IN THE UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF DELAWARE

IN RE ) Chapter 11
)

WORLDW DE DI RECT, | NC., ) Case Nos. 99-108 (MW

et al., ) t hrough 99-127 (MW
)

Debt or s. ) (Jointly Adm nistered Under
) Case No. 99-108 (MW)
OPI NI O\t

This matter is before the Court on the Debtors’ objection to
the claimof David Collard (“the Claimant”). The Debtors assert
that the clai mnust be subordinated pursuant to section 510(b)
because it is based on the breach of an agreenent to issue stock
to the Caimant. The C aimant asserts that his claimis not
based on the contract to issue stock, but is instead based on a
prior agreenent to pay hima bonus of approximtely $700, 000.

For the follow ng reasons, we sustain the Debtors’ objection and

subordi nate the claimpursuant to section 510(b).

FACTUAL BACKGROUND

The d ai mant was enpl oyed by one of the Debtors, Worl dw de
Direct, Inc. (“WAD") between January and June 30, 1998. The
Cl ai mant asserted that pursuant to his enploynent agreement with
WAD he was entitled to certain stock options. Wen WAD began

talks with Smartal k Tel eservices, Inc. (“Smartal k”) about a

! This Opinion constitutes the findings of fact and

conclusions of law of the Court pursuant to Federal Rul e of
Bankruptcy Procedure 7052, which is applicable to contested
matters pursuant to Rule 9014.



possi bl e acquisition, the Caimant asserts that WAD and he
ultimately agreed that in lieu of the stock options he would
recei ve approximately $700,000 in cash. When Smartal k acquired
WAD it agreed to assume the enploynent agreenent with Cd ai mant.
Smartal k, however, refused to pay the Claimant. Utinmately,
Smartal k and the C ai mant executed a witten agreenent (“the
Severance Agreenent”) dated June 30, 1998.

Pursuant to the Severance Agreenent, Smartal k prom sed to
issue to the Cai mant 45,000 shares of registered conmon stock no
| ater than June 30, 1999. (See Severance Agreenment at 8 2(a).)
Cl ai mant wai ved all clains he had agai nst Snartal k and agreed to
certain non-conpete and confidentiality provisions. (ld. at
88 3, 4 & 5.)

The shares were to be delivered to the Caimant after they
were registered. (ld. at 8 2(b).) After executing the
Agreenent, Smartal k cormenced the process of registering the
shares. During that process, however, the Debtors were advised
by their independent public accountants that significant
accounting issues could require a nmaterial restatenent of their
financial statenents. As a result, the shares were never
regi stered or delivered to the Clainmant. On January 19, 1999,
the Debtors filed voluntary petitions under chapter 11 of the

Bankr upt cy Code.



The Caimant tinely filed a general unsecured claimin the
anount of $700, 000 based on his agreenment with WAD t hat was
assuned by Smartal k. The Debtors objected to that claim
asserting that it had been rel eased by the Severance Agreenent
and that the Caimant only had a cl ai munder the Severance
Agreenment for the Debtors’ failure to issue and regi ster stock.
Therefore, the Debtors assert that the clai mnust be subordinated
under section 510(b).? After a hearing was held on the Cbjection
on April 30, 2001, we allowed the parties to supplenent their

nenor anda of | aw on these issues.

1. JURI SDI CTI ON

This Court has jurisdiction pursuant to 28 U.S.C. § 1334.
This is a core proceeding under 28 U. S.C. 8 157(b)(2)(A), (B) and

(0.

11, DI SCUSSI ON

The d ai mant rai ses several defenses to the Debtors’

objection to his claim First, he asserts that the Severance

2 Aternatively, the Debtors argue that the clai mnust be
reduced to $125, 000 under section 502(b)(7) which caps enpl oyee
clainms at one year’s worth of salary. The C aimant argues that
even under that section he is entitled to $700,000 since that
entire anount cane due within one year prior to the bankruptcy
filing. Since we conclude that the claimis subject to
subordi nati on under section 510(b), we need not address this
i ssue.



Agreenment did not elimnate his right to sue on his underlying
claimfor paynent of the $700,000 because Smartal k never
performed under the Severance Agreenent. Second, he asserts that
section 510(b) is not applicable to his claim which is for

enpl oyee’ s severance pay, not for breach of a contract to buy

st ock.

A. Executory Accord

The d ai mant argues that the Severance Agreenent is an
“executory accord.” Because Smartal k never perforned its
obligations under that Agreenent, the Caimant asserts that he is
not precluded fromraising his underlying claimfor $700,000. An
executory accord is an agreenent under which an obligee prom ses
to accept a stated performance in satisfaction of the obligor’s
existing duty. See Black’s Law Dictionary. |If the promse is
never perfornmed, then the underlying claimis not extinguished.

See, e.q., BancGhio Nat’'l Bank v. Abbey Lane, Ltd., 469 N. E. 2d

958 (Chio Ct. App. 1984).
As the BancChi o Court expl ai ned:

At best, what is alleged by appellant’s
testinmony is an “accord executory,” or an
agreenent for the future discharge of an
exi sting claimby a substituted
performance. . . . An accord executory is
not initself at once operative as a

di scharge of a clai munless the agreenent
itself specifically provides therefor

469 N.E. 2d at 960 (citations omtted)(enphasis in original).
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Where an accord executory is breached, the non-breaching
party may sue on the accord executory or may sue for breach of

t he underlying agreenent. See, e.qg., Markowitz & Co. v. Tol edo

Metropolitan Housing Authority, 608 F.2d 699, 705 (6th Gr

1979).

The crucial issue is whether the new
contract was a substituted contract, neaning
that Markowitz’'s rights, if any, are for
breach of the sale agreenment; or an executory
accord, neaning that Markowitz may either
proceed on its rights under the new contract,
or treat the second breach as rescission.

The plaintiff then reverts to its status
whi ch existed prior to the conprom se
agreenent, and has whatever rights and
remedies it had at that tine.

Under Onhio | aw, the burden of establishing that a new
contract discharges the original debt (and is, therefore, a
substituted contract) rather than preserving it (that is, an
accord executory) rests on the party so asserting. 1d. For a
substituted contract to be found, rather than an accord
executory, it nust be “clearly and definitively” established that
the party intended to relinquish his original rights in exchange
for a prom se. As explained by the BancChio Court:

[ T] here nust be a clear indication of a
creditor’s intention to discharge a debt in
return for a debtor’s promi se to pay a | esser
sumin order to enforce such an agreenent.
Absent such clear indicia of intent, we nust
hold that only the performance of the

requested act, not the nere promse to
perform can di scharge the debt.
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469 N. E. 2d at 961 (enphasis in original).

Applying Chio law to the facts of this case,® we concl ude
that the Severance Agreenent did clearly and unequivocally state
that it was in substitution for any prior rights that the parties
had. Specifically, the Agreenent states: “This Agreement sets
forth the entire agreenent between the parties hereto and fully
supersedes any and all prior agreenents or understandi ngs between
the parties hereto pertaining to the subject matter hereof.”

(See Severance Agreenent at 8§ 18(c).) |If this were not clear
enough, the Agreenent further states that:
I n exchange for the consideration provided by

the Conpany . . . set forth in Section 2
hereof [the prom se to issue the new shares]:

(a) Enployee does hereby . . . rel ease,
acquit and forever discharge the
Conmpany . . . fromany and all charges,
conplaints, clains, liabilities .

i ncluding, but by no neans limted to, rights
arising out of alleged violations of any

contracts, express or inplied . . . fromthe
beginning of time to the date of execution
her eof .

(See Severance Agreenment at § 3.)

This | anguage clearly evinces the intent to create a
substituted contract. The Cl aimant agreed to rel ease, upon
execution of the Agreenent, any clains he had (including any

claimfor breach of the alleged contract to pay him $700,000) in

® The Severance Agreenent provides that Chio |aw controls.
(See Severance Agreenent at § 16.)
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exchange for Smartal k’s prom se to i ssue stock within one year,
i.e., a promise of future performance. The Severance Agreenent
did not condition the release on the performance by Snartal k of
its promse to issue the stock

Consequently, we conclude that the Severance Agreenent is
not an executory accord, but is a substituted contract.
Therefore, the Cainmant only has a claimfor breach of the

Sever ance Agreenment, not for any prior agreenent.

B. Subor di nati on under Section 510(b)

The Debtor asserts that the clai mnust be subordinated under
section 510(b) because it is a claimfor danages for breach of
the Debtors’ agreenment to issue stock

Section 510(b) provides:

For the purpose of distribution under this
title, a claimarising fromrescission of a
purchase or sale of a security of the debtor
or of an affiliate of the debtor, for damages
arising fromthe purchase or sale of such
security, or for reinbursenent or
contribution allowed under section 502 on
account of such a claim shall be
subordinated to all clainms or interests that
are senior to or equal the claimor interest
represented by such security, except that if
such security is common stock, such cl ai mhas
the sane priority as conmon st ock.

11 U.S.C. § 510(b).

The NAL Financial case is alnpbst directly on point. Inre

NAL Fin. Goup, Inc., 237 B.R 225, 230 (Bankr. S.D. Fla. 1999).




In that case, the claimant brought a claimfor damages resulting
fromthe debtor’s breach of a registration rights agreenment which
required the debtor to register securities by a deadline. The

NAL Fi nancial Court granted summary judgnment and subordi nated the

cl ai m pursuant to section 510(b). 237 B.R at 232 (citations

omtted). See also Anerican Broad. Sys. v. Nugent (In re Betacom

of Phoenix, Inc.), 240 F.3d 823 (9th G r. 2001)(damages for

failure to i ssue stock under contract were subordi nated under

section 510(b)); In re International Wreless Comuns. Hol di ngs,

Inc., 257 B.R 739 (Bankr. D. Del. 2001)(sane); In re Ganite

Partners, L.P., 208 B.R 332 (Bankr. S.D.N. Y. 1997)(sane).

The instant case is simlar. The Claimant’s claimis based
on the Debtor’s breach of a contract which called for the Debtor
to issue stock. By the Severance Agreenent, the C ai mant agreed
to accept stock in lieu of any cash paynent to which he may have
been entitled. He bargained for status as a sharehol der, rather
than a creditor. Such a claimis properly subordi nated under
section 510(b).

The d ai mant seeks to distinguish his case fromthe above
cases by arguing that he is not seeking rescission of a sale or
purchase of a security or damages arising out of a purchase or
sale of a security, but is instead seeking damages for unpaid
conpensation as a forner enployee of WAD. However, any claim he

had for unpaid conpensation as a forner enployee of WAD was



wai ved when he signed the Severance Agreenent. In exchange for a
claimas a forner enployee, the Cainmant agreed to becone a

shar ehol der of Smartal k. He bargained for that status and he
cannot now change his mnd sinply because it was a bad bargain.
Therefore, we conclude that the claimnust be subordinated

pursuant to section 510(b).

V. CONCLUSI ON

For the foregoing reasons, we sustain the Debtors’ objection
to the claimof David Collard and subordi nate that clai m pursuant

to section 510(b).

An appropriate Order is attached.

BY THE COURT:

Dat ed: Cctober 4, 2001 Mary F. Walrath
Uni ted States Bankruptcy Judge



IN THE UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF DELAWARE

I N RE ) Chapter 11
)

WORLDW DE DI RECT, | NC., ) Case Nos. 99-108 (MFW

et al., ) t hrough 99-127 (MFW
)

Debt or s. ) (Jointly Adm ni stered Under
) Case No. 99-108 (MW)
ORDER

AND NOWthis 4TH day of OCTOBER, 2001, upon consideration of
the Debtors’ (Objection to the claimof David Collard and the
Response thereto, and the nenoranda of |aw subnmitted in
connection therewith, and after hearing held on April 30, 2001,
it is hereby

ORDERED t hat the (bjection is sustained and the cl ai m of
David Collard in the anbunt of $700,000 is SUBORDI NATED pur suant

to 11 U.S.C. § 510(b).

BY THE COURT:

Mary F. Walrath
Uni ted States Bankruptcy Judge
cc: See attached
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