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Faced with sustained low interest rates and uncertain equity markets, 

many investors are looking to the corporate debt markets for returns 

with a modest degree of protection against systemic risk.  Accordingly, 

it is important to review the legal protections available for Wolf 

Haldenstein’s clients that have invested in corporate bonds.  Although 

bondholders may use many of the protections available to stockholders, 

bondholders have additional legal arrows in their quiver should their 

investments encounter problems or severely diminish in value. 

 

 

Even though a bondholder and a stockholder may invest in the same company, the investors will 

have differing objectives.  The stockholder is primarily concerned about the company’s future 

profits, whereas the bondholder is concerned about the company’s ability to pay interest and 

return principal upon maturity.  Correspondingly, the market values of bonds and stocks 

incorporate the occasionally clashing objectives and are therefore affected by differing pieces of 

public information.
1
  

  

Similarly, securities laws that protect investors in public companies, such as Rule 10b-5 under 

the Exchange Act or Section 11 of the Securities Act, apply in different situations for 

bondholders and stockholders due to the differing investment objectives.  For example, a 

company or its executives may commit securities fraud through “channel stuffing” and inflate 

sales numbers during a certain time-period in order to meet prior benchmarks.  This one-off 

fraud would primarily affect the company’s stockholders as the stock value would have reflected 

the inflated sales numbers and shrunk upon the revelation of the fraud.  While such information 

is plainly material to stockholders as it bears on the future profitability of the company, the 

above scenario may have scant impact on the company’s bonds.  But, if the fraud was revealed to 

extend beyond the one-off instance and all of the company’s financial statements were deemed 

questionable jeopardizing the long-term viability of the company, the value of the company’s 

bonds would diminish due to the increased risk of default.  Accordingly, information that triggers 

the protection of the securities laws differs depending on the investment type and on a case-by-

                                                 
1 For example, a company announces that a new series of debt will be issued in order to build a factory.  

Existing stockholders may view this announcement as a positive sign of future growth and profits while 

bondholders may view this announcement negatively as the company’s credit risk, or risk of default, may 

increase due to the additional debt burden. 
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case basis.  In general though, bondholders should seek the protection of the securities law for 

misstatements or omissions that hide the probability of a corporate default or which result in a 

sudden downgrade of the company’s credit rating. 

Loss Recovery via Section 11 of the Securities Act 

 

Should a bond diminish in value due to material misstatements or omissions, bondholders can 

seek damages by asserting a claim under Section 11 of the Securities Act if the bond was 

purchased through a public offering and the misinformation was in the registration statement 

filed with the Securities and Exchange Commission within the prior year.
2
  Under Section 11, a 

strict liability statute, the bondholder does not need to show fraudulent intent and may recover 

for any decline in value if there is a material misrepresentation or omission within the bond’s 

registration statement.  Liability may extend beyond the issuer to third parties such as the 

underwriters and auditors if they failed to perform a reasonable investigation into the statements 

set forth within the registration statement.  Section 11 claims are particularly availing for 

bondholders as there are minimal problems tracing a bond to its issuance, a common problem for 

stockholders asserting Section 11 claims, and bond issuances are far more frequent than stock 

issuances for public companies. 

 

Loss Recovery via Rule 10b-5 of the Exchange Act  

 

An investor who purchases a bond on the secondary market that diminishes due to fraudulent 

omissions or disclosures by the issuer long after the issuance may assert a claim under Rule 10b-

5 of the Exchange Act.  Under Rule 10b-5, however, the bondholder must establish that the 

fraudulent statement or omission was made with scienter, that the statement was material, that 

the bondholder relied on the statement, and that the statement caused the bondholder’s loss.  

While every investor must prove scienter, materiality, and causation, bondholders face a 

particularly high hurdle in proving reliance as bond markets are not always considered efficient 

markets that uniformly incorporate all public information.
3
  This is in part due to there being no 

centralized exchange for bonds as well as lower trade volumes for certain bonds years after 

issuance.  Nonetheless, Rule 10b-5 provides an avenue for investors that purchased bonds on the 

secondary market years after issuance to recover for damages related to fraud.  

                                                 
2 A claim under Section 12(a) of the Securities Act is similar to a Section 11 claim, but requires the 

security to be bought directly from the issuer pursuant to a prospectus. 

3
 The argued lack of an efficient market has periodically prevented bondholders from proceeding as a 

class of investors though it is a security specific analysis as to efficiency. Compare In re Am. Int’l Gp. 

Sec. Litig., 265 F.R.D. 157, 181 (S.D.N.Y. 2010)(finding plaintiffs failed to show that AIG bonds “traded 

in an efficient market”), vacated and remanded by 689 F.3d 229 (2d Cir. 2012) with In re Enron Corp. 

Sec. Deriv. & ERISA Litig., 529 F. Supp. 644, 768 (S.D. Tex. 2006)(“The Court finds that [plaintiff’s 

expert] has made a prima facie showing that Enron’s Registered Bonds and Preferred Securities did trade 

in an efficient secondary market.”). 
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Additional Methods for Loss Recovery 

 

Bondholders have additional remedies other than claims for fraud or misinformation for the 

sudden diminution of their investment interests, such as the protections set forth in the Trust 

Indenture Act of 1939.  For example, in order to avoid bankruptcy due to industry-specific 

considerations such as the ability to receive government funding, a company may seek to 

restructure and reduce its outstanding unsecured debt obligations.  The company might propose a 

transaction to its largest unsecured creditors that shifts its assets and liabilities to a subsidiary 

while providing these large unsecured creditors secured interests in the parent company.  

Accordingly, the largest unsecured creditors support the plan while other creditors would be 

faced with a no-win scenario: either agree and receive lower payments or hold unsecured debt 

tied to an empty shell company that is worthless.  Until recently, the smaller unsecured creditors 

had to agree or receive nothing, but a recent case within the Second Circuit broadened the 

protections afforded to all creditors under the Trust Indenture Act.  Specifically the court found 

that Section 316(b) “protects bondholders against being forced to accept a lesser payment than 

they bargained for, absent a restructuring in bankruptcy.”
4
  This additional protection prevents 

unsecured creditors, likely retail investors, from being forced to accept lesser payments for their 

bonds without the oversight of the bankruptcy court, which balances the interests of all parties, 

and not just those of the largest creditors. 

 

Finally, bondholders have a built-in bankruptcy protection with prioritized claims against the 

bankrupt estate.  This built-in protection provides at least a modicum of protection that is 

unavailable to stockholders, whose interests are typically the first to disappear in bankruptcy.  

Furthermore, bondholders are protected by the contractual nature of bonds, and may have 

additional contractual remedies that are unavailable to equity holders. 

 

 

 

    

                                                 
4
 Marblegate Asset Mgmt. v. Educ. Mgmt. Corp., 111 F. Supp. 3d 542 (S.D.N.Y. 2015). 


