barred by the doctrine of resz judicata ig hereby OVERRULED;
and it is further

ORDERED that a further hearing on the Motion shall be held

on August 21, 2002, at 11:30 a.m.

BY THE COURT:

Wo NN e

Mary F. Walrath
United States Bankruptcy Judge

2C:  GSee attached
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