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WALSH, J.

Before the Court in this adversary proceeding is the
notion (Doc. # 6) of plaintiff and debtor Montgonmery Ward Hol di ng
Corp. ("Montgomery Ward") for partial summary judgnment on its
conplaint to subordinate the claim of defendant Gene MCaffery
("McCaffery") filed in the anmount of $671,666.65. (Claim No.
10616) . By its notion, Mntgonmery Ward seeks equitable
subordination of MCaffery's claim under 11 U.S.C. § 510(c).*
Mont gomery Ward argues that McCaffery's claim which is based on a
stock repurchase transaction, is in the nature of a sharehol der
interest and should therefore be subordinated to the clains of
general unsecured creditors. For the reasons set forth bel ow, the
notion will be deni ed.

Backgr ound

On July 7, 1997, Montgonery Ward and related entities
filed voluntary petitions for relief under chapter 11. The cases
were consolidated, and the Court entered an order confirmng the
debtors' joint chapter 11 plan. 1In early August 1999, the debtors

energed fromchapter 11 as reorgani zed entities.

! Section 510(c) provides:
Notwithstanding subsections (a) and (b) of this section, after notice
and a hearing, the court may -- (1) under principles of equitable
subordination, subordinatefor purposes of dgributionall or part of
an dlowed daim to all or part of another allowed claimor all or
part of an dlowed intered to all or part of another allowed interest;
or (2) order that any lien securing such a subordinated claim be
transferred to the estate.

11 U.S.C. § 510(c).



3

McCaffery is a fornmer enployee of Mntgonery Ward.
Conpl ai nt to Subordi nate Redenption Note Claimat 10 (Doc. # 1)
("Complaint"); Answer to Conplaint to Subordi nate Redenption Note
Claimat p. 3 (Doc. #5) ("Answer"). He is also a signatory on a
st ockhol ders' agreenment ("Stockhol ders' Agreenent”) regarding
Mont gomery Ward stock, dated June 17, 1988. Conplaint at § 11;
Answer at p. 4.

The Stockhol ders' Agreenment permts Montgonery Ward to
purchase shares of its common stock held by its enployees on
term nation of enpl oynent. Stockhol ders' Agreenent at p. A-20, art.
[11; Conplaint at T 12; Answer at p. 4. MCaffery termnated his
enpl oynent . On May 8, 1996, Montgonery Ward purchased 52, 000
shares of Montgonery Ward common stock held by MCaffery.
Complaint at § 13; Answer at p. 4. In exchange for the 52,000
shares of common stock, MCaffery received sonme cash and a
prom ssory note, dated May 8, 1996, in the anount of $1, 061, 666.67
payabl e in five annual installnents of $212, 333. 33. Conpl ai nt at
1 14; Answer at p. 4.

Sonetinme in Cctober 1996, Montgonery Ward inforned
McCaffery it would issue a new promssory note to replace
McCaffery's existing one. Conplaint at  15; Answer at pp. 4-5.
The new promnmi ssory note would be in the anount of $671, 666.65. 1d.

At the tinme Montgonmery Ward filed for chapter 11 relief,
install ments due under McCaffery's note were unpaid. Conplaint at
1 18; Answer at p. 5. McCaffery accordingly filed a proof of claim
for $671, 666.65. Conplaint at § 19; Answer at p. 6.
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On Novenber 2, 1999, Montgonery Ward commenced this
adversary proceeding in which it seeks to subordinate McCaffery's
claimto the clains of general unsecured creditors. |Its conplaint
is in three counts: the first for contractual subordination under
8§ 510(a); the second for statutory subordination under 8§ 510(b);
and the third for equitabl e subordi nati on under 8§ 510(c). On March
27, 2000, Montgonery Ward filed the present notion in which it
requests sunmmary judgnent on its third count. Mont gonery Ward
attached to its notion copies of the conplaint and answer;
McCaffery's proof of <claim the Stockholder Agreenent; the
prom ssory note dated May 8, 1996; and a letter from Montgonery
Ward to McCaffery dated COctober 18, 1996. McCaf fery does not
di spute the authenticity of the attachnents.

Mont gonmery Ward submits that it is entitled to judgnent
as a matter of |aw because a prom ssory note issued to redeem
shares of stock, such as McCaffery's note, is in the nature of an
equity interest and thus subject to equitable subordination under
8§ 510(c). It argues that equitabl e subordination does not require
a finding of creditor msconduct, and that therefore sunmary
judgnent is appropriate because there are no issues of materia
fact in dispute.

McCaffery responds that the Court may not categorically
subordinate all clains arising froma corporation's purchase of its
stock without regard to the facts surrounding the transaction. He

argues that the recent Suprene Court decisionin United States v.

Nol and, 517 U.S. 535, 116 S. . 1524, 134 L.Ed. 748 (1996),
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precl udes judgnent as a matter of law and that numerous factual
i ssues surroundi ng the stock repurchase transacti on are unresol ved.

Di scussi on

Summary judgnment is appropriate if "the pleadings,
depositions, answers to interrogatories, and adm ssions on file,
together with affidavits, if any, show that there is no genuine
issue as to any material fact and that the noving party is entitled
to judgment as a matter of law." Fed. R Civ.P. 56.?2 A dispute is
"genuine" if the evidence is such that a reasonable jury could

return a verdict for the non-novant. Anderson v. Liberty Lobby,

Inc., 477 U S. 242, 248, 106 S.C. 2505, 2510, 91 L.Ed.2d 202
(1986). Afact is "material” only if it will affect the outcone of
a lawsuit under applicable law. [d.

The nmoving party has the initial burden of denonstrating

t he absence of any genuine i ssue of material fact. Celotex Corp. v.

Catrett, 477 U.S. 317, 323, 106 S.C. 2548, 2553, 91 L.Ed.2d 265
(1986). The inferences drawn from the underlying facts nust be
viewed in the Iight nost favorable to the nonnoving party. United

States v. Diebold, Inc., 369 US. 654, 655, 82 S. Ct. 993, 994, 8

L. Ed. 2d 176 (1962)(per curiam.

Mont gonmery Ward argues that judgnent as a natter of |aw
is appropriate because it is undisputed that McCaffery's claimis
based on a stock redenption transaction. Mntgonery Ward relies on

a nunber of <cases in which courts have subordinated stock

2 Federal Rule of Barkruptcy Procedure 7056 makes F.R.Civ.P. 56 applicable to
adversary proceedings.
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redenption clains in bankruptcy under principles of equitable

subordi nation. See, e.d., In re Envirodyne Indus., Inc., 79 F.3d

579, 580 (7th Cr. 1996); Liebowitz v. Colunbia Packing Co., 56

B.R 222, 225 (D.Mass. 1985), aff’'d mem, 802 F.2d 439 (1st Gir.

1986); SPC Plastics Corp. v. Giffith (Inre Structurlite Plastics

Corp.), 224 B.R 27, 36 (6th Cir. B.A P. 1998); In re Main Street

Brewing Co., Ltd., 210 B.R 662, 666 (Bankr. D. Mass. 1997); FEerrar

v. Famly Mut. Sav. Bank (In re New Era Packaging, Inc.), 186 B.R

329, 337 (Bankr. D.Mass. 1995); Inre SPMMg. Corp., 163 B.R 411,

416, 421 (Bankr. D.Mass. 1994).

Courts followng this approach find it inequitable to
pl ace stock redenption debt on equal footing as general unsecured
cl ai ms because doing so violates the priority enjoyed i n bankruptcy

by debt over stock. See, e.q., Envirodyne Indus., 79 F.3d at 582-

83. They equate a redenption claimw th stockhol der status on the
basi s that the underlying nature of the transaction survives, i.e.,

the note remains an equity obligation. Envirodyne Indus., 79 F.3d

at 583; Liebowtz, 56 B.R at 224 ("Wen a stockholder sells his
stock to a corporation and recei ves cash and a prom ssory note from
the corporationinreturn, that stockhol der does not thereby becone
a debt creditor who stands on equal footing with trade or genera
creditors should the corporation beconme bankrupt").

According to these courts, a stock redenption is a nethod
for a corporation to make a distribution to a stockhol der, for
which the corporation acquires nothing of value in return.

Envirodyne Indus., 79 F.3d at 582; In re New Fra Packagi ng, 186
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BR at 336; In re SPM Mg., 163 B.R at 416. A redenption

claimant, therefore, is trying to recover what is essentially a

i quidating dividend on his or her stock. Inre SPMMg., 163 B.R

at 416. Consequently, a note based on stock redenption is of a
different nature than one based on debt. Id. at 416 ("Loan debt is
not redenption debt. The question to be decided is the relative
priority which redenption debt and ot her debt should enjoy under
princi pl es of equitable subordination based upon their respective
nat ures").

Consistent with the articulation that subordination is
war r ant ed based on t he sharehol der nature of the claim courts have
not restricted such cases to those in which there is evidence of

creditor misconduct. See Inre Structurlite Plastics, 224 B.R at

35 (collecting cases). In other words, courts recognize "no fault"
equi t abl e subordination under § 510(c).® Id.

Montgomery Ward urges this Court to apply the sane
reasoni ng. It argues that all it nust establish for equitable
subordi nati on under 8 510(c) is that McCaffery's claimis based on
a note issued by Montgonery Ward to repurchase stock

In response MCaffery argues that not all stock
repurchase clains are "evil" such that subordination under 8§
510(c) is warranted. He al so argues that granting summary j udgnent
solely on a finding that the claimarises froma stock repurchase

agreenent contradicts the Suprene Court’s ruling in Nol and.

3 Unless otherwise indicated, all referencesto "8 " are to a sction
of the Bankruptcy Code, 11 U.S.C. § 101 et. seq.
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I n Nol and, the Suprene Court held that a bankruptcy court

may not equitably subordinate clainms under 8 510(c) on a
categorical basis in derogation of Congress' schene of priorities.
Nol and, 517 U.S. at 536-37, 116 S.Ct. at 1525-26. The bankruptcy
court in the underlying case had subordinated the United States'
claimfor a post petition, nonconpensatory tax penalty that would
have ot herwi se enjoyed administrative expense priority under 8§

503(b)(1)(C) and 8 507(a)(1l). In re First Truck Lines, Inc., 141

B.R 621, 629 (Bankr. S.D.Chio 1992) aff'd sub nom [.RS. V.

Nol and, 190 B.R 827 (D.Chio 1992) aff'd In re First Truck Lines,

Inc., 48 F.3d 210 (6th Cr. 1995) rev'd sub nom United States v.

Nol and, 517 U.S. 535, 116 S. Ct. 1524 (1996). The bankruptcy court
had done so without any finding of inequitable conduct on the part

of the Government. See Nol and, 517 U.S. at 536, 116 S.C. at 1525

(di scussing underlying case). The bankruptcy court determ ned
that the penalties were subject to subordination based on "the
Code's preference for conpensating actual loss clains.” 1d., 517

US at 537, 116 S.C. at 1526, quoting In re First Truck Lines,

Inc., 141 B.R at 629.

The District Court and the Court of Appeals for the Sixth
Crcuit affirmed the bankruptcy court. According to the Sixth
Crcuit, it did

not see the fairness or the justice 1in
permtting the Comm ssioner's claim for tax
penalties, which are not Dbeing assessed
because of pecuniary |osses to the Internal
Revenue Service, to enjoy an equal or higher
priority with clains based on the extension of
val ue to the debtor, whether secured or not.



. Because of the nature of postpetition,
nonpecuni ary loss tax penalty clains in a
Chapter 7 case, we believe such clains are
susceptible to subordination. To hold
ot herwi se woul d be to all ow creditors who have
supported the business during its attenpt to
reorgani ze to be penalized once that effort
has failed and there is not enough to go
around. Inre First Truck Lines, Inc., 48 F. 3d
at 218.

The Suprene Court reversed. It held that although 8§
510(c) nmay be applied to subordinate a tax penalty in a given case,
it did not permit a court to conclude on a general, categorical
| evel that a tax penalty should not be treated as an adm ni strative
expense. Noland, 517 U. S. at 540-41, 116 S.C. at 1527. The Court
noted that despite |language in the Sixth Crcuit's opinion about
bal ancing the equities in individual cases, the Sixth Grcuit's
conclusion that "post-petition, nonpecuniary |loss tax penalty
cl ai ms" shoul d be subordinated by their very "nature" would result
in the inevitable subordination of all such clainms, based not on
i ndi vidual equities but on the general unfairness of satisfying
such cl ains before the clains of general creditors. [d., 517 U S.
at 541, 116 S. . at 1527. This, the Court held, was
inperm ssible. Id., 517 U.S. at 543, 116 S.Ct. at 1528.

Mont gonery Ward asks this Court to subordinate
McCaffery's clai mbased on the general unfairness of satisfying a
stock redenption claimon par with that of unsecured creditors.
But such a ruling would be based solely on the nature of

McCaffery's claimas a stock redenption claim The rationale is
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categorical and disregards a consideration of the facts and
ci rcunst ances surroundi ng the purchase of MCaffery's stock.

Montgomery Ward's reliance on "no fault" equitable
subordi nation as a basis for summary judgnent is msplaced. That
creditor m sconduct may  not be required for equi tabl e

subordi nati on, see Burden v. United States, 917 F.2d 115, 120-21

(3d Gr. 1990), does not relieve the court from weighing the
equities on a case-by-case basis. In Burden, the Third Crcuit
consi dered the subordination of a nonpecuniary |oss tax penalty
claim under 8 510(c) and concluded that § 510(c) permts the
subordination of such clainms. 917 F.2d at 120. It also held that
creditor msconduct is not required for such a finding. 1d. at
120-21. However, the Third Crcuit adnoni shed that subordinating
such a claimcould not be automatic and that a bankruptcy court
must consider the equities of the individual case.” 1d. at 119.

As explained by the Third Circuit, if "the courts were
free to subordinate a class of clains as a matter of law, then the
noti ce and hearing requirenent of 8 510(c) would be nullified in
any i nstance where the cl ai mhol der does not dispute that its claim

is of a particular type. W believe that the notice and hearing

This holding is consistent wwth that in Noland, where
the Supreme Court recognized that 8 510(c) "may allow a
bankruptcy court to reorder a tax penalty in a given
case,"” 517 U S. at 540, 116 S.Ct. at 1527, but that the
court could not do so categorically. 517 U S. at 543,
116 S.Ct. at 1528. The Suprene Court, however, did not
deci de whet her a bankruptcy court nust always find
creditor m sconduct before a claimmay be equitably

subordi nated. 1d.,517U.S. at 543, 116 S.Ct. at 1528.
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requi renent calls on courts to explore the particular facts and
ci rcunstances presented in each case before determ ning whether
subordination of a claimis warranted." Burden, 917 F.2d at 120.

Mont gomery Ward attenpts to distinguish its case from
Burden and Nol and based on the argunment that subordinating an
equity interest is consistent with the priority schenme of the
Bankruptcy Code, in contrast to the subordination of a tax penalty
claimwhich it argues defies the priority scheme of the Code. It
apparently interprets Noland as only prohibiting equitable
subordination of clainms in direct contravention to the priority
provisions in the Code, which it argues is not the case here
Menor andum of Law in Support of Plaintiff Montgonery Ward's Motion
for Partial Summary Judgnent, p. 11, n.7.

But whether subordination of MCaffery's claim is
consi stent with ot her provisions of the Bankruptcy Code is only one
of several factors the court nust consider when determning if
equi tabl e subordination is warranted. Wat the Suprene Court found
of fensi ve i n Nol and was not the reordering of priority, but rather,
the court's decision to subordi nate based on the type of claimat
i ssue, rather than on the unique facts of the case. Noland, 517
U S. at 540-41, 543, 116 S.Ct. at 1527-28.

A decision to subordinate based on type, the Suprene
Court explained, occurs "at the level of policy choice at which
Congress itself operated in drafting the Code,” and is
i npermssible. 1d., 517 U S. at 543, 116 S.C. at 1528. Thus

"Congress could have, but did not, deny nonconpensatory,
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postpetition tax penalties the first priority given to other
adm ni strative expenses, and bankruptcy courts nay not take it upon
t hensel ves to nmake that categorical determ nation under the guise
of equitable subordination.” 1d. Simlarly, Congress could have
subordi nat ed cl ai nrs based on stock redenption to those of general
unsecured creditors but it did not.

Under Noland, | cannot subordinate MCaffery's claim
sinply because it is a stock redenption claim That is not to say
that, after consideration of the facts of the case, subordination
of the claimmy not be appropriate for that reason. However, |
cannot do so without first "explor[ing] the particular facts and
circunstances” presented in this <case to determne that
subordination is warranted. Burden, 917 F.2d at 120. As it stands,
there sinply are no facts on which to decide the equities of this
case, other than that MCaffery's claim is based on a note
Mont gonmery Ward issued as paynent for purchase of its stock
Mont gonmery Ward, as the noving party, has failed to neet its burden
of establishing the absence of any genuine issue of material fact

and summary judgment is therefore inappropriate.?®

° For exanple, and not as an exhaustive list, there is no
evi dence regarding MCaffery's forner position with
Mont gonmery Ward, or the nmanner in which he acquired
Mont gonmery Ward stock. There is no indication that
McCaffery is a "type 1 managenent,"” "type 2
managenent, " or other type of enployee as discussed in

t he St ockhol ders' Agreenent. Nor isthere any evidence regarding the
terms under which McCaffery terminated his employment, or who initiated the
stock repurchase transaction. M cCaffery does not even concede that the contested
transaction is a "gock redemption’ in the sense such acharacterizaionisa term of
art with legal consequences. Answer a p. 4. There isho evidence regar ding the
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Concl usi on

For the reasons set forth above, Mntgonery Ward's
notion (Doc. # 6) requesting partial summary judgnent on the
third count of its conplaint seeking equitable subordination of

McCaffery's claimis hereby DEN ED.

relative effect of subordination on other claims. Nor is there any evidence
regarding Montgomery Ward's solvency at thetime of the repurchase agreement or
the likely validity of the transaction under applicable corporae law. See 8 Del.C.
§ 160(a)(1) ("Nothing in this subsection shell invalidate or otherwise affect a note,
debenture or other obligation of a corporation givenby it as consideraionfor its
acquisition by purchase, redemption or exchange of its shares of stock if a the
time suchnote.. . . was delivered hy the corporation its capital was not then
impaired or did not ther eby become impaired”); In re Motels of America, Inc., 146
B.R. 542, 544 (Bankr. D.Ddl. 1992); see also, Klang v. Smith's Food & Drug
Ctrs., Inc., 702 A.2d 150, 154 (Dd. 1997) (discussing impairment of capital and
holding that corporations are allowed to revalue assets and liahilities to conform
with 8 Del.C. § 160).
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