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Background: Chapter 11 debtor/telecommunications 
carrier and its debtor-subsidiary brought adversary 
proceeding against lender and equipment supplier. 
Following conversion of case, Chapter 7 trustee filed 
amended complaint asserting claims, inter alia, for 
breach of contract, preference, and equitable subordi-
nation. Lender-supplier filed counterclaim alleging 
fraud and negligent misrepresentation. The United 
States Bankruptcy Court for the District of Delaware, 
Joel B. Rosenthal, J., 348 B.R. 234, entered judgment 
in favor of trustee, and appeal was taken. The District 
Court, Joseph J. Farnan, Jr., J., affirmed. Appeal was 
taken. 
 
Holdings: The Court of Appeals, Sloviter, Circuit 
Judge, held that: 
(1) supplier qualified as “nonstatutory insider,” from 
which trustee could recover, on preference theory, 
payments made more than 90 days prior to com-
mencement of debtor's bankruptcy case; 
(2)  “earmarking doctrine” did not apply to prevent 
Chapter 7 trustee from avoiding, as alleged prefe-
rence, payment that debtor was allegedly contractual-
ly obligated to make to reduce its indebtedness on $2 
billion line of credit; 
(3) creditor could not successfully assert “subsequent 
new value” defense to trustee's preference claims; 
(4) bankruptcy court did not clearly err in finding that 
provision in subcontract between telecommunications 
company and debtor's wholly-owned subsidiary, pur-
suant to which authorization of subsidiary's services 
in prior task order was prerequisite to its obtaining 
any compensation therefor, had been modified; and 
(5) creditor engaged in “inequitable conduct,” of kind 
warranting the equitable subordination of its claim. 
  

Modified in part and affirmed as modified. 
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into prepetition contract to provide it with $2 billion 
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liminary requirement that preference must involve 
transfer of “interest of the debtor in property,” and 
implicated one of the elements of trustee's prima fa-
cie case, on which trustee had burden of proof, rather 
than any affirmative defense that had to be pled in 
transferee's answer. 11 U.S.C.A. § 547(b)(1), (c). 
 
[13] Bankruptcy 51 2726.1(2) 
 
51 Bankruptcy 
      51V The Estate 
            51V(H) Avoidance Rights 
                51V(H)2 Proceedings 
                      51k2725 Evidence 
                          51k2726.1 Burden of Proof 
                                51k2726.1(2) k. Preferences. 
Most Cited Cases  
Trustee bears burden of proving that alleged prefe-
rence involves “interest of the debtor in property”; 
however, if trustee establishes that a challenged 
transfer of funds was from one of debtor's accounts, 
over which debtor would ordinarily exercise total 
control, then trustee has made a preliminary showing, 
and burden shifts to transferee to show that funds 
were earmarked. 11 U.S.C.A. § 547(b). 
 
[14] Bankruptcy 51 2610 
 
51 Bankruptcy 
      51V The Estate 
            51V(E) Preferences 
                51k2606 Elements and Exceptions 
                      51k2610 k. Ownership of Interest 
Transferred. Most Cited Cases  
“Earmarking doctrine” did not apply to prevent 
Chapter 7 trustee from avoiding, as alleged prefe-
rence, payment that debtor was allegedly contractual-
ly obligated to make to reduce its indebtedness on $2 
billion line of credit from one creditor out of 
proceeds of third-party loan; while debtor's failure to 
use loan proceeds to reduce its indebtedness on line 
of credit may have placed it in breach of its contract 
with creditor that provided this line of credit, there 
was no evidence that third-party providing this loan, 
even if it was aware of debtor's contractual obliga-
tions to the other creditor, had done anything to re-
strict debtor's use of loan proceeds. 11 U.S.C.A. § 
547(b). 
 
[15] Bankruptcy 51 2613(4) 

 
51 Bankruptcy 
      51V The Estate 
            51V(E) Preferences 
                51k2606 Elements and Exceptions 
                      51k2613 New Value 
                          51k2613(4) k. Subsequent Advances; 
Net Result Rule. Most Cited Cases  
Three requirements must be met, in order for creditor 
to successfully assert “subsequent new value” de-
fense to preference-avoidance claim: (1) creditor 
must have received a transfer that is otherwise voida-
ble as preference; (2) creditor, after receiving this 
preferential transfer, must have advanced new value 
to debtor on unsecured basis; and (3) debtor must not 
have fully compensated creditor for this new value as 
of date that bankruptcy petition is filed. 11 U.S.C.A. 
§ 547(c)(4). 
 
[16] Bankruptcy 51 2613(4) 
 
51 Bankruptcy 
      51V The Estate 
            51V(E) Preferences 
                51k2606 Elements and Exceptions 
                      51k2613 New Value 
                          51k2613(4) k. Subsequent Advances; 
Net Result Rule. Most Cited Cases  
In order for creditor to successfully assert “subse-
quent new value” defense to preference-avoidance 
claim, there is no requirement that the new value be 
extended as result of the previously received prefe-
rence; rather, the defense treats new value as if it 
were, in effect, a return of the preference, restoring 
the previous depletion of bankruptcy estate. 11 
U.S.C.A. § 547(c)(4). 
 
[17] Bankruptcy 51 3787 
 
51 Bankruptcy 
      51XIX Review 
            51XIX(B) Review of Bankruptcy Court 
                51k3785 Findings of Fact 
                      51k3787 k. Particular Cases and Issues. 
Most Cited Cases  
On appeal in preference proceeding, the Court of 
Appeals defers to bankruptcy court's factual findings 
regarding “subsequent new value” defense, unless 
clearly erroneous. 11 U.S.C.A. § 547(c)(4). 
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[18] Bankruptcy 51 2727(2) 
 
51 Bankruptcy 
      51V The Estate 
            51V(H) Avoidance Rights 
                51V(H)2 Proceedings 
                      51k2725 Evidence 
                          51k2727 Weight and Sufficiency 
                                51k2727(2) k. Preferences. Most 
Cited Cases  
Creditor could not successfully assert “subsequent 
new value” defense to Chapter 7 trustee's preference 
claims, based on lack of evidence that, as to some of 
telecommunications equipment and services alleged 
to constitute “new value,” such equipment or services 
had been provided subsequent to payment challenged 
as preferential, or that any creditor's claim for such 
equipment or services was not secured by security 
interest that it possessed in virtually all of debtor's 
assets. 11 U.S.C.A. § 547(c)(4). 
 
[19] Bankruptcy 51 2043(2) 
 
51 Bankruptcy 
      51I In General 
            51I(C) Jurisdiction 
                51k2043 Core, Non-Core, or Related Pro-
ceedings in General; Nexus 
                      51k2043(2) k. Core or Non-Core Pro-
ceedings. Most Cited Cases  
Courts employ two-step process to determine wheth-
er cause of action is within “core” jurisdiction of 
bankruptcy court, under which they first consult ju-
risdictional statute to determine whether cause of 
action fits within statute's illustrative list of proceed-
ings that may be considered “core,” and then, if this 
first test is satisfied, consider whether cause of action 
invokes substantive right provided by title 11 or is 
proceeding that, by its nature, could arise only in 
context of bankruptcy case. 28 U.S.C.A. § 157(b). 
 
[20] Bankruptcy 51 2043(3) 
 
51 Bankruptcy 
      51I In General 
            51I(C) Jurisdiction 
                51k2043 Core, Non-Core, or Related Pro-
ceedings in General; Nexus 
                      51k2043(3) k. Related Proceedings. 
Most Cited Cases  
Even if bankruptcy court cannot exercise “core” ju-

risdiction over claim, it may still have “related to” 
jurisdiction. 
 
[21] Bankruptcy 51 2043(3) 
 
51 Bankruptcy 
      51I In General 
            51I(C) Jurisdiction 
                51k2043 Core, Non-Core, or Related Pro-
ceedings in General; Nexus 
                      51k2043(3) k. Related Proceedings. 
Most Cited Cases  
Proceeding falls within bankruptcy court's “related 
to” jurisdiction if outcome of proceeding could con-
ceivably have any effect on estate being administered 
in bankruptcy. 
 
[22] Bankruptcy 51 2052 
 
51 Bankruptcy 
      51I In General 
            51I(C) Jurisdiction 
                51k2052 k. Claims or Proceedings Against 
Estate or Debtor; Relief from Stay. Most Cited Cases  
 
Bankruptcy 51 2104 
 
51 Bankruptcy 
      51I In General 
            51I(E) Reference 
                51k2104 k. Submission to District Court 
for Judgment. Most Cited Cases  
 
Bankruptcy 51 2105 
 
51 Bankruptcy 
      51I In General 
            51I(E) Reference 
                51k2105 k. District Court Review or Deci-
sion. Most Cited Cases  
Even assuming that bankruptcy court did not have 
“core” jurisdiction to resolve trustee's state law 
claims for creditor's alleged breach of same contract 
that provided basis for creditor's proof of claim 
against Chapter 7 estate, court had at least “related 
to” jurisdiction over such claims, and bankruptcy 
court, in indicating that any determinations that it 
lacked jurisdiction to make should be treated as pro-
posed findings and rulings, and district court, in sub-
sequently upholding those determinations under ple-
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nary standard of review, fully complied with neces-
sary procedures for cases based on bankruptcy court's 
“related to” jurisdiction. 28 U.S.C.A. § 157(c)(1). 
 
[23] Bankruptcy 51 2130 
 
51 Bankruptcy 
      51II Courts; Proceedings in General 
            51II(A) In General 
                51k2127 Procedure 
                      51k2130 k. Jury Trial, Authority and 
Discretion to Conduct. Most Cited Cases  
 
Jury 230 19(9) 
 
230 Jury 
      230II Right to Trial by Jury 
            230k19 Civil Proceedings Other Than Ac-
tions; Special Proceedings 
                230k19(9) k. Bankruptcy and Insolvency 
Proceedings. Most Cited Cases  
By filing proof of claim in debtor's Chapter 7 case, 
creditor submitted to equitable jurisdiction of bank-
ruptcy court, and gave up right to jury trial on state 
law breach of contract claim which was asserted to 
decrease or eliminate any recovery on its proof of 
claim. U.S.C.A. Const.Amend. 7. 
 
[24] Bankruptcy 51 3787 
 
51 Bankruptcy 
      51XIX Review 
            51XIX(B) Review of Bankruptcy Court 
                51k3785 Findings of Fact 
                      51k3787 k. Particular Cases and Issues. 
Most Cited Cases  
Question of whether contract has been modified is 
one of fact, a bankruptcy court's determination on 
which is reviewable only for clear error. Fed.Rules 
Bankr.Proc.Rule 8013, 11 U.S.C.A. 
 
[25] Contracts 95 236 
 
95 Contracts 
      95III Modification and Merger 
            95k236 k. Contracts Subject to Modification. 
Most Cited Cases  
Fundamental to establishment of a contract modifica-
tion under New York law is proof of each element 
requisite to formulation of contract, including mutual 

assent to terms of modification. 
 
[26] Contracts 95 236 
 
95 Contracts 
      95III Modification and Merger 
            95k236 k. Contracts Subject to Modification. 
Most Cited Cases  
Under New York law, when alleged contract modifi-
cation arises from parties' course of performance, 
conduct of party may manifest assent if the party in-
tends to engage in such conduct and knows that such 
conduct gives rise to inference of assent; promise 
may be implied when court can justifiably infer that 
the promise would have been explicitly made, had 
attention been drawn to it. 
 
[27] Bankruptcy 51 2927 
 
51 Bankruptcy 
      51VII Claims 
            51VII(E) Determination 
                51k2925 Evidence 
                      51k2927 k. Weight and Sufficiency. 
Most Cited Cases  
Bankruptcy court did not clearly err in finding that 
provision in subcontract between telecommunications 
company and Chapter 7 debtor's wholly-owned sub-
sidiary, pursuant to which authorization of subsidi-
ary's services in prior task order was prerequisite to 
its obtaining any compensation therefor, had been 
modified by telecommunications company's repeated 
failures, over two-year period, to insist on any such 
prior task orders before it paid subsidiary; court did 
not clearly err in concluding that telecommunications 
company, after consistently failing to enforce this 
provision over a period of two years, could not sud-
denly refuse to pay for services that subsidiary pro-
vided without first obtaining task order in reliance on 
parties' prior practice. 
 
[28] Contracts 95 238(2) 
 
95 Contracts 
      95III Modification and Merger 
            95k238 Written Contracts 
                95k238(2) k. Parol Modification. Most 
Cited Cases  
Under New York law, existence of provision in sub-
contract specifying that any modification would have 
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to be in writing did not prevent contract and subcon-
tractor from modifying their agreement, under which 
authorization of services in prior task order was pre-
requisite to subcontractor's obtaining compensation 
therefor, by their contrary course of performance 
over two-year period. 
 
[29] Contracts 95 238(2) 
 
95 Contracts 
      95III Modification and Merger 
            95k238 Written Contracts 
                95k238(2) k. Parol Modification. Most 
Cited Cases  
Under New York law, any contract may be modified 
by course of performance, even if contract otherwise 
requires modifications to be in writing. 
 
[30] Bankruptcy 51 2967.5 
 
51 Bankruptcy 
      51VII Claims 
            51VII(F) Priorities 
                51k2967 Subordination 
                      51k2967.5 k. Inequitable Conduct. 
Most Cited Cases  
“Equitable subordination” is remedial doctrine, 
which is designed to undo or to offset any inequality 
in the claim position of creditor that will produce 
injustice or unfairness to other creditors in terms of 
bankruptcy results. 11 U.S.C.A. § 510(c). 
 
[31] Bankruptcy 51 2967.5 
 
51 Bankruptcy 
      51VII Claims 
            51VII(F) Priorities 
                51k2967 Subordination 
                      51k2967.5 k. Inequitable Conduct. 
Most Cited Cases  
Three conditions must be met before it is appropriate 
to equitably subordinate a claim: (1) claimant must 
have engaged in some type of inequitable conduct; 
(2) that misconduct must have resulted in injury to 
creditors of debtor or have conferred an unfair advan-
tage on claimant; and (3) equitable subordination of 
claim must be consistent with provisions of the Bank-
ruptcy Code. 11 U.S.C.A. § 510(c). 
 
[32] Bankruptcy 51 2967.5 

 
51 Bankruptcy 
      51VII Claims 
            51VII(F) Priorities 
                51k2967 Subordination 
                      51k2967.5 k. Inequitable Conduct. 
Most Cited Cases  
Inequitable conduct supporting equitable subordina-
tion of claim may be unrelated to the acquisition or 
assertion of particular claim whose status is at issue. 
11 U.S.C.A. § 510(c). 
 
[33] Bankruptcy 51 2827 
 
51 Bankruptcy 
      51VII Claims 
            51VII(A) In General 
                51k2827 k. Claims by Insiders and by At-
torneys in Excess of Value. Most Cited Cases  
Claim arising from dealings between debtor and in-
sider is to be rigorously scrutinized. 
 
[34] Bankruptcy 51 2972 
 
51 Bankruptcy 
      51VII Claims 
            51VII(F) Priorities 
                51k2972 k. Determination of Priority. Most 
Cited Cases  
To prevail on request to equitably subordinate claim 
of inside creditor, trustee bears initial burden of pre-
senting material evidence of unfair conduct by credi-
tor, whereupon the inside creditor must rebut the trus-
tee's evidence by proving the fairness of his transac-
tions with debtor. 11 U.S.C.A. § 510(c). 
 
[35] Bankruptcy 51 2967.5 
 
51 Bankruptcy 
      51VII Claims 
            51VII(F) Priorities 
                51k2967 Subordination 
                      51k2967.5 k. Inequitable Conduct. 
Most Cited Cases  
If creditor whose claim the trustee seeks to equitably 
subordinate is not insider, then trustee must present 
evidence of more egregious conduct, such as fraud, 
spoliation or overreaching. 11 U.S.C.A. § 510(c). 
 
[36] Bankruptcy 51 2968 
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51 Bankruptcy 
      51VII Claims 
            51VII(F) Priorities 
                51k2967 Subordination 
                      51k2968 k. Insiders, Stockholders, Fi-
duciaries, and Dominant Persons. Most Cited Cases  
Supplier of telecommunications systems, services, 
and products, which had not only supplied equipment 
to bankrupt telecommunications carrier but entered 
into prepetition contract to provide it with $2 billion 
line of credit for construction of global broadband 
network, engaged in “inequitable conduct,” of kind 
warranting the equitable subordination of its claim, 
when, in attempt to artificially inflate its own earn-
ings, it forced debtor to engage in quarter-ending 
purchases of equipment before such equipment was 
needed, and when it delayed issuing its refinancing 
notice in order to induce other creditors to invest in 
debtor. 11 U.S.C.A. § 510(c). 
 
[37] Bankruptcy 51 2967.5 
 
51 Bankruptcy 
      51VII Claims 
            51VII(F) Priorities 
                51k2967 Subordination 
                      51k2967.5 k. Inequitable Conduct. 
Most Cited Cases  
Claim or claims should be equitably subordinated 
only to extent necessary to offset the harm which 
debtor and its creditors suffered on account of clai-
mant's inequitable conduct. 11 U.S.C.A. § 510(c). 
 
[38] Bankruptcy 51 2967.5 
 
51 Bankruptcy 
      51VII Claims 
            51VII(F) Priorities 
                51k2967 Subordination 
                      51k2967.5 k. Inequitable Conduct. 
Most Cited Cases  
In proceeding to equitably subordinate creditor's 
claim, quantification of harm caused by creditor's 
inequitable conduct may not always be feasible, and 
when that is the case, it should not redound to benefit 
of the wrongdoing creditor. 11 U.S.C.A. § 510(c). 
 
[39] Bankruptcy 51 2972 
 

51 Bankruptcy 
      51VII Claims 
            51VII(F) Priorities 
                51k2972 k. Determination of Priority. Most 
Cited Cases  
In proceeding to equitably subordinate claim, bank-
ruptcy court should attempt to identify the nature and 
extent of harm that it intends to compensate in man-
ner that will permit a judgment to be made regarding 
the proportionality of the remedy to the injury that 
has been suffered by those who will benefit from 
subordination. 11 U.S.C.A. § 510(c). 
 
[40] Bankruptcy 51 2967.5 
 
51 Bankruptcy 
      51VII Claims 
            51VII(F) Priorities 
                51k2967 Subordination 
                      51k2967.5 k. Inequitable Conduct. 
Most Cited Cases  
 
Bankruptcy 51 3779 
 
51 Bankruptcy 
      51XIX Review 
            51XIX(B) Review of Bankruptcy Court 
                51k3779 k. Scope of Review in General. 
Most Cited Cases  
While creditor's claim should be equitably subordi-
nated only to extent necessary to remedy the harm 
caused by that creditor's misconduct, party seeking 
equitable subordination need not quantify the specific 
harms to estate or to other creditors; key question on 
appellate review is whether bankruptcy court's find-
ings demonstrate the proportionality of the remedy to 
the injury. 11 U.S.C.A. § 510(c). 
 
[41] Bankruptcy 51 2968 
 
51 Bankruptcy 
      51VII Claims 
            51VII(F) Priorities 
                51k2967 Subordination 
                      51k2968 k. Insiders, Stockholders, Fi-
duciaries, and Dominant Persons. Most Cited Cases  
Equitable subordination of creditor's $900 million 
claim to those of other creditors was not dispropor-
tionate to harm caused by creditor's inequitable con-
duct when, in attempt to artificially inflate its own 
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earnings, it forced debtor to engage in quarter-ending 
purchases of $240 million in equipment before such 
equipment was needed, and when it delayed issuing 
its refinancing notice in order to induce other credi-
tors to make $200 million and $270 million in in-
vestments in debtor. 11 U.S.C.A. § 510(c). 
 
[42] Bankruptcy 51 2967.5 
 
51 Bankruptcy 
      51VII Claims 
            51VII(F) Priorities 
                51k2967 Subordination 
                      51k2967.5 k. Inequitable Conduct. 
Most Cited Cases  
Creditor's claim could be equitably subordinated only 
to other creditor claims and not to equity interests of 
corporate Chapter 7 debtor's shareholders. 11 
U.S.C.A. § 510(c). 
 
On Appeal from the United States District Court for 
the District of Delaware, (D.C. No. 06-cv-00147), 
District Judge: Honorable Joseph J. Farnan, Jr. 
Craig Goldblatt, Esq. (Argued), Wilmer Hale, Wash-
ington, DC, for Appellant. 
Andrew C. Gold, Esq., David R. King, Esq., Stephen 
M. Rathkopf, Esq. (Argued), Herrick Feinstein, New 
York, NY, for Appellee. 
Robert K. Rasmussen, Esq., University of Southern 
California, Los Angeles, CA, for Amicus-Appellant. 
G. Eric Brunstad, Jr., Esq., Bingham McCutchen, 
Hartford, CT, for Amicus-Appellee. 
 
Before SLOVITER, GREENBERG, Circuit Judges, 
and IRENAS,FN*Senior District Judge. 
 

OPINION OF THE COURT 
 
SLOVITER, Circuit Judge. 
*1 This appeal, arising out of the self-described “stra-
tegic partnership” between Winstar Communications, 
Inc. (the bankrupt corporation) and Lucent Technolo-
gies Inc. (one of Winstar's primary creditors and sup-
pliers), presents us with an issue of first impression-
when a creditor can be considered a non-statutory 
insider for purposes of extending the time for recov-
ery of preferential payments. Ordinarily, a trustee 
may recover transfers made by the debtor within ni-
nety days of the bankruptcy, but the Bankruptcy 
Code authorizes a trustee to recover any transfers 
made within a year of the bankruptcy if the creditor 

was an “insider.”  FN1We must determine whether 
Lucent may be deemed an “insider” of Winstar for 
purposes of the Bankruptcy Code and, if so, whether 
the Bankruptcy and District Courts properly held that 
the Trustee was entitled to recover approximately 
$188 million from Lucent as an avoidable preference 
payment. We also must determine whether those 
courts properly held that Lucent breached its contract 
with one of Winstar's subsidiaries and that Lucent's 
claims against Winstar's estate should be equitably 
subordinated to those of Winstar's other creditors and 
certain equity interest holders. 
 

I. 
 

Procedural Background 
 
Winstar Communications, Inc. (“Winstar”) and its 
wholly-owned subsidiary Winstar Wireless, Inc. 
(“Wireless”) filed voluntary petitions for reorganiza-
tion pursuant to Chapter 11 of the Bankruptcy Code 
on April 18, 2001 (the “Petition Date”).“In January 
2002 the cases were converted to Chapter 7 and 
shortly thereafter Christine C. Shubert (the “Trustee”) 
was appointed as the Chapter 7 trustee.”Shubert v. 
Lucent Techs., Inc. ( In re Winstar Commc'ns, Inc.), 
348 B.R. 234, 244 (Bankr.D.Del.2005). 
 
[1] Winstar initially commenced this adversary pro-
ceeding against Lucent Technologies Inc. (“Lucent”) 
on the Petition Date, “alleging that [Lucent] breached 
several of the contracts between Winstar and Lucent, 
[thereby] allegedly forcing Winstar to file its bank-
ruptcy petition.”  Shubert v. Lucent Techs., Inc., (In 
re Winstar Commc'ns, Inc.), No. 01-01430, 2004 WL 
2713101, at *1 (D.Del. Nov.16, 2004). In turn, “Lu-
cent filed several proofs of claim, asserting claims 
against Winstar that include secured and unsecured 
claims for sums alleged due under agreements be-
tween Lucent and Winstar” totaling nearly one billion 
dollars.FN2Id . Following conversion of the case into a 
Chapter Seven liquidation, the Trustee interceded 
into this adversary proceeding and filed the Second 
Amended Complaint (the controlling complaint in 
this appeal).Id. After the Trustee voluntarily dis-
missed certain claims and the Bankruptcy Court 
granted Lucent dismissal of another, the Trustee had 
three remaining claims: “Count VII for Breach of the 
Parties' Subcontracting Arrangement,”“Count X for 
Return of Preferential Transfer,” and “Count XI, a 
claim seeking to equitably subordinate Lucent's 
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claims.”Id.FN3 
 
*2 Lucent made a demand for a jury trial and asserted 
four counterclaims for fraud and negligent misrepre-
sentation. Lucent subsequently requested the District 
Court to exercise its discretionary power to withdraw 
this case from the Bankruptcy Court under 28 U.S.C. 
§ 157(d) because of its right to a jury trial on the con-
tract and preference claims. The District Court denied 
Lucent's request, holding that by submitting a proof 
of claim against Winstar, Lucent “triggered the 
process of allowance and disallowance of those 
claims,” thereby subjecting Lucent to the equity 
power of the Bankruptcy Court. 2004 WL 2713101, 
at *3. Finally, the Court declined to exercise its dis-
cretion to withdraw the reference, citing In re Pruitt, 
910 F.2d 1160, 1168 (3d. Cir.1990), and ruled that 
Lucent violated Local Bankruptcy Rule 5011-1, 
which provides that “the movant for withdrawal shall 
concurrently file with the Clerk a motion for a deter-
mination by the Bankruptcy Court with respect to 
whether the matter ... is core or non-core.”Id. The-
reafter, the Bankruptcy Court held a trial on the Trus-
tee's claims and Lucent's counterclaims. The Bank-
ruptcy Court found for the Trustee on all her claims. 
It rejected all of Lucent's counterclaims (which Lu-
cent does not contest on appeal). 
 
On the Trustee's preference claim, the Bankruptcy 
Court held that Winstar's payment to Lucent on De-
cember 7, 2000, of the proceeds of a loan Siemens 
made to Winstar was an avoidable preference and 
therefore ordered Lucent to return those funds to the 
Trustee. Because that transaction occurred more than 
ninety days before Winstar filed for bankruptcy, the 
transaction was avoidable only if Lucent was an “in-
sider” of Winstar. The Bankruptcy Court, after dis-
cussing the statutory definition of an “insider” as 
including a “person in control of the debtor,”11 
U.S.C. § 101(31), as well as case law regarding the 
non-statutory category of insiders, held that Lucent 
was an insider of Winstar. The Bankruptcy Court 
rejected Lucent's argument that Winstar lacked “an 
interest” (as required by § 547(b)'s prefatory lan-
guage) in the Siemens loan and rejected Lucent's 
“new value defense” to the preference claim. 
 
Next, the Bankruptcy Court equitably subordinated 
Lucent's claims against the Winstar estate to the 
claims of all of Winstar's other creditors and certain 
equity interest holders. 

 
Finally, on the Trustee's breach of contract claim, 
Lucent challenged the Bankruptcy Court's authority 
to issue a final judgment with respect to that claim, 
which Lucent contended was “non-core.”  See28 
U.S.C. § 157(c)(2) (providing that bankruptcy courts 
can enter final judgments on non-core matters only 
with the consent of the parties). Ultimately, the Bank-
ruptcy Court rejected Lucent's challenge to its ability 
to issue final orders on several grounds. First, the 
Bankruptcy Court found that Lucent “waived its ob-
jection to this Court's entry of final orders by its con-
duct,”  348 B.R. at 250, because “[f]rom before the 
filing of the withdrawal motion, through the conclu-
sion of the Trustee's case-in-chief in this Court when 
Lucent then unsuccessfully sought judgment on par-
tial findings pursuant to Fed. R. Bankr.P. 7052, until 
after submission of all the evidence, and indeed, 
submission of each party's proposed findings of fact 
and conclusions of law [,] ... Lucent did not raise the 
issue that the Bankruptcy Court lacked jurisdiction to 
enter final judgment,”  id. at 244-45.Indeed, the 
Court noted that “Lucent sought a final order in its 
favor on several occasions from this Court.”  Id. at 
245.Second, the Bankruptcy Court “interpret[ed] the 
district court's earlier findings [regarding Lucent's 
motion to withdraw the reference] that the claims and 
counterclaims fall within the claims allowance 
process to necessitate a finding that these actions are 
core pursuant to 28 U.S.C. § 157(b)(2)(B).”  Id. at 
246.See28 U.S.C. § 157(b)(2)(B) (“Core proceedings 
include ... allowance or disallowance of claims 
against the estate....”). 
 
*3 Third, the Bankruptcy Court made an “indepen-
dent examination of its own jurisdiction” and con-
cluded that the Trustee's Subcontract claim was a 
core claim under § 157(b)(2)(B).Id. Lucent filed a 
proof of claim that stated that “Lucent held a secured 
claim (and to the extent not secured, an unsecured 
claim) in [a]n amount not less than $138,957,218.90 
for goods sold, money loaned, and other.”Id. at 
247.“Lucent described the documents which support 
its claim as the Supply Agreement ... and any and all 
related documents, agreements and statements of 
work.”  Id. (emphasis added in original) (internal 
quotations omitted). Thus, the Bankruptcy Court 
concluded that “[w]hether Lucent may have breached 
the Subcontract by refusing to pay [in March 2001] 
has a direct bearing upon whether Lucent may recov-
er under its Proof of Claim and if so, in what amount. 
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Therefore the breach of the Subcontract claim falls 
within the core jurisdiction of the Court.”Id. 
 
On the merits of the Subcontract claim, the Bank-
ruptcy Court held that Lucent breached the Subcon-
tract by its refusal to pay Wireless approximately $62 
million for services rendered between January and 
March 2001.FN4 
 
Lucent subsequently appealed the Bankruptcy Court's 
decision to the District Court, which affirmed. See 
 Lucent Technologies, Inc. v. Shubert (In re Winstar 
Commc'ns, Inc.), No. 06-147-JJF, 2007 WL 1232185 
(D.Del. August 26, 2007). 
 
The parties do not disagree as to the relevant facts. 
They vigorously disagree as to the legal effect of 
these facts and the conclusions reached by both the 
Bankruptcy and District Courts. 
 

II. 
 

Facts 
 
Prior to its bankruptcy, Winstar was a publicly traded 
Delaware corporation that provided local and long 
distance telecommunications services. During the 
1990s, Winstar was also engaged in the construction 
of a global broadband telecommunications network. 
Initially, its subsidiary Wireless was primarily re-
sponsible for the design and construction of this net-
work. Lucent, which was spun off by AT & T, is a 
publicly traded Delaware corporation that “designs 
and delivers telecommunications systems, services, 
and products, including software.”  348 B.R. at 252. 
 
Before the arrangements at issue here, Winstar and 
Lucent had an arm's-length vendor-creditor relation-
ship in which Lucent sold goods to Winstar. In Octo-
ber 1998, Winstar entered into what the parties de-
scribe as a “strategic partnership” with Lucent in or-
der to further Winstar's network construction. 348 
B.R. at 252. As described below, Lucent essentially 
agreed to help finance and construct Winstar's global 
broadband telecommunications network. 
 
In October 1998, Lucent and Winstar entered into a 
secured credit agreement (the “First Credit Agree-
ment”). Lucent provided a two billion dollar line of 
credit “to be used for the purchase of certain products 

and services in exchange for a lien in virtually all of 
Winstar's assets.”  348 B.R. at 252. Simultaneously, 
Lucent and Winstar entered into the Supply Agree-
ment, under which “Lucent would build and deliver a 
turnkey operation to Winstar,” i.e. Lucent would take 
primary responsibility for the construction of Wins-
tar's network. 348 B.R. at 253. Lucent was also re-
quired to provide “Best of Breed” equipment. 348 
B.R. at 253. Where Lucent could not provide “Best 
of Breed” equipment or perform services necessary 
for the construction of Winstar's network, Lucent was 
obligated to finance (pursuant to the First Credit 
Agreement) such equipment or services provided by 
third parties. However, the Supply Agreement pro-
vided that 65% of the equipment and services Wins-
tar purchased during the first year of the contract 
would be from Lucent and 70% thereafter. Winstar 
would face escalating surcharges of up to three mil-
lion dollars per year if it failed to meet these purchase 
requirements. 
 
*4 In sum, under the October 1998 agreements Wins-
tar obtained financing for its network construction 
and Lucent obtained a major customer for its prod-
ucts and services. Even at that time, Lucent and 
Winstar “recognized that Lucent did not have all the 
core competencies necessary to perform the [net-
work] buildout.”  348 B.R. at 253. “Therefore the 
Supply Agreement provided that Lucent would pre-
pare a transition agreement that included a schedule 
of its assumption of various aspects” of the network 
construction. 348 B.R. at 253. However, no transition 
agreement was ever completed. Instead, Lucent and 
Winstar's subsidiary Wireless entered into an agree-
ment effective January 4, 1999, (the “Subcontract”) 
under which “Wireless agreed to act as Lucent's sub-
contractor and build the network at least until such 
time as Lucent was willing and able to assume that 
role.”  348 B.R. at 253. 
 
In May 2000, Winstar obtained a $1.15 billion re-
volving credit and term loan from a consortium of 
bank lenders (the “Bank Facility”), which was se-
cured by Winstar's assets. By this time, Winstar had 
also raised almost one billion dollars in equity and 
$1.6 billion in public debt. Using funds from the 
Bank Facility and these other sources, Winstar paid 
off the approximately $1.2 billion it had borrowed 
from Lucent under the First Credit Agreement. Lu-
cent then released its lien on Winstar's assets. 
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This transaction did not end Lucent's financing of 
Winstar's network construction. As the Bankruptcy 
Court found: “Lucent desired to keep its good cus-
tomer relationship with Winstar and thus in May 
2000, simultaneously with the execution of the Bank 
Facility and repayment of the $1.2 [billion] owed 
under the First Credit Agreement, the parties entered 
into the Second Credit Agreement whereby Winstar 
received from Lucent a $2 billion line of credit with 
the ability to borrow up to $1 billion at any one 
time.”  348 B.R. at 254. Winstar created two subsidi-
aries, WVF-1 LLC (“WVF-1”) and WVF-LU2 LLC 
(“WVF-LU2”), to act as borrowers under the Second 
Credit Agreement. Lucent received a security interest 
in the borrowing subsidiaries' assets and a security 
interest senior to the Bank Facility for equipment 
financed by Lucent. However, the Second Credit Fa-
cility, unlike the First, was not secured by a lien on 
all of Winstar's assets. Finally, the Second Credit 
Agreement also contained the following financial 
covenants: (1) Winstar would “not permit its total 
Capital Cash Expenditures (‘CAPEX’) to exceed $1.3 
billion in any year prior to and including 2001,” (2) 
Lucent was entitled “to serve a ‘refinance notice’ on 
Winstar if the outstanding loans exceeded” $500 mil-
lion, and (3) Winstar was required to use “any in-
creases in the Bank senior loan arrangement ... to 
repay Lucent.” 348 B.R. at 254-55. 
 
The preceding agreements formed the contractual 
basis for the relationship between Winstar and Lu-
cent. The Bankruptcy Court, which conducted a 21-
day bench trial, reviewed 1,400 exhibits, and heard 
39 witnesses, made extensive factual findings of Lu-
cent's control over Winstar. In its overview, the 
Bankruptcy Court concluded that Lucent used “Wins-
tar as a mere instrumentality to inflate Lucent's own 
revenues.”  348 B.R. at 284. It noted that “what be-
gan as a ‘strategic partnership’ to benefit both parties 
quickly degenerated into a relationship in which the 
much larger company [Lucent] bullied and threatened 
the smaller [Winstar] into taking actions that were 
designed to benefit the larger at the expense of the 
smaller.”  348 B.R. at 251. It stated further, “taking 
all the credible evidence as a whole, it is clear that 
Lucent used Winstar to inflate Lucent's own reve-
nues.”  348 B.R. at 251 (emphasis deleted). The opi-
nion continues: 
 

*5 Although Winstar benefitted from some of its 
dealings with Lucent and its own actions were, at 

times, no less questionable than Lucent's, the facts 
point to one conclusion: Lucent extracted what it 
needed to prop up its own revenue from Winstar in 
the form of purchases by Winstar of unneeded 
equipment and manipulated the timing of a refi-
nancing notice that would have put the world on 
notice that Winstar was in dire financial straits un-
til Lucent could take some more. Lucent used its 
position as Winstar's lender to ensure Winstar's co-
operation by repeated threats to stop both the fund-
ing of Winstar's draw requests and the payment of 
Wireless's invoices for services already performed. 

 
Id. 
 
The Bankruptcy Court found that Lucent “controlled 
many of Winstar's decisions relating to the buildout 
of [its] network;”“forced the ‘purchase’ of its goods 
well before the equipment was needed and in many 
instances ... never needed at all;” and “treated Wins-
tar as a captive buyer for Lucent's goods.”  348 B.R. 
at 280. It noted that “Lucent's ability to involve 
Winstar's employees in Lucent['s] duplicity is further 
evidence of Lucent's control.”  Id. 
 
The Bankruptcy Court also found that “these parties 
were not dealing at arms [sic] length” in light of vari-
ous transactions between the parties, such as a pur-
chase order “describing as ‘miscellaneous' a purchase 
of several million dollars,” the agreement to purchase 
unneeded software, other excessive end-of-quarter 
deals, and “unneeded equipment paid for by Winstar 
but sitting in Lucent's facilities, duplicate charges, 
and difficulty, to say the least, in getting credits cor-
rectly to Winstar's accounts.”Id. at 266-67.The Bank-
ruptcy Court also drew an adverse inference against 
Lucent based on the refusal of two Lucent employees 
to answer deposition questions regarding Lucent's 
relationship with Winstar. Id. at 280-82. 
 
As noted above, we must deal with three claims: the 
Trustee's preference claim, the contract claim, and the 
claim for equitable subordination. 
 

III. 
 

Discussion 
 
A. The Preference Claim 
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An understanding of the Trustee's claims for recovery 
of the $188 .2 million payment to Lucent requires a 
detailed description of the Siemens loan and certain 
end-of-quarter and bill-and-hold transactions between 
Lucent and Winstar deemed irregular by the lower 
courts. 
 
In November 2000, Siemens, a competitor of Lucent 
in the manufacture of telecommunications equip-
ment, agreed to join the Bank Facility and lend $200 
million to Winstar. According to the Siemens loan 
documents, the Siemens loan was to be used for 
“general corporate purposes.” App. at 2056. Howev-
er, the Second Credit Agreement with Lucent obli-
gated Winstar to pay any such increase in the Bank 
Facility to Lucent. Failure to do so would constitute 
an event of default under the Second Credit Facility. 
Moreover, under a cross-default provision in the 
Bank Facility, default on the Second Credit Agree-
ment would constitute default on the Bank Facility. 
 
*6 Winstar sought permission from Lucent to keep 
all, or alternatively half, of the Siemens loan 
proceeds notwithstanding the above requirements of 
the Second Credit Agreement. As found by the Bank-
ruptcy Court, “Lucent refused and responded with a 
... ‘consent letter’ that was merely a list of de-
mands.”  348 B.R. at 271. Moreover, after “Winstar 
did not immediately agree to Lucent's demands, Lu-
cent put the transition agreement negotiations on 
hold.”  348 B.R. at 272. Finally, “[w]hen Winstar still 
did not acquiesce, Lucent played its ultimate trump 
card: give Lucent all of the Siemens proceeds or there 
would be no further draws under the Second Credit 
Agreement.”  348 B.R. at 272. 
 
Winstar agreed to pay the proceeds of the Siemens 
loan to Lucent and informed the Bank Facility lend-
ers that it would use the Siemens loan as well as other 
capital raised at about the same time to reduce its 
debt to Lucent. On December 7, 2000, Winstar 
“closed on a $200 million increase [in] its syndicated 
loan with Bank of New York [the agent of the bank 
facility],” and “[o]n the same day Winstar paid, by 
wire transfer, Lucent $188,180,000 [the Siemens loan 
minus certain fees and a refund owed to Winstar by 
Lucent] to reduce Winstar's outstanding loan with 
Lucent.” 348 B.R. at 272. It is this payment of almost 
$188.2 million that the Trustee characterized as an 
avoidable preference. 
 

The Bankruptcy Code provides that “to the extent 
that a transfer is avoided under section [547] of this 
title, the trustee may recover, for the benefit of the 
estate, the property transferred....”.11 U.S.C. § 
550(a). The referenced section, 11 U.S.C. § 547(b) 
provides: 
 

[T]he trustee may avoid any transfer of an interest 
of the debtor in property- 

 
(1) to or for the benefit of a creditor; 

 
(2) for or on account of an antecedent debt owed 
by the debtor before such transfer was made; 

 
(3) made while the debtor was insolvent; 

 
(4) made-(A) on or within 90 days before the 
date of the filing of the petition; or (B) between 
ninety days and one year before the date of the 
filing of the petition, if such creditor at the time 
of such transfer was an insider; and 

 
(5) that enables such creditor to receive more 
than such creditor would receive if-(A) the case 
were a case under chapter 7 of this title; (B) the 
transfer had not been made; and (C) such credi-
tor received payment of such debt to the extent 
provided by the provisions of this title. 

 
Because the Siemens transaction occurred more than 
ninety days prior to the Petition Date, § 547(b)(4) can 
be satisfied only if Lucent was an insider of Winstar. 
Lucent contends that the lower courts erred in so 
holding. Lucent also argues that the proceeds of the 
Siemens loan were “earmarked” for Lucent such that 
no “interest of the debtor in property” was present. 
Finally, Lucent argues that the lower courts impro-
perly denied its new value defense pursuant to 11 
U.S.C. § 547(c)(4). 
 
[2] Although at least one of our sister Courts of Ap-
peals has held that the “determination of insider sta-
tus is a question of fact ... subject to the clearly erro-
neous standard of review,”  Fabricators, Inc. v. 
Technical Fabricators, Inc. (In re Fabricators, Inc.), 
926 F.2d 1458, 1466 (5th Cir.1991), we believe that 
the issue is best characterized as a mixed question of 
law and fact. Cf. Anstine v. Carl Zeiss Meditec AG 
( In re U.S. Med., Inc.), 531 F.3d 1272, 1275 (10th 
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Cir.2008) (characterizing insider status as a mixed 
question where “the facts are undisputed and the is-
sue revolves around the legal conclusion drawn from 
the facts against the backdrop of a statute”). Thus, we 
will review the Bankruptcy Court's findings for clear 
error but exercise “plenary review of the lower 
court's interpretation and application of those facts to 
legal precepts.”Schlumberger Res. Mgmt. Servs., Inc. 
v. Cellnet Data Sys.,  Inc. (In re Cellnet Data Sys., 
Inc.), 327 F.3d 242, 244 (3d Cir.2003). 
 
*7 Under the statute, “[t]he term ‘insider’ includes ... 
(B) if the debtor is a corporation-(i) director of the 
debtor; (ii) officer of the debtor; (iii) person in con-
trol of the debtor; (iv) partnership in which the debtor 
is a general partner; (v) general partner of the debtor; 
or (vi) relative of a general partner, director, officer, 
or person in control of the debtor.”11 U.S.C. § 
101(31)(B). Additionally, in light of Congress's use 
of the term “includes” in § 101(31), courts have iden-
tified a category of creditors, sometimes called “non-
statutory insiders,” who fall within the definition but 
outside of any of the enumerated categories. See  In 
re U.S. Med., 531 F.3d at 1276. 
 
The Bankruptcy Court held that Lucent was an insid-
er of Winstar under § 101(31)(B)(iii)'s “person in 
control” language and as a non-statutory insider. Lu-
cent argues that the lower courts applied the incorrect 
legal standard under § 101(31) and, further, that the 
evidence was insufficient to support a finding of in-
sider status. 
 
The principal issue presented is the legal standard for 
“insider .” Lucent asserts that, in order for a creditor 
to constitute an “insider” as either a “person in con-
trol” or a non-statutory insider, that creditor must 
exercise “actual managerial control over the debtor's 
day-to-day operations.”Appellant's Br. at 32-33. Ac-
cording to Lucent, the term “person in control” and 
the scope of the non-statutory insider category both 
“should be interpreted in light of the other statutorily 
enumerated ‘insiders' “ such that “the evidence would 
have to demonstrate that Lucent exercised the type of 
authority over Winstar that an officer, director, or 
general partner exercises-actual managerial control 
over the debtor's day-to-day operations.” Appellant's 
Br. at 32. In support of that argument, Lucent cites to 
only one decision by an Article III court, Butler v. 
David Shaw, Inc., 72 F.3d 437, 443 (4th Cir.1996) 
(holding, apparently under the non-statutory catego-

ry, that to constitute an insider, an entity “must exer-
cise sufficient authority over the debtor so as to un-
qualifiably dictate corporate policy and the disposi-
tion of corporate assets”) (quoting Hunter v. Babcock 
(In re Babcock Dairy Co.), 70 B.R. 662, 666 
(Bankr.N.D.Ohio 1986)). However, Butler relied 
entirely on In re Babcock Dairy for this proposition 
and the quoted language interpreted the “person in 
control” statutory insider category, not the non-
statutory insider category. 70 B.R. at 666 (holding, in 
the context of the “person in control” category, that 
although no “standard has been established for de-
termining the degree to which a person must control a 
debtor before he is considered ... an insider ... it does 
appear that the person ... must exercise sufficient au-
thority over the debtor so as to unqualifiably dictate 
corporate policy and the disposition of corporate as-
sets”).Butler is unpersuasive. 
 
The Trustee contends that the “person in control” and 
non-statutory insider categories are subject to differ-
ent legal standards. As to “person in control” insider 
status, the Trustee argues that managerial control is 
sufficient but not necessary. As to non-statutory in-
siders, the Trustee argues that “actual control is not 
required.” Appellee's Br. at 33. See  In re U.S. Med., 
531 F.3d at 1277 n. 5 (“The ‘control’ to which [non-
statutory insider] cases refer can only correctly be 
interpreted as something short of actual, legal control 
over the debtor's business because ‘actual control’ 
would subject the creditor to the statutory category of 
‘person in control of the debtor’ under [§ 101(31).] 
Any interpretation of ‘control’ within the nonstatuto-
ry-insider context as anything like the ability to ‘or-
der, organize or direct’ the debtor's operations is 
simply incorrect.”) (citations omitted). Instead, the 
Trustee argues that, in considering non-statutory in-
siders, courts conduct “a factual inquiry into the deb-
tor's relationship with the alleged insider, including 
whether the debtor and the alleged insider dealt at 
arms [sic] length.”Appellee's Br. at 34 (quoting In re 
Craig Sys. Corp., 244 B.R. 529, 539 
(Bankr.D.Mass.2000)).See generally 5 Alan N. Res-
nick & Henry J. Sommer, Collier on Bankruptcy,  § 
547.03[6] (15th rev. ed. 2008) (“The consideration of 
insider status focuses on two factors: (1) the close-
ness of the relationship between the parties; and (2) 
whether the transaction was negotiated at arm's 
length.”). 
 
*8 [3][4][5] We agree with Lucent that actual control 
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(or its close equivalent) is necessary for a person or 
entity to constitute an insider under § 101(31)'s “per-
son in control” language.FN5However, a finding of 
such control is not necessary for an entity to be a 
non-statutory insider. See  In re U.S. Med., 531 F.3d 
at 1279 (“A finding of actual control by the bank-
ruptcy court would make Creditor a statutory insider 
and would avoid the question of whether it was a 
non-statutory insider altogether. Obviously, then, a 
bankruptcy court does not have to find actual control 
of the debtor by the creditor before ruling that the 
creditor is a non-statutory insider of the debtor.”). To 
hold otherwise would render meaningless Congress's 
decision to provide a non-exhaustive list of insiders 
in 11 U.S.C. § 101(31)(B) because the “person in 
control” category would function as a determinative 
test. Lucent persuasively argues that “to avoid turn-
ing the catch-all ‘non-statutory’ category into an end-
run around Congress's intent-making superfluous the 
specific, narrow categories Congress identified-that 
catch-all category must be reserved for persons and 
entities that are functionally equivalent to the types of 
insider enumerated in the statute.”Appellant's Reply 
Br. at 11. 
 
[6] However, Lucent glosses over the fact that not all 
of the enumerated insiders possess actual control over 
the debtor. For example, a “relative of a general part-
ner, director, officer, or person in control of the deb-
tor” is an insider. 11 U.S.C. § 101(31)(B)(vi). Simi-
larly, a “partnership in which the debtor is a general 
partner” is an insider-even though the direction of 
control is reversed, i.e. the debtor as general partner 
controls the partnership. 11 U.S.C. § 
101(31)(B)(iv).Cf.11 U.S.C. § 101(31)(E) (providing 
that an “affiliate” of the debtor is an insider, even 
though an affiliate under § 101(2)(B) includes a cor-
poration “20 percent or more of whose outstanding 
voting securities are directly or indirectly owned ... 
by the debtor”). In light of these enumerated catego-
ries, we hold that it is not necessary that a non-
statutory insider have actual control; rather, the ques-
tion “is whether there is a close relationship [between 
debtor and creditor] and ... anything other than close-
ness to suggest that any transactions were not con-
ducted at arm's length.”  In re U.S. Med., 531 F.3d at 
1277. See alsoS.Rep. No. 95-989, at 25 (1978), as 
reprinted in 1978 U.S.C.C.A.N. 5787, 5810 (“An 
insider is one who has a sufficiently close relation-
ship with the debtor that his conduct is made subject 
to closer scrutiny than those dealing at [arm's] length 
with the debtor.”). 

 
[7] The Bankruptcy Court's extensive findings re-
garding Lucent's ability to coerce Winstar into trans-
actions not in Winstar's interest amply demonstrate 
Lucent's insider status. For example, the Bankruptcy 
Court found that Lucent “controlled many of Wins-
tar's decisions relating to the buildout of the net-
work;”“forced the ‘purchase’ of its goods well before 
the equipment was needed and in many instances ... 
never needed at all;”“treated Winstar as a captive 
buyer for Lucent's goods;” and used Winstar as “a 
means for Lucent to inflate its own revenue.”  348 
B.R. at 280. The Bankruptcy Court also found that 
“Lucent's ability to involve Winstar's employees in 
[certain improper transactions that benefitted Lucent] 
is further evidence of Lucent's control.”Id. 
 
*9 Throughout this period, Lucent was interested in 
ensuring that its financial records show a rosy pic-
ture. To this end, it focused on the quarterly reports 
that it reported publicly and to the financial authori-
ties. The Bankruptcy Court found that “Winstar re-
peatedly and knowingly helped Lucent by making 
massive, last minute, allegedly unneeded purchases 
that were arranged by Lucent as the ends of quarters 
approached.”  348 B.R. at 255. These deals “enabled 
Lucent to report more revenue and appear more prof-
itable in its quarterly public reports than it really 
was.”Id. Indeed, “Winstar's purchases of Lucent 
equipment in end of quarter sales [were] on average 
eight times as high as ... Winstar purchases of Lucent 
equipment in months in which a quarter did not 
end.”Id. The Bankruptcy Court also found that 
“Winstar helped Lucent record revenue through al-
leged accounting schemes such as improper bill and 
hold deals, whereby Winstar would pay for goods 
that it did not need, often were not identified with any 
kind of particularity, and frequently never even left 
the Lucent warehouse.”Id. The Bankruptcy Court 
concluded that “Winstar was and remained Lucent's 
captive purchaser of unneeded and sometimes un-
identified goods to permit Lucent to inflate its own 
revenue.”  348 B.R. at 267. 
 
One of the egregious examples of Lucent's power to 
coerce Winstar is demonstrated by the transaction 
termed the Software Pool Agreement by the Bank-
ruptcy Court. In September 2000, Lucent applied 
“pressure on Winstar to help Lucent make its end of 
quarter numbers.”  348 B.R. at 259. Although Lucent 
was aware that Winstar executives were “vehement 
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that they are out of money and do not want to spend 
money on products that they can not immediately 
utilize,” there were high-level discussions between 
Lucent and Winstar executives, during which Wins-
tar's President and Chief Operating Officer Nate Kan-
tor offered to “help whenever possible” on end of 
quarter deals and instructed another Winstar execu-
tive, David Ackerman, to make a deal. Id. at 260.In 
light of the CAPEX provision in the Second Credit 
Agreement that limited Winstar's capital expendi-
tures, Ackerman expressed discomfort in reaching the 
$110-115 million target that Lucent sought but told 
Kantor that “[t]here is not much I can give them that 
we really need, but there are some creative things I 
can do that can get us close to their number without 
being totally stupid.”  Id. at 260-61.Ultimately, Lu-
cent forced Winstar to pay it $135 million “for soft-
ware it did not need, did not use, and had a fair mar-
ket value of substantially less than the contract 
price.”  348 B.R. at 255. 
 
The Bankruptcy Court found several irregularities in 
the Software Pool Agreement. First, “Lucent's 
[i]nitial software proposal was for a much smaller 
amount-$25 million-but in less than nine days ... the 
pool expanded approximately five-fold ... without the 
numerous internal studies” typically prepared by 
Winstar. 348 B.R. at 263. Second, Winstar agreed to 
pay the list price for the software, even though it was 
contractually entitled to a lower price. Third, the 
Bankruptcy Court found that “less than $20 million 
[of the software purchase] was of value to Wins-
tar.”Id. Fourth, “[t]o enable Winstar to make the re-
quired cash payment for the software, the companies 
agreed to enter into contracts for credits postdated 
after September 29, 2000 and payable in the fourth 
quarter of 2000 (i.e., before Winstar was obligated to 
actually make the software payments to Lu-
cent).”Id.This postdating enabled “Lucent to book 
almost the entire amount of the software deal as rev-
enue in [the] final fiscal quarter of 2000,” meaning 
that “Lucent funded Winstar's purchase of the unne-
cessary software in advance, to obtain Lucent's Sep-
tember 2000 revenue and profit infusion.”Id. As Lu-
cent concedes, its accounting treatment of this trans-
action was improper. It conducted an internal investi-
gation, revised its projected revenue announcement, 
reported the matter to the SEC, and ultimately paid “a 
substantial fine.” Appellant's Br. at 17. 
 
*10 These purchases “forced Winstar out of com-

pliance with the CAPEX covenant and over the $500 
million refinancing threshold” under the Second Cre-
dit Agreement, thereby entitling Lucent to issue a 
refinancing notice. 348 B.R. at 262-63. The Bank-
ruptcy Court found that Lucent subsequently “delibe-
rately held up” the issuance of a refinancing notice 
under the Second Credit Agreement, which the Bank-
ruptcy Court characterized as “the equivalent of a 
financial death knell,” in order “to ensure that the 
[Siemens loan and certain private equity investments] 
occurred and new equity was infused into the dying 
Winstar.”  Id. at 284.In sum, given this course of 
conduct, the Bankruptcy Court found that the “parties 
were not dealing at arms [sic] length.”  Id. at 266.FN6 
 
Lucent contests the sufficiency of these findings to 
support the conclusion that it was an insider. It argues 
that rather than exercising actual control over Wins-
tar, it simply used its superior bargaining position “to 
push Winstar to purchase as much Lucent equipment 
as Winstar was willing to take.”Appellant's Br. at 39. 
It contends that Winstar's management “determined 
that it was in Winstar's best interests to maintain a 
good relationship with their principal supplier, Lu-
cent.”Appellant's Br. at 40. As to the Siemens loan 
transaction, Lucent argues that, given its contractual 
right to those proceeds under the Second Credit 
Agreement, “the preference statute [cannot] penalize 
Lucent for conduct that was wholly permissible under 
the parties' freely entered agreements.”Appellant's 
Br. at 41. 
 
Lucent's contention that it was merely driving a hard 
bargain and exercising its contractual rights is not 
persuasive. The decision of the bankruptcy court in 
Johnson v. NBD Park Ridge Bank ( In re Octagon 
Roofing), 124 B.R. 522, 530 (Bankr.N.D.Ill.1991), 
provides an instructive contrast. There, the alleged 
insider creditor required the debtor to provide a 
mortgage on certain property in order to secure a pre-
viously unsecured debt; if the debtor refused, the 
creditor “could have, and would have, effectively 
shut down Debtor's operations.”  124 B.R. at 530. 
The bankruptcy court held that the creditor was not a 
“person in control of the debtor” because these facts 
“merely demonstrate that the [creditor] could compel 
payment of its debt” and “it is well established that 
the exercise of financial control ... incident to the 
creditor-debtor relationship[ ] does not make the 
creditor an insider.”Id. Here, however, the Bankrupt-
cy Court's findings are not limited to Lucent compel-
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ling payment of debts or other financial concessions 
“incidental” to the Credit Agreements. Instead, the 
Bankruptcy Court found, among other things, that 
Lucent had the ability to coerce Winstar to make un-
necessary purchases and used “Winstar as a mere 
instrumentality to inflate Lucent's own revenues.”  
348 B.R. at 284. 
 
Moreover, given our conclusion that actual control is 
unnecessary for an entity to be deemed a non-
statutory insider, even if Lucent was not a “person in 
control” of Winstar, it was a non-statutory insider of 
Winstar based on the Bankruptcy Court's findings. 
Not only was Lucent both a major creditor and sup-
plier of Winstar, but, according to the Bankruptcy 
Court, it had the ability to coerce Winstar into a se-
ries of transactions that were not in Winstar's best 
interests, such as the Software Pool transaction, the 
improper bill-and-hold transactions, and other pur-
chases of unneeded equipment. Such one-sided trans-
actions refute any suggestion of arm's-length deal-
ings. See  In re U.S. Med., 531 F.3d at 1277 n. 4 (“An 
arm's-length transaction is a transaction in good faith 
in the ordinary course of business by parties with 
independent interests ... [that] each acting in his or 
her own best interest[ ]would carry out ....”) (quota-
tion omitted). 
 
*11 Lucent counters that the totality of the parties' 
relationship suggests that both were able to obtain 
concessions from the other-and therefore, they were 
engaged in arm's-length dealings. Lucent points to 
certain of the Bankruptcy Court's findings in support 
of this argument: Lucent engaged in the “pass-
through” transactions as an accommodation to Wins-
tar, which obtained favorable accounting benefits 
from the practice; Lucent funded more non-Lucent 
equipment than called for under the Supply Agree-
ment and did not impose contractually-authorized 
penalties based on those purchases; and Winstar 
sought out a strategic partnership with Siemens, one 
of Lucent's competitors. These findings may suggest 
that Lucent did not exercise actual control over Wins-
tar. But cf. In re S.  Beach Sec., Inc., 376 B.R. 881, 
889 (Bankr.N.D.Ill.2007) (“To be an insider of the 
debtor [as a person in control], a person need not 
have legal or absolute control of the debtor.”) (quota-
tion omitted). However, the Bankruptcy Court's find-
ings demonstrate that Lucent had come to dominate 
the parties' relationship by December 7, 2000 (the 
date on which the alleged preferential transfer oc-

curred).FN7 Therefore, we cannot conclude that the 
Bankruptcy Court's finding that the parties did not 
deal at arm's length was clearly erroneous and we 
hold that Lucent was a non-statutory insider of Wins-
tar. Therefore, the Trustee was not limited to the ni-
nety-day look back but could recover Winstar's pay-
ment of $188.2 million to Lucent which occurred 
within the year prior to the bankruptcy. 
 
[8][9] Lucent interposed several defenses to the Trus-
tee's preference claim. In addition to its contention 
that the Bankruptcy Court's factual findings do not 
establish actual control, it argued that the payment to 
Lucent was earmarked and thus was not a transfer of 
Winstar's property. “The earmarking doctrine is en-
tirely a court-made interpretation of the statutory re-
quirement that a voidable preference must involve a 
‘transfer of an interest of the debtor in property.’ “  
McCuskey v. Nat'l Bank of Waterloo ( In re Bohlen 
Enters., LTD.), 859 F.2d 561, 565 (8th Cir.1988) 
(quoting 11 U.S.C. § 547(b)). Under this doctrine, 
“[w]hen ... funds are provided by [a] new creditor to 
or for the benefit of the debtor for the purpose of pay-
ing the obligation owed to [an existing] creditor, the 
funds are said to be ‘earmarked’ and the payment is 
held not to be a voidable preference.”  Id. 
 
[10][11] The following are requirements for the ear-
marking doctrine: “(1) the existence of an agreement 
between the new lender and the debtor that the new 
funds will be used to pay a specified antecedent debt, 
(2) performance of that agreement according to its 
terms, and (3) the transaction viewed as a whole ... 
does not result in any diminution of the [debtor's] 
estate.”Id. at 566.We review the Bankruptcy Court's 
findings for clear error and its legal conclusions de 
novo. Cf.  In re Cellnet Data Sys., 327 F.3d at 244. 
 
*12 [12] Although the Bankruptcy Court ultimately 
reached the merits of Lucent's earmarking defense, it 
held in the alternative that Lucent waived earmarking 
because Lucent (1) stipulated that 11 U.S.C. § 
547(b)(1) was satisfied and (2) failed to plead ear-
marking as an affirmative defense. 348 B.R. at 272-
73. We agree with Lucent that these conclusions were 
erroneous. As to the stipulation, the statutory lan-
guage underlying earmarking (“an interest of the deb-
tor in property”) is not contained in § 547(b)(1), but 
rather precedes the enumerated subsections of § 
547(b). Therefore, Lucent's stipulation did not cover 
earmarking. 
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[13] As to the affirmative defense conclusion, as the 
Ninth Circuit has held, “the earmarking doctrine is 
not an affirmative defense under [Fed.R.Civ.P.] 8, 
but rather a challenge to the trustee's claim that par-
ticular funds are part of the bankruptcy es-
tate.”Metcalf v. Golden ( In re Adbox, Inc.), 488 F.3d 
836, 842 (9th Cir.2007). Because the trustee has the 
burden of proving the avoidability of a transfer under 
subsection (b) of this section, “the trustee has the 
burden of establishing [under § 547(b) ] that property 
is part of the bankruptcy estate.”In re Adbox, 488 
F.3d at 842;see11 U.S.C. § 547(g). Where, as here, 
“the trustee establishes that the transfer of the dis-
puted funds was from one of the debtor's accounts 
over which the debtor ordinarily exercised total con-
trol ... the trustee makes a preliminary showing of an 
avoidable transfer ‘of an interest of the debtor’ under 
§ 547(b). The burden then shifts to the defendant in 
the preference action to show that the funds were 
earmarked.”Id. 
 
[14] Turning to the merits, the Bankruptcy Court held 
that earmarking was inapplicable because there was 
no agreement between Winstar and Siemens that the 
proceeds of the Siemens loan would be used to repay 
Lucent. 348 B.R. at 273. Lucent argues that the 
Bankruptcy Court was “clearly wrong” in finding no 
agreement between Siemens and Winstar because the 
Second Credit Agreement required Winstar to use the 
proceeds of any additional debt incurred under the 
Bank Facility to pay down its debt to Lucent, and the 
Bank Facility listed the “fail[ure] to pay any Indeb-
tedness ... in an amount of $25.0 million or more 
when due” as an event of default. App. at 1997. Thus, 
Lucent concludes that the bank agreement “required 
Winstar to use the Siemens loan proceeds to pay Lu-
cent,” Appellant's Br. at 51, and Siemens was aware 
of this requirement because Winstar sent a memoran-
dum to all lenders under the Bank Facility (including 
Siemens) notifying them that Winstar intended to 
utilize “up to $200 million of proceeds from the Ad-
ditional Capital,” which included the Siemens loan, 
“to repay outstandings under the credit agreement 
with Lucent,” App. at 2052. 
 
Notwithstanding the vigor with which Lucent 
presents its earmarking contention, it has not shown 
that the Bankruptcy Court's finding that there was no 
agreement between Siemens and Winstar was clearly 
erroneous. Siemens' corporate representative testified 

that “Winstar could use that [loan] for whatever its 
corporate purposes were,” App. at 2849, and lan-
guage in the amendment to the Bank Facility which 
added Siemens to that lending group also provided 
that the loan was “for general corporate purposes,” 
App. at 2056. Cf. Reigle v. Mahajan ( In re Kumar 
Bavishi & Assocs.), 906 F.2d 942, 944 (3d Cir.1990) 
(rejecting earmarking where “record does not reflect 
the existence of an agreement [between the new cred-
itor and debtor] that the funds be used to pay a speci-
fied antecedent debt”); In re AmeriServe Food Dis-
trib., Inc., 315 B.R. 24, 30-31 (Bankr.D.Del.2004) 
(finding no agreement and thus no earmarking where 
new creditor provided loan “for general corporate 
purposes”). 
 
*13 Moreover, Winstar's memorandum to the Bank 
Facility lenders did not clearly indicate that Winstar 
intended to use the Siemens loan specifically to repay 
Lucent. That document stated that Winstar would use 
“Additional Capital” to repay Lucent and defined 
“Additional Capital” to include significant funds oth-
er than the Siemens loan (such as $270 million in a 
private equity investment and $500 million in an 
equipment leasing facility). Most importantly, even if 
Siemens knew that Winstar would use the loan to 
repay Lucent, there is no evidence to demonstrate 
that Siemens required Winstar to do so. Indeed, as 
noted above, the clear language of the Siemens loan 
documents did not require Winstar to use the loan to 
repay its antecedent debt to Lucent. Cf. Cadle Co. v. 
Mangan ( In re Flanagan), 503 F.3d 171, 185 (2d. 
Cir.2007) ( “[W]e have been ... clear that where a 
new creditor provides funds to the debtor with no 
specific requirement as to their use, the funds do be-
come part of the estate.... This result does not change 
even where the new creditor knows, but does not 
require, that the new loan funds will be used to pay 
off a preexisting debt.”) (internal citations omitted). 
 
In sum, Siemens was (at most) aware that the Second 
Credit Agreement between Lucent and Winstar re-
quired Winstar to pay the proceeds of the Siemens 
loan to Lucent and that Winstar intended to do so. 
Although Lucent is correct that a failure to do so 
would have ultimately led to an event of default un-
der the Bank Facility, that merely implies that the 
Bank Facility lenders (including Siemens) could have 
brought breach of contract claims against Winstar-not 
that Siemens conditioned its loan on Winstar's pay-
ment to Lucent. Thus, the Bankruptcy Court properly 
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held that earmarking was inapplicable. 
 
Apparently recognizing that its earmarking conten-
tion may not defeat the Trustee's $188.2 million 
claim in its entirety, Lucent next argues that it is en-
titled to a $90.7 million new value defense. Under the 
Bankruptcy Code, a trustee may not avoid a transfer 
 

to or for the benefit of a creditor, to the extent that, 
after such transfer, such creditor gave new value to 
or for the benefit of the debtor-(A) not secured by 
an otherwise unavoidable security interest; and (B) 
on account of which new value the debtor did not 
make an otherwise unavoidable transfer to or for 
the benefit of such creditor. 

 
11 U.S.C. § 547(c)(4). New value includes “money 
or money's worth in goods, services, or new cre-
dit.”11 U.S.C. § 547(a)(2). Lucent bears the burden 
of proving its new value defense. 11 U.S.C. § 547(g). 
 
[15][16][17] This court has held that § 547(c)(4) im-
poses three requirements: (1) “the creditor must have 
received a transfer that is otherwise voidable as a 
preference under § 547(b);” (2) “after receiving the 
preferential transfer, the preferred creditor must ad-
vance ‘new value’ to the debtor on an unsecured ba-
sis;” and (3) “the debtor must not have fully compen-
sated the creditor for the ‘new value’ as of the date 
that it filed its bankruptcy petition.”  New York City 
Shoes, Inc. v. Bentley Int'l, Inc. (In re New York City 
Shoes, Inc.), 880 F.2d 679, 680 (3d Cir.1989) (em-
phasis in original). As explained by one treatise, 
“[a]lthough there is no requirement that the [new 
value] be extended as a result of the previously re-
ceived preference, the rationale of this section treats 
the [new value] as if it were, in effect, a return of the 
preference, restoring the previous depletion of the 
estate.” 4 William J. Norton Jr., Norton Bankruptcy 
Law and Practice  § 66:36 (3d ed.2008). We defer to 
the Bankruptcy Court's factual findings regarding 
Lucent's new value defense unless they were clearly 
erroneous. In re New York City Shoes, 880 F.2d at 
682. 
 
*14 [18] Lucent contends that it “provided Winstar 
with $90.7 million of unsecured new value after De-
cember 7, 2000 [the date of the Siemens transaction], 
in the form of: (1) $28.4 million in equipment and 
related services for which Winstar never paid; and (2) 
a $62.3 million loan that Winstar drew from Lucent 

under the Second Credit Agreement on December 29, 
2000, and did not repay.”Appellant's Br. at 55. The 
Bankruptcy Court rejected Lucent's new value de-
fense because Lucent provided any such new value 
“on a secured basis, as is evidenced by the Security 
Agreements dated May 9, 2000, and December 22, 
2000, and as admitted by Lucent in its ... secured 
proof of claim and the escrow fund stipulations.”  
348 B.R. at 283 (internal citations omitted). Indeed, 
the Trustee and Lucent entered into stipulations 
“which recognize the validity of Lucent's security 
interests and provide for distribution to Lucent of the 
proceeds of the sale of Winstar assets that were sub-
ject to Lucent's lien.”Id. Moreover, the Bankruptcy 
Court found that “Lucent ... failed to show that [the 
new value] was provided after the receipt by Lucent 
of the preferential transfer.”Id. (emphasis in original). 
 
We agree with Lucent that it has demonstrated that 
the equipment and services underlying the $28.4 mil-
lion were delivered after the date of the Siemens 
transaction (December 7, 2000). Lucent employee 
Vernon Terrell testified that this equipment was 
shipped between December 8, 2000, and April 18, 
2001, App. at 2662-63, and invoices for the equip-
ment at issue show that the “ship date” for all of the 
equipment was December 8, 2000, or later. Indeed, 
the Trustee does not even address this issue in her 
brief and appears to concede the point. Thus, the 
Bankruptcy Court's contrary finding was clearly er-
roneous. 
 
On the other hand, the Bankruptcy Court found that 
this new value was secured, a finding Lucent con-
tends was erroneous. Of course, if the equipment was 
the subject of a prior security interest possessed by 
Lucent, it could not be part of new value purportedly 
provided by Lucent. As noted above, it was Lucent's 
burden to prove its new value defense, and we con-
clude that it has failed to satisfy its burden of proof to 
show that the $28.4 million was unsecured. When 
Lucent filed its secured claim, it listed certain equip-
ment that was covered by the security agreements 
dated May 9, 2000 and December 22, 2000 that was 
owned by Winstar's subsidiaries WVF-1 and WVF-
LU2. In fact, the record shows that Lucent included 
almost all of the equipment claimed as new value as 
part of its secured claim against Winstar. Compare 
App. 1216-17 (invoice numbers for equipment under-
lying secured claims) with App. 2210-2332 (invoices 
underlying $28.4 million in alleged new value). 
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Moreover, the Trustee and Lucent entered into three 
related settlements that recognize the validity of Lu-
cent's security interests for purposes of the bankrupt-
cy proceedings and expressly provide that “all of 
Lucent's secured claims against the Debtors' estates 
[i.e. Winstar and its subsidiaries] have been resolved” 
in exchange for approximately $21 million. App. at 
1412. That is, for purposes of these bankruptcy pro-
ceedings, the combined effect of Lucent's security 
agreements, proof of claim and the parties' stipula-
tions is that Lucent failed to show that the equipment 
underlying its $28.4 million new value defense was 
unsecured. Cf. Norton Bankruptcy Law and Practice 
at § 66:36 (noting that § 547(c)(4)“requires a ... de-
termination of whether the security interest is valid in 
bankruptcy. If it is not, the creditor will lose the ben-
efit of the security interest, but will be able to use the 
entire [new value] to protect a prior preference.”). 
Thus, we cannot conclude that the Bankruptcy Court 
clearly erred in concluding that Lucent provided the 
$28.4 million in alleged new value on a secured ba-
sis. Consequently, Lucent cannot claim a new value 
defense as to the $28.4 million in equipment and re-
lated services. 
 
*15 Lucent also failed to meet its burden of proof 
with respect to its new value defense as to the pay-
ment on December 29, 2000 of $62.3 million. This 
payment was part of a “pass-through” transaction 
between Winstar, Lucent, and Wireless that involved 
three steps: (1) Winstar borrowed funds from Lucent 
under the Second Credit Agreement (2) in order to 
pay Lucent for services under the Supply Agreement, 
(3) which in turn paid Wireless for its services pur-
suant to a subcontract between Lucent and Wireless. 
As to the first step in the transaction, Lucent has 
failed to show that this loan was unsecured. Indeed, 
Lucent had a security interest in the equipment and 
services financed pursuant to the $62.3 million loan 
payment under the Second Credit Agreement and 
related security agreements, and does not appear to 
argue otherwise. 
 
Instead, Lucent contends that, even if the $62.3 mil-
lion alleged new value was subject to a security inter-
est, Lucent was undersecured at the time it provided 
such new value. Thus, Lucent argues that it is entitled 
to a setoff to the extent that any new value exceeds 
the value of its security interests. 
 
Although the authorities disagree as to whether an 

undersecured creditor is entitled to a new value de-
fense,FN8 we need not decide the issue because Lu-
cent has failed to demonstrate that it was underse-
cured at the time of the $62.3 million loan at issue. 
Indeed, Lucent's evidence before the Bankruptcy 
Court suggested that Winstar was solvent at and 
about the time of the alleged new value transfer, and 
therefore Lucent could not have been undersecured at 
that time. Although the Bankruptcy Court rejected 
that evidence and found that Winstar was insolvent (a 
finding not at issue on appeal), the Trustee notes that 
the Bankruptcy Court's findings suggest that Winstar 
had assets of approximately $3 billion in December 
2000. 348 B.R. at 277-78. Moreover, Lucent's re-
liance on the value of the assets underlying its se-
cured claim at the time that Winstar liquidated its 
holdings is unpersuasive because a liquidation sales 
price does not represent the value of the assets at the 
time Lucent provided the alleged new value. 
 
As to the second step of the transaction, the payment 
flowed from Winstar to Lucent for services under the 
Supply Agreement, not from Lucent. 
 
Finally, as to the third step of the transaction, Lu-
cent's payment to Wireless was simply a payment on 
an antecedent debt for services provided by Wireless 
to Lucent. New value in services is deemed to be 
provided when the services are performed. See  In re 
U.S. Interactive, Inc., 321 B.R. 388, 394 
(Bankr.D.Del.2005) (“Value is deemed given on the 
date the services are performed.”). Here, Lucent 
failed to offer any evidence to demonstrate that these 
services were provided after December 7, 2000 (the 
preference date), and therefore Lucent failed to satis-
fy its burden of proof as to its new value defense on 
this basis as well. 
 
In sum, we conclude that the Bankruptcy Court prop-
erly denied Lucent its new value defense under § 
547(c)(4) because Lucent failed to carry its burden of 
proof as to both components of its new value theory. 
We therefore will affirm the Bankruptcy Court's deci-
sion, approved by the District Court, that the Trustee 
may recover the $188.2 million paid to Lucent. 
 
B. The Contract Claim 
 
*16 We turn next to the Trustee's claim that Lucent 
breached its subcontract with Wireless, a claim that 
the Bankruptcy Court accepted and for which it 
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awarded the Trustee more than $62 million. Before 
we discuss this claim, we must first consider Lucent's 
challenge to the Bankruptcy Court's jurisdiction to 
enter final judgment on this claim. 
 
[19] A bankruptcy court may enter final judgments 
only to “core proceedings” absent consent of the par-
ties. 28 U.S.C. § 157(b)-(c). This court has adopted a 
two step process to determine whether a claim is a 
core proceeding. See  Halper v. Halper, 164 F.3d 
830, 836 (3d Cir.1999). First, “a court must consult § 
157(b)” to determine if the claim at issue fits within 
that provision's “illustrative list of proceedings that 
may be considered ‘core.’ “  Id. If so, “a proceeding 
is core [1] if it invokes a substantive right provided 
by title 11 or [2] if it is a proceeding, that by its na-
ture, could arise only in the context of a bankruptcy 
case.”  Id. (quotation omitted). 
 
[20][21] Even if a claim is not a core proceeding, a 
bankruptcy court may still have jurisdiction over the 
claim if the claim is “related to a case under title 11,” 
i.e. the Bankruptcy Code. 28 U.S.C. § 157(c)(1). 
However, the bankruptcy court (absent consent of the 
parties not present here) may only submit “proposed 
findings of fact and conclusions of law” that are sub-
ject to de novo review by the district court. 28 U.S.C. 
§ 157(c)(1). We have held that a claim falls within 
the bankruptcy court's “related to” jurisdiction if “the 
outcome of that proceeding could conceivably have 
any effect on the estate being administered in bank-
ruptcy.”  Halper, 164 F.3d at 837 (quotation omit-
ted). 
 
The Bankruptcy Court held that the Trustee's breach 
of contract claim was “core” because that claim had a 
“direct bearing upon whether Lucent may recover 
under its Proof of Claim and if so, in what amount.”  
348 B.R. at 247. See28 U.S.C. § 157(b)(2) (“Core 
proceedings include ... allowance or disallowance of 
claims against the estate....”).FN9 Lucent contends 
that, under N.  Pipeline Constr. Co. v. Marathon Pipe 
Line Co., 458 U.S. 50, 102 S.Ct. 2858, 73 L.Ed.2d 
598 (1982), “it would violate Article III to permit an 
Article I bankruptcy court to enter final judgment ... 
in a contract action by the estate that arises solely 
under state law and implicates no federal statutory or 
regulatory regime.”Appellant's Br. at 74. 
 
[22] We need not adopt the conclusion of the Bank-
ruptcy Court that the Trustee's breach of contract 

claim is a core proceeding because in our view that 
claim was within the Bankruptcy Court's jurisdiction 
as “related to” the Trustee's case under Title 11. Lu-
cent filed proofs of claim against Winstar and its sub-
sidiaries. Moreover, as noted by the Bankruptcy 
Court, Lucent's proofs of claim “described the docu-
ments which support its claims as the Supply Agree-
ment, any amendments thereto and any and all related 
documents, agreements and statements of work. The 
Subcontract is certainly an agreement related to the 
Supply Agreement; it is the means by which Lucent 
was to fulfill its obligation to perform the network 
buildout.”  348 B.R. at 247. (quotations omitted). 
That is, in order to determine whether Lucent is en-
titled to recover on its proofs of claim, and if so, in 
what amount, the Bankruptcy Court had to determine 
whether Lucent breached its obligations under the 
Subcontract. Any amount that Lucent was entitled to 
recover against Winstar would, in essence, be offset 
by any amount that Lucent failed to pay under the 
Subcontract.FN10 Thus, the Trustee's breach of con-
tract claim falls within § 157(c)(1) because resolution 
of that claim “could conceivably have [an] effect on 
the estate being administered in bankruptcy.”  Hal-
per, 164 F.3d at 837. Although the Bankruptcy Court 
could not enter a final judgment on the claim if sup-
ported only by its “related to” jurisdiction, the Bank-
ruptcy Court expressly stated that “to the extent that 
... this Court may only enter proposed findings and 
rulings ... the following constitutes the Court's pro-
posed findings and rulings.”  348 B.R. at 243. The-
reafter, the District Court upheld the Bankruptcy 
Court's resolution of the Trustee's breach of contract 
claim after “reviewing the decision of the Bankruptcy 
Court under a plenary standard of review.” 2007 WL 
1232185, at *6 (emphasis added). Thus, even assum-
ing that the Bankruptcy Court could not enter a final 
judgment as to the breach of contract claim, the lower 
courts complied with the necessary procedures for 
cases based on a bankruptcy court's “related to” ju-
risdiction. See28 U.S.C. § 157(c)(1).FN11 
 
*17 [23] Finally, Lucent contends that it is entitled to 
a jury trial on the Trustee's breach of contract claim 
under the Seventh Amendment. However, the Su-
preme Court has held that when a creditor files a 
proof of claim, the creditor brings itself “within the 
equitable jurisdiction of the Bankruptcy Court” such 
that the creditor is “not entitled to a jury trial on [a] 
trustee's preference action”-even though, absent the 
filing of the proof of claim, a creditor is entitled to a 
jury trial on such a claim-because “the creditor's 
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claim and the ensuing preference action by the trustee 
become integral to the restructuring of the debtor-
creditor relationship through the bankruptcy court's 
equity jurisdiction.”  Langenkamp v. Culp, 498 U.S. 
42, 44-45, 111 S.Ct. 330, 112 L.Ed.2d 343 (1990) 
(per curiam).See also  Granfinanciera, S.A. v. Nord-
berg, 492 U.S. 33, 59 n. 14, 109 S.Ct. 2782, 106 
L.Ed.2d 26 (1989) (“[B]y submitting a claim against 
the bankruptcy estate, creditors subject themselves to 
the court's equitable power to disallow those claims, 
even though the debtor's opposing counterclaims are 
legal in nature and the Seventh Amendment would 
have entitled creditors to a jury trial had they not ten-
dered claims against the estate.”); Billing v. Ravin, 
Greenberg & Zachin, P.A., 22 F.3d 1242, 1250 (3d 
Cir.1994) (“It is clear that a creditor who submits a 
proof of claim against the bankruptcy estate has no 
right to a jury trial on issues raised in defense of such 
a claim.”); Travellers Int'l AG v. Robinson, 982 F.2d 
96, 98 (3d Cir.1992) (“Travellers is neither entitled to 
a jury trial nor is it entitled, in the alternative, to be 
heard by an Article III judge. Rather, by submitting a 
proof of claim to the debtor's estate, Travellers effec-
tively waived its right to a jury trial and submitted 
itself to the equitable jurisdiction of the bankruptcy 
court.”). Similarly, Lucent filed a proof of claim 
against Winstar's estate and therefore was not consti-
tutionally entitled to a jury trial on the Trustee's re-
lated breach of contract claim.FN12We therefore turn 
to the merits of the Trustee's contract claim. 
 
Shortly after Lucent and Winstar entered into the two 
original agreements (the First Credit Agreement and 
the Supply Agreement) Lucent and Winstar entered 
into a subcontract by which Wireless “agree[d] to 
perform for Lucent the tasks, responsibilities and 
services described on the attached task specific sche-
dule(s) (individually a “Task Order”).”  348 B.R. at 
256. Thus, the Subcontract contemplated that Lucent 
would provide a Task Order to Wireless before Wire-
less performed the contemplated services. 
 
However, the Bankruptcy Court found-and the parties 
do not dispute-that at most one Task Order was is-
sued from Lucent to Wireless, and none after the first 
quarter of 1999. Nonetheless, despite a contract pro-
vision barring modification of the Subcontract unless 
in writing and signed by the parties, “between Janu-
ary 1999 and October 2000, Lucent paid Wireless 
approximately $325 million for services performed 
under the Subcontract, most, if not all, without a prior 

written task order.”  Id. at 257.Instead, “the parties 
quickly dispensed with the task order process, opting 
instead to exchange less formal documentation,” in 
which Wireless would perform network construction 
services first and only subsequently would any pa-
perwork be exchanged among the parties. Id. 
 
*18 The Bankruptcy Court credited former Winstar 
Chief Financial Officer Richard Uhl's explanation for 
this less formal process. Uhl stated: “Early on it was 
discovered that Lucent was unable or not capable of 
defining what should go into the purchase order. So 
the practice evolved ... that inasmuch as Lucent could 
not produce the details of the purchase order, Winstar 
Wireless would as its subcontractor to Lucent issue 
an invoice [for services already performed,] which 
Lucent would then cover with a purchase order and 
that was the sequence.”Id. at 257-58. 
 
As early as June 1999, Lucent became unhappy with 
this “pass-through” arrangement in that it “could not 
recognize revenue on the pass-through transaction 
because it did not have sufficient control over the 
services being performed by Winstar's [technically 
Wireless's] employees to allow revenue recognition 
under the accounting rules.”  348 B.R. at 258. Addi-
tionally, Lucent was “concerned that financing any 
additional services [as opposed to equipment] would 
hamper its ability to sell Winstar's loans,” which Lu-
cent attempted to do in 1999 and 2000. Id. Thus, in 
June 1999, Lucent “informed Winstar that it would 
not pass through any additional services” even 
though “Lucent was still unwilling or unable to build 
the turnkey operation.”Id. 
 
However, after high level discussions between the 
companies' executives, “ultimately Lucent agreed to 
continue the [pass-through] arrangement.”Id. As 
found by the Bankruptcy Court, Lucent “agreed to 
finance Wireless-performed services and facilitate the 
favorable accounting treatment that Winstar desired 
... as an accommodation to Winstar.”Id. 
 
In September 2000, Lucent again threatened to refuse 
to pay for approximately $65 million in services pro-
vided by Wireless without the prior issuance of a 
Task Order. Lucent informed Winstar that “we be-
lieve it is not appropriate for Lucent to accept Pur-
chase Orders for these services” in light of the Supply 
Agreement's target for provision of services by Lu-
cent. 348 B.R. at 259. Lucent called for negotiations 
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to complete a transition agreement that would turn 
over responsibility for these services from Wireless 
to Lucent. The Bankruptcy Court, however, found 
that Lucent “had still not developed the core compe-
tencies needed for it to assume the buildout by itself” 
and therefore Lucent's request for negotiations “was 
nothing more than an attempt to create a pretext for 
denying further draws under the Second Credit 
Agreement so that Lucent could renegotiate the terms 
of the ‘strategic partnership’ for its benefit.”Id. 
 
Winstar objected to Lucent's refusal to pay and 
threatened not to complete the Software Pool transac-
tion described above. Lucent then agreed to pay for 
the contested services, but required Winstar to agree 
to “lock-up” negotiations regarding a transition 
agreement. Moreover, Lucent demanded in a letter 
dated September 27, 2000, that Winstar and Wireless 
would perform work on the network “only upon prior 
receipt of a mutually acceptable written purchase 
order from Lucent (and not at [Winstar's] sole initia-
tive)” or else “Lucent would not be able to accept 
purchase orders or invoices for any Winstar per-
formed services.” 348 B.R. at 262. The Bankruptcy 
Court credited the testimony of two Winstar execu-
tives. The executive who signed and returned the 
letter testified that, although Winstar assented to Lu-
cent's letter, he “did not understand this letter to ter-
minate the original agreement in the event the parties 
were unable to enter into a new agreement” and the 
other testified that he believed that Lucent was de-
manding the letter “because they needed to book rev-
enue.”Id. 
 
*19 In December 2000, Winstar again billed Lucent 
for services provided by Wireless without a prior 
Task Order. That is, Winstar sought another “pass-
through” transaction by simultaneously requesting to 
draw approximately $62 million under the Second 
Credit Agreement and billing Lucent for the Wireless 
services. Initially, Lucent internally questioned 
whether payment was appropriate, but concluded that 
“Winstar can draw down upon the credit facility” and 
Lucent “really had not the option of denying their 
rights here.”  348 B.R. at 268. 
 
Finally, in March 2001, Winstar again simultaneous-
ly requested to draw approximately $62 million under 
the Second Credit Agreement and billed Lucent for 
services provided by Wireless in the preceding quar-
ter. Lucent refused to pay because no Task Order 

authorized the work, and the Trustee seeks damages 
of approximately $62 million for this alleged breach 
of contract. 
 
[24] Lucent contends it had no obligation to pay the 
amount requested because no Task Order had been 
submitted, as required by the Subcontract. The Bank-
ruptcy Court held that the course of conduct between 
Lucent, Winstar, and Wireless amounted to a modifi-
cation of the Subcontract. The parties agree that New 
York state law controls the Trustee's claim for breach 
of the Subcontract. The question of whether a con-
tract has been modified is one of fact and therefore 
subject to review only for clear error.FN13See  Carnes 
Co. v. Stone Creek Mech., Inc., 412 F.3d 845, 852 
(7th Cir.2005) (“Whether a contract has been mod-
ified is a question of fact subject to the clearly erro-
neous standard of review.”). 
 
[25][26]“Fundamental to the establishment of a con-
tract modification is proof of each element requisite 
to the formulation of a contract, including mutual 
assent to its terms.”  Beacon Terminal Corp. v. 
Chemprene, Inc., 75 A.D.2d 350, 429 N.Y.S.2d 715, 
718 (N.Y.App.Div.1980). Where, as here, the alleged 
modification arises from the parties' course of per-
formance, the “conduct of a party may manifest as-
sent if the party intends to engage in such conduct 
and knows that such conduct gives rise to an infe-
rence of assent. Thus, a promise may be implied 
when a court may justifiably infer that the promise 
would have been explicitly made, had attention been 
drawn to it.”  Maas v. Cornell Univ., 94 N.Y.2d 87, 
699 N.Y.S.2d 716, 721 N.E.2d 966, 970 (N.Y.1999) 
(citations omitted). 
 
[27] Lucent argues that the Bankruptcy Court's find-
ings were insufficient to demonstrate that Lucent 
assented to modification of the Subcontract. Accord-
ing to Lucent, “the fact that Lucent decided to per-
form in a given quarter without insisting on Task 
Orders by no means demonstrates that it agreed to the 
permanent removal of that condition as to all future 
quarters.”Appellant's Br. at 65-66 (emphasis in origi-
nal). Lucent also notes that the Subcontract provided 
that the “waiver of [a] ... breach shall [not] constitute 
a waiver ... with respect to any subsequent other ... 
breach.”App. at 1558. In sum, Lucent contends that 
the Trustee failed to satisfy its burden to prove that 
Lucent assented to any modification of the Subcon-
tract. Instead, Lucent contends that it simply unilate-
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rally waived the Task Order requirement on a quarter 
by quarter basis. See  Nassau Trust Co. v. Montrose 
Concrete Prods. Corp., 56 N.Y.2d 175, 451 N.Y.S.2d 
663, 436 N.E.2d 1265, 1269 (N.Y.1982) (noting the 
distinction “between an oral agreement that purports 
to modify the terms of a prior written agreement and 
an oral waiver by one party to a written agreement of 
a right to require of the other party certain perfor-
mance in compliance with that agreement”). Moreo-
ver, Lucent argues that it validly withdrew that waiv-
er by letter dated September 27, 2000, which pro-
vided that “Winstar would perform ... work only 
upon prior receipt of a mutually acceptable written 
purchase order from Lucent (and not at its sole initia-
tive).” App. at 952. 
 
*20 The record evidence is inconsistent with Lucent's 
waiver argument. The Bankruptcy Court noted that, 
“beginning as early as the communications surround-
ing the invoice for the second quarter of 1999 [i.e. the 
second quarter of dealings under the Subcontract], 
Lucent warned Winstar that it would pay for Wire-
less' services ‘one last time’ without a task order,” 
but the Bankruptcy Court concluded that “there were 
too many ‘one last times' for that warning to be effec-
tive.”  348 B.R. at 269. Moreover, Lucent's Septem-
ber 27, 2000, letter sought Winstar's assent to, inter 
alia, a requirement that Lucent would not pay for 
Wireless services without a prior task or purchase 
order from Lucent. If Lucent had simply waived the 
Task Order requirement to that point, Winstar's as-
sent to the letter would have been unnecessary. 
 
Finally, Lucent provided funds under a December 28, 
2000, draw request under the Second Credit Agree-
ment to which Winstar attached an invoice for Wire-
less services already rendered in the quarter ending 
December 31, 2000-the very same structure as the 
March 2001 transaction that Lucent refused to pay 
and that gave rise to this claim. In sum, we agree with 
the Bankruptcy Court's conclusion that “it is not cred-
ible that almost two years after the pattern had been 
established that Lucent would insist upon compliance 
with the letter of the Subcontract, particularly when 
Lucent [had] used this tactic in the past to try to pres-
sure Winstar.”  Id. at 270. 
 
[28][29] In addition to its contention that it did not 
breach the Subcontract in March 2001 because no 
Task Order authorized the services for which Wire-
less was attempting to collect, Lucent contends that 

any purported modification created by the parties' 
course of conduct was ineffective because the Sub-
contract required any modification to be in writ-
ing.FN14Once again, we agree with the Bankruptcy 
Court's rejection of Lucent's contention that the mod-
ification of the Subcontract's requirement of a preced-
ing Task Order was ineffective in light of the Sub-
contract's provision barring non-written modifica-
tions. New York law provides that any contract may 
be modified by a course of performance, even if that 
contract otherwise requires modifications to be in 
writing. See  Rosen Trust v. Rosen, 53 A.D.2d 342, 
386 N.Y.S.2d 491, 499 (N.Y.App.Div.1976) (“[A]ny 
written agreement, even one which provides that it 
cannot be modified except by a writing signed by the 
parties, can be effectively modified by a course of 
actual performance.”). Lucent contends that the non-
written modification can only be effective if one of 
the exceptions to N.Y. Gen. Oblig. Law § 15-301 
enunciated in Rose v. Spa Realty Asscs. is satisfied. 
See 42 N.Y.2d 338, 397 N.Y.S.2d 922, 366 N.E.2d 
1279, 1281 (N.Y.1977) (“Partial performance of an 
oral agreement to modify a written contract, if une-
quivocally referable to the modification, avoids the 
statutory requirement of a writing. Moreover, when a 
party's conduct induces another's significant and sub-
stantial reliance on the agreement to modify, albeit 
oral, that party may be estopped from disputing the 
modification notwithstanding the statute.”). Assum-
ing that Rose applies to modifications based on the 
parties' course of performance, we believe that the 
parties' performance under the Subcontract was une-
quivocally referable to the modification at issue. 
Wireless' performance of Subcontract services with-
out a prior Task Order, and Lucent's payment thereof, 
were incompatible with the express terms of the Sub-
contract. Moreover, we agree with the Bankruptcy 
Court that “[b]ased upon Lucent's past practices, nei-
ther Wireless nor Winstar was unreasonable in rely-
ing upon Lucent's practice of funding and paying for 
services upon presentation of an invoice ... and nei-
ther was unreasonable in expecting this practice to 
continue.”  348 B.R. at 270. 
 
*21 We conclude, as did the Bankruptcy Court, that 
the Subcontract was indeed modified by the parties' 
course of performance. The record shows that only 
one Task Order was ever issued by Lucent and that 
the parties thereafter dispensed with the Task Order 
requirement for nearly two years, during which time 
Lucent paid Wireless approximately $325 million for 
services under the Subcontract. Winstar's then-
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President and Chief Operating Officer testified that 
he understood that the Task Order requirement had 
been replaced by an exchange of invoices and pur-
chase orders after Wireless performed work. Wins-
tar's then-Chief Financial Officer also testified that 
this more informal exchange of documents after 
Wireless completed work under the Subcontract was 
necessary because “[e]arly on it was discovered that 
Lucent was unable or not capable of defining what 
should go into the purchase order.”  348 B.R. at 257. 
Similarly, a Lucent executive testified that “we clear-
ly were in a relationship that was commercially bind-
ing because there were purchase orders and invoices 
between the companies where we subcontracted with 
them.”FN15 Id. at 269.Together, this evidence demon-
strates that the Subcontract was modified by the par-
ties' course of performance such that no Task Order 
was required prior to Wireless' provision of services 
under the Subcontract. 
 
In sum, we hold that the Subcontract was modified in 
light of the parties' course of performance such that 
the parties dispensed with the Task Order require-
ment in favor of an informal exchange of documents 
after Wireless performed services. Moreover, we 
conclude that this modification was effective under 
New York law. Thus, we agree with the lower courts 
that Lucent breached the Subcontract when it refused 
to pay Wireless' March 2001 invoice for services 
rendered under the Subcontract. 
 
C. Equitable Subordination 
 
[30] Finally, we reach the Bankruptcy Court's deci-
sion, on the Trustee's request, to equitably subordi-
nate Lucent's claims. The Bankruptcy Code provides 
that a “court may (1) under principles of equitable 
subordination, subordinate for purposes of distribu-
tion all or part of an allowed claim to all or part of 
another allowed claim or all or part of an allowed 
interest 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).Section 510(c) simply “codified” existing 
judge-made doctrine, and development of the subs-
tantive standards for equitable subordination has been 
left to the courts. This court has described equitable 
subordination as a “remedial rather than penal” doc-
trine designed “to undo or to offset any inequality in 
the claim position of a creditor that will produce in-
justice or unfairness to other creditors in terms of the 

bankruptcy results.”  Citicorp Venture Capital, Ltd.v. 
Comm. of Creditors Holding Unsecured Claims, 323 
F.3d 228, 233-34 (3d Cir.2003)(Citicorp II ). 
 
*22 [31] As outlined in the influential case of Benja-
min v. Diamond (In re Mobile Steel Co.), 563 F.2d 
692, 699-700 (5th Cir.1977), “three conditions must 
be satisfied before exercise of the power of equitable 
subordination is appropriate:” (1) “[t]he claimant 
must have engaged in some type of inequitable con-
duct;” (2) “[t]he misconduct must have resulted in 
injury to the creditors of the bankrupt or conferred an 
unfair advantage on the claimant;” and (3) 
“[e]quitable subordination of the claim must not be 
inconsistent with the provisions of the Bankruptcy 
[Code].”See also  United States v. Noland, 517 U.S. 
535, 538-39, 116 S.Ct. 1524, 134 L.Ed.2d 748 (1996) 
(favorably citing the In re Mobile Steel analysis); 
Citicorp II, 323 F.3d at 233-34 (same). We have pre-
viously stated that a Bankruptcy Court's findings as 
to the amount of a creditor's claims that should be 
subordinated under the principles of equitable subor-
dination are subject to review only for clear error. 
Citicorp II, 323 F.3d at 235. 
 
Lucent argues that the Bankruptcy Court erred under 
all three of these factors when it subordinated Lu-
cent's unsecured claims against the Winstar estate to 
the claims of all of Winstar's creditors, as well as 
certain equity interest holders, and transferred Lu-
cent's secured claim to the Trustee. 
 
Lucent's claim against the Winstar estate had two 
parts: (1) an unsecured claim and (2) a secured claim 
stipulated to be worth approximately $21 million. 
Appellant's Reply Br. at 43. The Bankruptcy Court 
essentially subordinated the first part to Winstar's 
other creditors and transferred the second part to the 
Trustee. The Trustee's counsel advised us at oral ar-
gument that Lucent is unlikely in any case to recover 
on any of its unsecured claims against Winstar's es-
tate. Thus, the parties' battle is primarily over the $21 
million in stipulated secured claims. 
 
[32][33][34][35] First, Lucent argues that the Bank-
ruptcy Court did not make sufficient findings of ine-
quitable conduct. The inequitable conduct underlying 
equitable subordination may be “unrelated to the ac-
quisition or assertion of the particular claim whose 
status [is] at issue.”  In re Mobile Steel, 563 F.2d at 
701. “A claim arising from the dealings between a 
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debtor and an insider is to be rigorously scrutinized 
by the courts.”  In re Fabricators, Inc., 926 F.2d at 
1465. Thus, “the trustee bears the burden of present-
ing material evidence of unfair conduct ... [that] the 
[insider] claimant then must [rebut by proving] the 
fairness of his transactions with the debtor.”  Estes v. 
N & D Props., Inc. (In re N & D Properties, Inc.), 
799 F.2d 726, 731 (11th Cir.1986). On the other 
hand, “[i]f the claimant is not an insider, then evi-
dence of more egregious conduct such as fraud, spol-
iation or overreaching is necessary.”  In re Fabrica-
tors, Inc., 926 F.2d at 1465. 
 
[36] As we noted earlier in the discussion of Lucent's 
insider status, the Bankruptcy Court viewed Lucent's 
conduct to be “egregious.” 348 B.R. at 284. We have 
already rejected Lucent's contention that it was 
“merely ... exercising its bargained-for contractual 
rights under the Subcontract and the Second Credit 
Agreement” and that it therefore did not engage in 
any inequitable conduct. Appellant's Br. at 81. The 
Bankruptcy Court's findings on equitable subordina-
tion constitute “material evidence of unfair conduct,” 
In re N & D Props., Inc., 799 F.2d at 731, such that 
the Trustee has met her burden on the first Mobile 
Steel factor. The Bankruptcy Court found that Lucent 
used threats of non-payment under the Subcontract in 
order to force Winstar to purchase unneeded equip-
ment from Lucent-all financed under the Second 
Credit Agreement, thereby triggering Lucent's ability 
to issue the refinancing notice because these equip-
ment transactions pushed Winstar over the borrowing 
threshold for that notice. The Bankruptcy Court also 
found that Lucent deliberately delayed issuing such a 
refinancing notice (“a financial death knell”) under 
the Second Credit Agreement until after Winstar 
closed on the Siemens loan (which, of course, Wins-
tar was obligated to pay to Lucent) as well as a pri-
vate equity deal for $270 million. Although Lucent 
had the right to issue the refinancing notice “at its 
sole discretion” after a triggering event, App. at 1663, 
Lucent essentially delayed the refinancing notice to 
prevent public disclosure of Winstar's poor financial 
health and thereby induce other creditors to provide 
funds to Winstar. Cf.  Citicorp II, 323 F.3d at 235 
(“Although the pursuit of one's legal rights may not 
be grounds for equitable subordination, protracted 
and unjustified litigation tactics that harm the estate 
by causing it to incur fees may justify subordina-
tion.”).See also Collier on Bankruptcy at § 510.05 
(stating that, in cases finding equitable subordination 
appropriate, many courts look to whether “the clai-

mant's conduct may have been the direct or indirect 
cause for the other [creditors] having changed their 
positions”). In sum, we cannot conclude that the 
Bankruptcy Court's finding of inequitable conduct 
was clearly erroneous. 
 
*23 [37][38][39] Turning to the factor of harm to 
creditors, “[A] claim or claims should be subordi-
nated only to the extent necessary to offset the harm 
which the bankrupt and its creditors suffered on ac-
count of the inequitable conduct.”  In re Mobile Steel, 
563 F.2d at 701. However, this court has stated that 
 

quantification [of harm] may not always be feasible 
and, where that is the case, it should not redound to 
the benefit of the wrongdoer. A bankruptcy court 
should ... attempt to identify the nature and extent 
of the harm it intends to compensate in a manner 
that will permit a judgment to be made regarding 
the proportionality of the remedy to the injury that 
has been suffered by those who will benefit from 
the subordination. 

 
 Citicorp Venture Capital, Ltd. v. Comm. of Creditors 
Holding Unsecured Claims, 160 F.3d 982, 991 (3d 
Cir.1998)(Citicorp I ). 
 
The Bankruptcy Court found that “Lucent's conduct 
resulted in substantial damages to Winstar and ulti-
mately Winstar's creditors,” including (1) interest 
paid to Lucent for financing Winstar's purchases of 
unneeded equipment, (2) storage costs and insurance 
associated with these purchases, (3) Winstar's pur-
chase of approximately $244 million in Lucent 
equipment eventually sold for pennies on the dollar 
and (4) Lucent's intentional withholding of the refi-
nancing notice to induce the Siemens loan and $270 
million in private equity financing. 348 B.R. at 284. 
Based on these findings, the Bankruptcy Court sub-
ordinated Lucent's claim “to the claims of all credi-
tors, including all unsecured claims ... and to the in-
terests of those entities who infused the $270 million 
of equity in Winstar on December 7, 2000.”  Id. at 
285 (emphasis removed). Moreover, Lucent's secured 
claim was “preserved for the benefit of the estate and 
... transferred to the Trustee.”Id. 
 
Lucent contends that the Bankruptcy Court erred be-
cause “[n]one of these purported ‘damages' consti-
tutes the kind of harm to the estate or to other credi-
tors that could justify equitable subordina-
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tion.”Appellant's Br. at 82. Further, Lucent notes that 
the Bankruptcy Court made no finding as to the ex-
tent of the injury arising from the interest, storage, 
and insurance payments. Appellant's Br. at 83. Final-
ly, Lucent contends that the Bankruptcy Court erred 
because it “made no attempt to tailor its remedy” to 
the alleged harm. Appellant's Br. at 83. 
 
[40] Lucent's argument that the Bankruptcy Court 
failed to identify harm to the estate or creditors of a 
type that could justify equitable subordination is 
largely a repackaging of its argument that it did not 
engage in inequitable conduct. Moreover, although 
this court has indicated that a creditor's claim should 
only be subordinated to the extent necessary to reme-
dy the harm caused by that creditor's misconduct, we 
have never required the bankruptcy estate to quantify 
specific harms to the estate or other creditors. Indeed, 
the key question on appellate review is whether the 
bankruptcy court's findings demonstrate the “propor-
tionality of the remedy to the injury.”  Citicorp I, 160 
F.3d at 991. 
 
*24 [41] Here, the Bankruptcy Court's findings dem-
onstrated concrete harm to Winstar and its creditors 
and equity holders. For example, the Bankruptcy 
Court found that Lucent's inequitable conduct caused 
substantial damages to Winstar arising out of the pur-
chase of unneeded equipment. Similarly, the Bank-
ruptcy Court found that Lucent harmed other Winstar 
creditors and equity holders, perhaps most especially 
Siemens and the private equity investors who pro-
vided Winstar with hundreds of millions of dollars in 
December 2000, because Lucent purposefully de-
layed issuing its refinancing notice in order to induce 
those investments. Finally, the magnitude of these 
injuries (e.g. approximately $240 million in unneces-
sary purchases plus associated interest, storage and 
insurance costs; the $200 million Siemens loan; and 
$270 million in private equity investments) is in at 
least a rough proportionality with the value of Lu-
cent's claims against Winstar's estate (roughly $900 
million). In sum, we cannot conclude that the Bank-
ruptcy Court clearly erred in finding that Lucent's 
inequitable conduct harmed Winstar's estate and its 
creditors. 
 
[42] Finally, Lucent contends that the Bankruptcy 
Court's equitable subordination holding was inconsis-
tent with the Bankruptcy Code because § 510(c) does 
not permit the subordination of debt to equity. We 

agree.Section 510(c) provides that a court may equit-
ably subordinate “all or part of an allowed claim to 
all or part of another allowed claim or all or part of 
an allowed interest to all or part of another allowed 
interest.”(emphasis added). The Bankruptcy Code 
distinguishes between a “proof of claim,” which may 
be filed by a “creditor,” and a “proof of interest,” 
which may be filed by an “equity security holder.”  
11 U.S.C. § 501(a).See generally  In re Insilco 
Techs., Inc., 480 F.3d 212, 217-18 (3d Cir.2007) 
(noting that, under the Bankruptcy Code, “the distinc-
tion between creditors (who hold ‘claims' against the 
estate) and equity investors (who hold ‘interests' in 
the estate) is important, for holders of claims receive 
much more favorable treatment than holders of inter-
ests. Equity investment brings not a right to payment, 
but a share of ownership in the debtor's assets-a share 
that is subject to all of the debtor's payment obliga-
tions.”). Thus, we read § 510(c) to clearly incorporate 
the distinction between claims and interests such that 
creditors' claims may not be equitably subordinated 
to equity interests. See Collier on Bankruptcy at § 
510.05 (“Under subsection (c)(1), claims may be 
subordinated to claims, and interests may be subordi-
nated to interests, but claims may not be subordinated 
to interests.”). 
 
Although the Bankruptcy Court did not directly ad-
dress this point, the District Court (and the Trustee on 
appeal) relied on In re Lifschultz Fast Freight, 132 
F.3d 339, 342 (7th Cir.1997) for the proposition that 
the “power of equitable subordination ... allows a 
bankruptcy court to relegate even a secured claim to a 
lower tier, even to the lowest-the equity tier.”That 
statement was dicta; in fact, the power of a bankrupt-
cy court to subordinate debt (claims) to equity (inter-
ests) was not at issue in In re Lifschultz. 
 
*25 In sum, § 510(c)'s language plainly provides that 
a creditor's claim can be subordinated only to the 
claims of other creditors, not equity interests. Thus, 
we will modify the Bankruptcy Court's equitable 
subordination order such that Lucent's claims are 
subordinated only to the claims of other creditors. 
 

IV. 
 

Conclusion 
 
For the above-stated reasons, we agree with the 
judgment of the Bankruptcy Court with respect to the 
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Trustee's preference and breach of contract claims, 
but will modify the judgment with respect to equita-
ble subordination such that Lucent's claims are sub-
ordinated only to Winstar's other creditors and not 
any equity interests. 
 

FN* Honorable Joseph E. Irenas, Senior 
United States District Judge for the District 
of New Jersey, sitting by designation. 

 
FN1.See11 U.S.C. § 547(b) (“[T]he trustee 
may avoid any transfer of an interest of the 
debtor in property-(1) to or for the benefit of 
a creditor; (2) for or on account of an ante-
cedent debt ...;(3) made while the debtor was 
insolvent; (4) made ... between ninety days 
and one year before the date of the filing of 
the petition, if such creditor at the time of 
such transfer was an insider;” and (5) the 
creditor receives more than otherwise per-
missible under Chapter 7); 11 U.S.C. § 
550(a) (“[T]o the extent that a transfer is 
avoided under section [547] of this title, the 
trustee may recover, for the benefit of the 
estate, the property transferred....”). 

 
FN2. The Trustee and Lucent have entered 
into a series of stipulations that recognize 
the validity of Lucent's secured claims 
against the Winstar estate and provide that 
Lucent is entitled to approximately $21 mil-
lion subject to the resolution of this adver-
sary proceeding. 

 
FN3. The Bankruptcy Court had subject 
matter jurisdiction over the initial proceed-
ings pursuant to 28 U.S.C. § 1334(b). The 
District Court's jurisdiction for the bank-
ruptcy appeal is found in 28 U.S.C. § 
158(a)(1). We have jurisdiction over this 
appeal under 28 U.S.C. § 158(d). We exer-
cise plenary review over the District Court's 
appellate review of the Bankruptcy Court's 
decision and exercise the same standard of 
review as the District Court in reviewing the 
Bankruptcy Court's determinations. Fell-
heimer, Eichen & Braverman, P.C. v. Char-
ter Tech., Inc., 57 F.3d 1215, 1223 (3d Cir 
.1995). 

 
FN4. We express our deep appreciation to 

Joel B. Rosenthal, the visiting Bankruptcy 
Judge from the District of Massachusetts, 
who treated this matter with great dedica-
tion. 

 
FN5. Indeed, the Bankruptcy Court applied 
this standard: “There must be day-to-day 
control, rather than some monitoring or ex-
ertion of influence regarding financial trans-
actions in which the creditor has a direct 
stake.”  348 B.R. at 279 (quoting In re 
Armstrong, 231 B.R. 746, 749-50 
(Bankr.E.D.Ark.1999)). 

 
FN6. Lucent objects to the adverse inference 
the Bankruptcy Court drew against Lucent 
based on the refusal under the Fifth 
Amendment of two Lucent executives to an-
swer deposition questions about the relation-
ship between Lucent and Winstar. Because 
we believe that the Bankruptcy Court's fac-
tual findings are more than sufficient to 
demonstrate that Lucent was an insider of 
Winstar even without considering the Bank-
ruptcy Court's adverse inference, we do not 
consider the adverse inference issue. 

 
FN7. Indeed, none of the facts cited by Lu-
cent undermine the Bankruptcy Court's find-
ing that the parties were not engaged in 
arm's length dealings. For example, as to the 
Siemens loan, the Bankruptcy Court found 
that “Lucent deliberately held up the refi-
nancing notice [permitted under the Second 
Credit Agreement] to ensure that the Sie-
mans [sic] refinancing occurred and new eq-
uity was infused into the dying Winstar” for 
Lucent's benefit. 348 B.R. at 284. Similarly, 
the Bankruptcy Court found that Lucent 
never “developed the core competencies 
needed for it to assume the buildout” of 
Winstar's network, id. at 259-suggesting that 
Lucent simply could not supply the equip-
ment contemplated by the Supply Agree-
ment. Finally, Lucent pushed back against 
the pass-through transaction structure under 
the Subcontract in September 2000, and 
used those objections to force Winstar into 
approximately $200 million worth of end-
of-quarter transactions that largely involved 
unneeded equipment. 
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FN8.Compare Collier on Bankruptcy at § 
547.04[4] n. 46 (“If the creditor extending 
the credit is partially secured by a valid se-
curity interest, then the exception only ap-
plies to the extent that the creditor's collater-
al is less than the total claim against the deb-
tor resulting from the extension of credit.”), 
with Norton Bankruptcy Law and Practice at 
§ 66:36 (“[T]he emerging view is that [the] 
plain meaning of the statute does not distin-
guish between fully and partially secured 
advances and that § 547(c)(4)(A) simply 
disqualifies any new value that is secured.”) 
(quotations omitted). 

 
FN9. The Bankruptcy Court also held that 
Lucent, by its conduct, consented to the is-
suance of a final order by the Bankruptcy 
Court on the breach of contract claim. How-
ever, Lucent persuasively distinguishes the 
authority on which the Bankruptcy Court re-
lied for that alternative holding because, un-
like the cases cited by the Bankruptcy Court, 
Lucent objected in its Answer to the is-
suance of a final order on the breach of con-
tract claim. 

 
FN10. We also note that Lucent's course of 
conduct under the Subcontract (e.g. its re-
peated threats to refuse payment in order to 
coerce Winstar's purchase of unneeded 
equipment) was also relevant to the hierar-
chical ordering of creditors because it helped 
form the basis for the Bankruptcy Court's 
conclusions that Lucent was an insider and 
consequently that the Trustee was entitled to 
recover on her preference claim and that 
equitable subordination was appropriate. 

 
FN11. Lucent points to one sentence in the 
Bankruptcy Court's opinion where it stated 
that “the Bankruptcy Court's factual findings 
and conclusions of law ... are ... not clearly 
erroneous.”  2007 WL 1232185, at *7. A re-
view of the District Court's opinion and its 
express statement that it applied “a plenary 
standard of review” is ample basis for us to 
reject Lucent's argument. 

 
FN12. We also note that the fact that Wins-

tar filed its breach of contract claim before 
Lucent filed its proof of claim does not af-
fect the jury trial analysis. See  Travellers 
Int'l AG, 982 F.2d at 100 n. 4 (“To the ex-
tent that Travellers attempts to distinguish 
Langenkamp by arguing that the Supreme 
Court case refers only to those preference 
actions in which (as in Langenkamp ) a 
claim is filed before the preference action 
was brought, its position is unsupportable. 
No court has made such a distinction, nor do 
we find such a distinction persuasive.”). 

 
FN13. We note that if the Bankruptcy Court 
had jurisdiction over this matter only as a 
“related to” proceeding, “we [must] treat the 
district court as the trial court, accepting its 
findings of fact unless clearly erroneous.”  
Copelin v. Spirco, Inc., 182 F.3d 174, 180 
(3d Cir.1999). Here, the District Court 
adopted the Bankruptcy Court's findings re-
garding the Trustee's breach of contract 
claim, and our review, therefore, is for clear 
error. 

 
FN14. Lucent relies on a New York statute 
that provides, “[a] written agreement ... 
which contains a provision to the effect that 
it cannot be changed orally, cannot be 
changed by an executory agreement unless 
such executory agreement is in writing and 
signed by the party against whom enforce-
ment of the change is sought or by his 
agent.”N.Y. Gen. Oblig. Law § 15-301(1). 

 
FN15. The Bankruptcy Court also cited in-
ternal Lucent documents that it interpreted 
as implying that Lucent executives believed 
that Lucent was obligated to pay for Wire-
less services under the Subcontract without a 
prior Task Order. However, Lucent convin-
cingly argues that these documents refer not 
to Wireless' right to payment under the Sub-
contract, but rather to Winstar's right to bor-
row funds under the Second Credit Agree-
ment. The Trustee does not allege that Lu-
cent breached the Second Credit Agreement. 

 
C.A.3 (Del.),2009. 
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