
Objections to trading orders often recite 
without much more that they violate the 
Fifth Amendment “takings” clause as a taking 
by the government (the bankruptcy court) of 
the investor’s property (the ability to dispose 
of securities) for public use (protecting the 
debtor’s estate and the public policy of 
promoting reorganization) without any 
compensation for possible losses. Is there 
anything to this argument?

An Overview

At stake are a debtor’s tax attributes: 
carrybacks and carryforwards often worth 
millions of dollars. Unrestricted trading of 
a debtor’s securities can eliminate or reduce 
these tax attributes if the trading effects an 
“ownership change” under the Internal 
Revenue Code of 1986, as amended, (the Tax 
Code). Specifically, §382 of the Tax Code 
limits—and in some cases, eliminates—a 
corporate taxpayer’s utilization of NOLs 
following a “50-percent ownership change” 
of the debtor.3 

Broadly speaking, a “50-percent ownership 
change” occurs when a more than 50-percent 
change occurs in the ownership of the 
company by shareholders owning at least 
5 percent of the company’s stock.4 Trading 
orders impose notice requirements that 
enable a debtor to object—and presumably 
block—any trade that would result in such 
a change. Typical trading orders require 
that: (a) substantial equity holders must 
identify themselves to the debtor and the 
court; (b) third parties must notify the debtor 
of any trade that potentially renders them 
a substantial equity holder, or if already a 
substantial equity holder, of any trade that 
increases current holdings; (c) third parties 
must notify the debtor of any trade that, 
conversely, decreases their equity holdings 

if they are substantial equity holders, and 
of any trade that would render them no 
longer substantial equity holders; and most 
significantly, (d) the debtor has several days 
following receipt of such notices to object to 
any proposed trade if it would adversely affect 
its NOLs. A trading order also provides that 
trades violating its terms are void. 

Courts rely on the automatic stay and 
property of the estate provisions of the 
Bankruptcy Code, as well as the Prudential 
Lines decision, when entering trading 
orders.5 In Prudential Lines, the U.S. Court 
of Appeals for the Second Circuit extended 
the automatic stay to block the debtor’s 
parent—itself a non-debtor—from taking 
a worthless stock deduction that would have 
eliminated the debtor’s NOLs. The court 
held that in impairing the NOLs, the parent’s 
action was “an attempt to exercise control 
over property of the estate” prohibited by 
the automatic stay.6

An Intersection

Because trading orders frustrate a non-
debtor’s ability to transfer its property freely in 
favor of a perceived greater good (protecting 
the NOLs), a “takings” argument comes as 
no surprise. The Fifth Amendment provides 
that “private property [shall not] be taken 
for public use, without just compensation.”7 
The takings clause applies to the regulation of 
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TRADING ORDERS in large 
Chapter 11 cases have become 
routine.1 Few reported decisions, 

however, address their legality, including 
their constitutionality.2  Trading orders 
further the preservation of a debtor’s net 
operating losses (NOLs) and other tax 
attributes by enjoining third parties from 
trading in the debtor’s securities, absent 
compliance with a series of procedures. 
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property, and courts will find a non-possessory 
taking when the government “takes” a 
protected property interest for public use 
via legislative enactment.8 

The Constitution also vests Congress with 
the power “to establish…uniform Laws on 
the subject of Bankruptcies throughout the 
United States.”9 Courts have construed the 
Bankruptcy Clause broadly and flexibly, 
affording Congress far-reaching discretion 
to modify contractual and property rights.10 
In 1935, the U.S. Supreme Court stated that 
the Bankruptcy Power “like the other great 
substantive powers of Congress, is subject to 
the Fifth Amendment.”11 Since then, perhaps 
“more by dint of repetition than by analysis,”12 
courts accept the notion that the Bankruptcy 
Power—and consequently, the Bankruptcy 
Code—in some measure remain subject 
to the prohibition against taking private 
property without just compensation.13

Congress heeded these constitutional 
limits when it enacted the Bankruptcy 
Code.14 Adequate protection, for example, 
has its roots in the constitutional theory 
that any impairment of the liquidation 
value of a secured creditor’s collateral 
attributable to the exercise of judicial powers 
conferred by bankruptcy legislation, in the 
absence of just compensation, violates the 
Fifth Amendment.15 

Takings?

A Fifth Amendment challenge to a trading 
order goes as follows: (a) Investors have an 
ownership interest in the debtor’s securities 
which (b) is entitled to constitutional 
protection from a “taking”; (c) a trading order 
constitutes a governmental act through the 
bankruptcy court as well as (d) a “taking” since 
it impairs the investors’ ownership interest 
without just compensation. Let us consider 
each element.

The debtor’s securities held by third 
parties constitute protected ownership 
interests. If the Fifth Amendment entitles 
secured creditors to adequate protection of 
their liens—a fractional ownership interest 
in property—investors with full ownership 
of property arguably should receive similar 
protection. Because a corporation does not 
have any ownership interest in its own 
securities held by third parties,16 securities 
owners would seem to deserve constitutional 

protection of their interests at least to the 
same degree as secured creditors.17

Does the court’s entry of a trading order 
constitute a governmental act? To constitute 
a taking, the bankruptcy court’s entry of a 
trading order must amount to a “governmental 
act” under the Fifth Amendment. Whether 
a court action constitutes a “governmental 
act” for Fifth Amendment purposes raises 
a number of challenging, and in some 
instances, unsettled questions. 

An act of Congress can clearly result in a 
Fifth Amendment taking. Thus, a Bankruptcy 
Code provision may be unconstitutional if 
it results in an uncompensated taking.18 
Similarly, a bankruptcy court’s enforcement 
of an unconstitutional Bankruptcy Code 
provision would also be unconstitutional.19 
Trading orders, though, derive from §§105, 
362 and 541 of the Bankruptcy Code, 
indisputably constitutional provisions 
within the scope of the Bankruptcy Clause.20 
Moreover, cases which stand for the principle 
that congressional acts can result in a Fifth 
Amendment taking do not find that a taking 
results from the authorized acts of a judicial 
officer.21 Thus, a constitutional challenge to 
a trading order must rest on something more 
than an argument that the underlying statutes 
(§§105, 362 and 541 of the Bankruptcy 
Code) are facially unconstitutional. 

This need raises the question of whether 
courts, as opposed to legislative bodies, can 
ever “take” property in violation of the Fifth 
Amendment. The U.S. Supreme Court has 
yet to address directly whether “judicial 
takings” can occur.22 Courts generally have 
not viewed judicial orders as independently 
giving rise to a taking, in part because they 

do not see courts as creating or changing 
the law. Rather, courts merely interpret 
and administer existing law, as declared by 
the Constitution, legislature and common 
law.23 Because existing law defines property 
rights, no “taking” occurs when all a court 
does is apply existing law.24 

Supreme Court dicta, however, has 
suggested that courts may effect an 
unconstitutional taking if the court’s decision 
causes an “unpredictable,” “unforeseeable” 
or “sudden” change in the law that transfers 
private property to the state without just 
compensation.25 Presumably, in such 
cases a taking occurs because the court’s 
actions go beyond the mere application of 
existing law. 

Assuming a viable theory of judicial 
taking, a constitutional challenge to a trading 
order would need to establish that the order 
causes an “unpredictable,” “unforeseeable” 
or “sudden” change in the law that results 
in the transfer of private property for the 
benefit of some public use.26 This may prove 
difficult: Bankruptcy courts routinely extend 
the scope of the automatic stay to non-
debtor entities and non-debtor property 
in connection with other matters, such as 
third-party litigation, that may adversely 
impact the debtor’s estate.27 Precedent exists, 
therefore, for extension of the automatic 
stay to restrict wholesale trading of the 
debtor’s stock if such trading would impair 
the debtor’s NOLs.

Would a trading order otherwise amount 
to a taking? Putting aside the question of 
whether a judicial act can ever constitute 
a taking, a constitutional challenge to a 
trading order must also establish that the 
order effects a non-possessory taking under 
the standards that the Supreme Court 
promulgated for regulatory takings in Penn 
Central Transp. Co. v. City of New York.28 
These factors include: (1) the “character” 
of the governmental action (whether the 
action constitutes a complete destruction, 
extinction or invasion of a property right 
rather than a mere diminution in value), 
(2) the economic impact of the regulation, 
and (3) the extent to which the regulation 
interferes with “reasonable investment-
backed expectations.”29 These criteria pose 
several difficulties.

First, trading orders generally do not 
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The law is unsettled whether a 
judicial act can ever constitute 
an unconstitutional ‘taking.’ 

Even if a judicial taking could 
exist, it remains uncertain 

whether a trading order presents 
such a radical departure from 

existing precedent as to violate 
the Fifth Amendment.
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completely abrogate an investor’s right to 
sell its securities. Since trading orders impose 
only limited restrictions on trading if certain 
conditions exist, they do not resemble the 
sort of wholesale government interference 
with property rights that courts typically 
deem a Fifth Amendment “taking.”30 But an 
investor might argue that a particular trading 
order, as applied under the facts of a specific 
case, destroys the entire economic value of 
its securities. Such an argument might prove 
more tenable.31 

Second, investors may have a hard time 
proving the economic impact of a trading 
order. Markets can rise, as well as fall, 
during the freeze on sales. Moreover, they 
may respond favorably to trading orders, 
particularly if the debtor has valuable NOLs, 
since presumably restricting trading will 
ultimately benefit the debtor’s estate.32

Finally, courts have an established 
history of enjoining non-debtors from 
taking actions that adversely impact 
the debtor’s estate, even if such action 
involves only non-debtor property.33 That 
history makes difficult establishing that 
trading orders interfere with “reasonable 
investment-backed expectations.”34 

The “public use” and “without just 
compensation” factors. Under the Fifth 
Amendment, the state may not take the 
property of one person for the sole purpose of 
transferring it to another private party, even 
if the first person is paid just compensation.35 
There must be a “public use.” Governmental 
action is for public rather than private use if 
the government has rationally determined 
that the legislation causing an alleged taking 
serves a conceivable public purpose.36 Courts 
construe this requirement broadly: “Public 
use” is coterminous with the scope of the 
government’s police power,37 and presumably, 
with the Bankruptcy Power as well.38 

Since trading orders restrict the sale 
of stock to foster the public policy of 
promoting reorganization, they likely 
satisfy the “public use” requirement. 
One could argue, however, that a trading 
order only remotely relates to the public 
use of promoting reorganization, since in 
practice, it effectively takes property from 
investors to benefit the debtor and its 
existing creditors, private parties.39 Given 
the Supreme Court’s recent emphasis on 
the takings’ purpose (for trading orders, 

promoting a debtor’s rehabilitation) rather 
than its mechanics (arguably redistributing 
the investors’ wealth to the debtor’s estate) 
as determinative of “public use,”40 such an 
argument may not prevail.

Finally, trading orders appear to 
satisfy the last element needed for an 
unconstitutional “taking”—a lack of just 
compensation—since bankruptcy courts 
rarely enter them with any protection 
against an erosion of investors’ security 
positions.41 Were courts to enter trading 
orders with adequate protection provisions 
like those for secured creditors, no 
constitutional issue should arise.42 

Conclusion

An argument that trading orders violate 
the Fifth Amendment, while appealing, 
faces many hurdles. The law is unsettled 
whether a judicial act can ever constitute an 
unconstitutional “taking.” Even if a judicial 
taking could exist, it remains uncertain 
whether a trading order presents such a 
radical departure from existing precedent 
as to violate the Fifth Amendment. Finally, 
putting aside the question of whether the 
bankruptcy court’s action could amount to a 
judicial taking, the restrictions that trading 
orders impose may not satisfy the Supreme 
Court’s requirements for a non-possessory 
taking. As a result, trading orders, while 
perhaps vulnerable on other grounds, may 
withstand a Fifth Amendment challenge.
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