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Many companies today obtain credit from more than one source.  A business may have a revolving line of 

credit for working capital from a traditional bank, a commercial finance company, or the asset-based 

lending unit of a commercial bank, together with a term loan or mezzanine loan from any number of 

sources.  Or, it may have acquisition financing from a specialty lender formed by a private equity group 

or hedge fund or a direct lending platform of an asset manager or other private debt fund.  Larger 

companies may have access to financing from the capital markets in the form of institutional term loans 

or high yield notes, in addition to a revolving credit facility for working capital, which may be a revolving 

credit facility based on cash flow or an asset-based facility. 

Debt may be secured or unsecured, senior or subordinated.  As the capital structure of companies 

becomes more complex, whether in the context of an acquisition financing, working capital financing, 

dividend recapitalization or other transaction, the use of multiple sources of debt financing gives rise to 

the need for an agreement between the holders of different types of debt to define their relative rights with 

respect to the common debtor, and in the case of secured debt, any shared collateral.  The agreement 

governing the relative rights of lenders to a common debtor is an “intercreditor agreement”.  Most often 

when the debts are secured, the agreement will be referred to as an “intercreditor agreement” while when 

the debts are unsecured while still an “intercreditor agreement,” since it is between two creditors, it may 

more likely be referred to as a “subordination agreement.”  And, if an agreement includes both lien 

subordination and debt subordination then it may well be referred to as an “intercreditor and 

subordination agreement”.  In the context of a “unitranche” structure the intercreditor agreement is 

commonly referred to as an “agreement among lenders” or “AAL.”  The use of these terms is not a hard 

and fast rule, but just a general approach among practitioners.  While there is variation in the terminology 

the use of these terms makes it easier when speaking to keep track of the character of the debt involved 

for purposes of discussion.  

It is critical in any transaction involving multiple lenders with different rights to determine at the outset 

whether the parties understand that the debt owing to one lender is to be subordinated in right of payment 

to the debt owing to the other lender (that is “debt subordination”), or whether the lien securing the debt 

owing to one lender is to be subordinated in priority to the lien securing the debt owing to the other lender 

(that is “lien subordination”).  While if the debt owing to both creditors is unsecured, the intercreditor 

arrangements will necessarily be debt subordination, if both creditors are secured the intercreditor 

arrangements may only involve either lien subordination or both lien subordination and debt 

subordination.   

Debt Subordination, Lien Subordination and Unitranche 

Accordingly: 
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• for lien subordination, the security interest of the senior lienholder in the collateral has priority 

over the security interest of the subordinate or junior lienholder in the same collateral, and 

• for debt subordination, the payment of the junior debt is “subordinated” or “deferred” or 

“subordinated in right of payment” to the payment of the senior debt. 

There are at least three principal differences between debt subordination and lien subordination.  The first 

goes to the fundamental nature of each. Lien subordination only addresses how proceeds of the shared 

collateral are applied as between the debt owing to the two creditors, while debt subordination addresses a 

right to payment whether such payments come from the realization on particular assets or some other 

source.  When parties agree to lien subordination, the holder of the first lien receives proceeds from the 

sale of the common collateral to apply to the debt owing to it (the “first lien debt”) before the holder of 

the subordinate lien receives any proceeds from such collateral to apply to the debt owing to it (the 

“second lien debt”).  In contrast, with debt subordination, the debt owing to one creditor (the “senior 

debt”) is to be paid before the debt owing to the other creditor (the “junior debt”), subject to certain 

exceptions in some cases, regardless of the source of the funds to be used for repayment.  

For example, in the case of lien subordination, if one creditor has a senior lien on accounts and inventory 

(the first lien lender) and the other creditor has a subordinate or junior lien on accounts and inventory (the 

second lien lender), the proceeds from the realization on such assets will be applied to the debt owing to 

the first lien lender before they are applied to the debt owing to the second lien lender.  In the same 

situation, if the borrower sells some equipment which is not subject to the lien of either lender, to which 

debt are the proceeds from the sale of the equipment applied?  In the context of lien subordination, the 

question is not addressed since neither creditor has a lien on the equipment.  However, in the case of debt 

subordination, if the debt owing to one lender (the junior creditor) is subordinated in right of payment to 

the debt owing to the other lender (the senior creditor), then the proceeds from the sale of the equipment 

would be applied to the debt owing to the senior creditor before being applied to the debt owing to the 

junior creditor. 

A second difference between lien subordination and debt subordination relates to the impact of a 

bankruptcy of the common debtor on the rights of the respective creditors.  In the event that the borrower 

or a guarantor becomes subject to a bankruptcy case, the rights of the creditors in the case of debt 

subordination may be different from the rights of creditors when there is only lien subordination. 

With debt subordination, in the event of a bankruptcy of the common debtor, the holder of the senior debt 

(the senior creditor), receives payment of the debt owing to it prior to the payment of the debt owing to 

the holder of the subordinated debt (the junior creditor).  Effectively, the senior creditor is entitled to any 

amounts that would otherwise be applied to payment of the subordinated debt until the repayment in full 

of the senior debt, and before the junior creditor receives any payments of the debt owing to it, except to 

the extent that the parties specifically agree otherwise. 

With lien subordination, in the event that the value of the collateral securing the debt as of the date of the 

commencement of the bankruptcy case is less than the amount of the debt secured by the senior lien, the 

senior lienholder will have a secured claim to the extent of the value of the collateral and an unsecured 

claim (sometimes referred to as a “deficiency claim”) in an amount equal to the debt owing to it in excess 

of the value of the collateral. The portion of the debt owing to the “undersecured” senior lienholder that 

gives rise to the unsecured claim will be treated the same as other unsecured claims in the bankruptcy 
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case and not entitled to priority in right of payment over the debt owing to the subordinated lienholder (as 

would be the case if debt subordination were involved). 

First Lien/Second Lien versus Split Collateral Arrangements 

The two most common alternative structures for intercreditor arrangements with respect to lien 

subordination (although there are myriad of variations): 

• a first lien to secure the debt owing to one lender with a second lien on the same assets to secure 

the debt owing to another lender, an arrangement commonly referred to as a straight “first 

lien/second lien” structure, or  

• a first lien on some categories of assets to secure the debt owing to one lender and a first lien on 

other categories of assets to secure the debt owing to another lender, known as a “split collateral” 

structure. 

A common split collateral structure may involve an asset-based revolving credit facility with a first lien 

on accounts, inventory and related assets and a term loan with a first lien on equipment and real estate, 

with each having a second lien on the categories of assets subject to a first lien to secure the debt arising 

under the other facility, sometimes referred to as “wrapping seconds.” 

If one or both lenders is unsecured, only debt subordination is relevant, and terms of such subordination 

are typically set out in either the primary document governing the subordinated debt (the note purchase 

agreement or the indenture, for example) or in a subordination agreement.  An example of a situation in 

which debt subordination commonly occurs is an acquisition financing where the seller of the target 

business is willing to defer receipt of payment of some of the purchase price.  In this scenario, it is not 

uncommon for the seller to agree that the debt owing to it will be subordinated in right of payment to debt 

owing by the buyer to a third party financing source. 

The term “mezzanine debt” is used somewhat loosely but most commonly refers to debt which is subject 

to debt subordination and which is either unsecured or secured only by a lien on equity interests in the 

borrower. 

Of course, lien subordination is only applicable if the debt owing to both creditors is secured.  For this 

reason, one of the threshold questions to understanding how the intercreditor arrangements will be 

structured is to know whether the debt owing to each creditor will be secured or unsecured.  If the debt 

owing to either creditor is to be unsecured, then references to subordinated debt will have a clearer 

meaning, since by definition it must mean debt subordination as described above.   

Unitranche 

“Unitranche” is another form of intercreditor arrangement, with a number of unique characteristics that 

have evolved in a particular context.  “Unitranche” is neither debt subordination nor lien subordination, 

but involves analogous elements of each.  The key distinction between a unitranche facility and a first 

lien/second lien arrangement or split collateral arrangement is that a unitranche facility has a single lien 

granted to an agent that secures two separate tranches of debt, commonly referred to as “first out 

obligations” and “last out obligations” (or sometimes “second out obligations”), rather than having two 

separate liens to secure each category of debt.  Therefore, there can be no lien subordination.   
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Pursuant to the “agreement among lenders” or “AAL”, customarily used in a unitranche structure, the 

lenders providing the loans giving rise to the “first out obligations” are entitled to payment before 

payment of the “last out obligations” upon the occurrence of certain events which trigger the application 

of this priority structure or “waterfall.”  Such triggering events might include any event of default or a 

more limited set of defaults, such as payment default, financial covenant default, commencement of 

insolvency, or other matters.  Prior to the occurrence of the specified events that trigger the application of 

this waterfall, payments are shared on a pro rata basis in accordance with a priority structure set out in the 

credit agreement.  In this regard, the unitranche structure bears some similarities to debt subordination.  A 

key issue is obviously defining the events that change the priorities of the application of payments from 

pro rata sharing to first out obligations receiving payment “first.” 

The unitranche structure is documented with a single credit agreement.  Unlike a first lien/second lien or 

split collateral arrangement, the two sets of lenders, the “first out lenders” and the “last out lenders” do 

not have their own separate loan documents.  There is a single credit agreement and a single set of 

security documents.  The use of the single credit agreement is one of the perceived advantages of the 

unitranche structure.  This advantage is offset by among other things the complexity of having to 

coordinate the different sets of rights of the individual lenders between the credit agreement and the AAL.  

In a unitranche structure, the intercreditor issues are covered both in the single credit agreement and in the 

AAL, which may or may not be shared with the borrower. 

Since there is only a single set of documents and a single lien, the issues around a standstill take some 

interesting twists as discussed below. 

The type of arrangement, whether debt subordination, lien subordination (and in the context of lien 

subordination whether a first lien/second lien structure or a split collateral structure) or unitranche, will 

have a significant impact on how most intercreditor issues are addressed, but particularly as to the nature 

of the “standstill” provisions. 

What is a “Standstill”? 

A “standstill”, which is also referred to as a “remedies block”, is a provision in an intercreditor agreement 

pursuant to which the holder of subordinated debt or a subordinated lien (or both) agrees that, 

notwithstanding that it is otherwise entitled to, usually as a result of an event of default, it will not take 

action against the common debtor or its assets to obtain repayment of the debt owing to it.  The 

subordinated creditor or lienholder will “standstill” from the exercise of its remedies.  Of course, in the 

context of debt subordination that means agreeing not to exercise the remedies of an unsecured creditor, 

while in the context of lien subordination it means agreeing not to exercise the remedies of a secured 

creditor. 

A “standstill” provision is different from a “payment block”, although a standstill and a payment block 

are related in how they operate to impact the rights of a subordinated creditor, or in those cases where a 

payment block is part of a lien subordination arrangement, a second lienholder.  With a “payment block” 

the subordinated creditor agrees that upon the occurrence of an event of default or other specified events 

under the terms of the agreements of the senior creditor with the common debtor, the subordinated 

creditor will not receive payments otherwise due to it under the terms of the agreements of the 

subordinated creditor with the common debtor.   
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The “payment block” is a fundamental aspect of debt subordination.  It arises because even though the 

premise of debt subordination is that the senior debt is prior in right of payment to the subordinated debt, 

payments on the subordinated debt may still be allowed even while the senior debt remains outstanding.  

There may be a “complete” subordination where the senior debt is paid in full before there are any 

payments in respect of the subordinated debt but this is relatively uncommon.  Instead, often payments on 

the subordinated debt will be permitted prior to the payment in full of the senior debt, and the senior 

creditor will, under certain conditions, have the right to “block” any payments on the subordinated debt.  

So, if the senior debt is not being paid in accordance with its terms giving rise to a payment default on the 

senior debt, then certainly as a necessary premise of debt subordination, there should be no payments on 

the subordinated debt.  The senior creditor may also require the ability to block payments on the 

subordinated debt if there are other defaults under the senior debt arrangements.   

One key difference to note as discussed below in more detail with respect to the events that trigger the 

obligation of the subordinated lienholder to “standstill” in the exercise of its rights against the collateral, 

is that a payment block occurs based on an event of default or other event under the senior creditor’s 

agreement with the debtor while the standstill arises based on an event of default under the subordinated 

lienholder’s agreements with the borrower.  This is a key distinction to keep in mind. 

Another common difference is that as a practical matter while there may sometimes be some form of a 

payment block agreed to by the subordinated lienholder in the context of a lien subordination, it is almost 

universally the case in the context of debt subordination.  

Why do You Need a “Standstill? 

While it may be surprising, particularly in the context of lien subordination, there is no provision of the 

Uniform Commercial Code, which is the state statute that expansively covers issues in connection with 

secured transactions, or other Federal or State laws, that limits the right of a creditor which has agreed to 

subordinate its lien on shared collateral to another creditor or a creditor that has agreed to subordinate its 

right to payment of its debt to the payment of debt owing to another creditor, from exercising all of its 

rights as a secured creditor when liens are involved or an unsecured creditor when they are not. 

Once a default has occurred under the second lien creditor’s agreements with the common debtor, the 

second lien creditor has the right under applicable law to take action against the debtor to attempt to 

collect the debt owing to it.  Such rights include the exercise of the second lien creditor’s remedies under 

its security agreement and the UCC to realize on the collateral.  Simply because a secured creditor has a 

subordinate lien on accounts, inventory or other assets does not mean that it is not entitled to all of the 

rights of a secured party, including, for example, in the case of accounts receivable, the right to notify 

account debtors to make payments directly to the secured creditor and in the case of inventory or other 

tangible assets, to conduct foreclosure sales. 

Equally significant is that a creditor with a senior lien on certain assets having priority over the lien of 

another creditor might expect that even if the subordinated lienholder were to exercise its remedies 

against the shared collateral, the subordinated lienholder would be required to turn over any proceeds 

from the realization on the shared collateral that it might receive to the holder of the senior lien—after all, 

isn’t that the point of a senior lien?  Again, there is no statutory requirement under the Uniform 

Commercial Code or other Federal or State law that the subordinated lienholder turn over such proceeds.  

This fact is the reason that the “turn over” provision in intercreditor agreements that is discussed below, 

like the standstill, is so important. 
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Section 9-617 of Article 9 of the UCC is relatively clear as to the consequences of a foreclosure sale with 

respect to collateral by a secured party holding the first priority security interest in such collateral.  Under 

Section 9-617, the foreclosing senior creditor has the right to transfer the collateral free and clear of: 

• all of the debtor’s rights,  

• the security interest under which the sale has occurred and  

• any security interest subordinate thereto.   

However, Section 9-617 does not answer the question as to the consequences to a senior lienholder of a 

sale by the holder of a subordinate security interest of the collateral.   

Section 9-615 of the UCC sets out the priority for the application of the proceeds from the sale or other 

disposition by a secured party of the collateral.  Under the terms of such Section, proceeds are applied:  

• first, to expenses relating to the realization on the collateral,  

• second, to the debt secured by the lien under which the disposition is made, and  

• third, to obligations secured by any subordinate lien.  

While the UCC sets out the obligations of the senior creditor to distribute the proceeds from the sale to 

the holders of subordinate liens subject to the subordinate lienholder satisfying certain conditions, it does 

not provide that the holder of the subordinate security interest is obligated to pay over any proceeds it 

receives to the holder of the more senior lien. 

While the UCC does not leave the senior lienholder completely without any protection in the event of the 

sale of its collateral by a subordinate lienholder, as a practical matter, the UCC puts the senior lienholder 

in a very different position than it would expect or that it bargained for and creates real risk for the senior 

lienholder.  The premise is that a unilateral sale or transfer of collateral by the debtor (or even another 

creditor, like a subordinated lienholder pursuant to a UCC foreclosure sale) should not necessarily deprive 

a lienholder of its rights to the collateral.  This premise is captured in Section 9-315 of Article 9.  Section 

9-315 says that a security interest in collateral continues notwithstanding the sale, exchange or other 

disposition of such collateral (unless the disposition was authorized by the secured party) and also 

continues in identifiable proceeds.   

On the basis of Section 9-316 and Section 9-617 (which provides that a buyer only takes free of the 

security interest under which the sale has occurred and any security interests subordinate thereto), the 

senior creditor can take the position that the junior creditor did not have the right to transfer the collateral 

free and clear of the senior creditor’s lien and that the senior creditor’s lien on the collateral sold by the 

junior creditor continues with respect to such collateral as then held by the purchaser of the collateral 

from the junior creditor.  This is consistent with Comment 2 to Section 9-315 which provides that: 

“Subsection (a)(1), which derives from Section 9-306(2), contains the general rule that a security interest 

survives disposition of the collateral.  In these cases, the secured party may repossess the collateral from 

the transferee or, in an appropriate case, maintain an action for conversion.”  See also First Nat’l Bank of 

Steeleville, N.A. v. Erb Equipment Co., Inc., 972 S.W.2d 298 (Mo. Ct. App. 1998); Continental Bank of 
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Buffalo Grove, N.A. v. Krebs, 184 Ill. App. 3d 693 (Ill. App. 1989) (holding that senior creditor has no 

rights to proceeds because its liens continues in the collateral in the hands of the purchaser).  

In theory, based on the foregoing, the senior lienholder would have the right to replevin the collateral 

against the purchaser of it from the junior lienholder.  The senior creditor may or may not be able to 

pursue any claim against the junior creditor for conversion.  The junior creditor may be able to take the 

position that it is not liable for conversion because as the holder of a lien on the collateral it was entitled 

to foreclose.   

To some extent the risk of such sales by the junior creditor are mitigated by the likelihood that any 

purchaser would be sufficiently sophisticated to conduct lien searches which would reveal the lien of the 

senior creditor and having done so, would require that the senior creditor deliver or authorize the filing of 

UCC termination statements.  Consequently, the senior creditor would learn of the attempt by the junior 

creditor to sell the collateral. 

Another illustration of the risks to the senior lienholder arise from a series of cases relying on Comment 

2(c) of Section 9-306 of the former version of Article 9 of the UCC.  Comment 2(c) stated:  “Where cash 

proceeds are covered into the debtor’s checking account and paid out in the operation of the debtor’s 

business, recipients of the funds of course take free of any claim which the secured party may have in 

them as proceeds.  What has been said relates to payments and transfers in ordinary course...”  The point 

being that a party receiving a payment from a debtor did not have the obligation to determine whether the 

source of the funds that were ultimately used to make the payment arose from a sale or other disposition 

of assets subject to the lien of another creditor. 

So, for example, in Orix Credit Alliance, Inc. v. Sovran Bank, N.A., 4 F.3d 1262 (4th Cir. 1993), Orix 

financed the purchase by the debtor of a crane.  At the same time, the debtor had a revolving line of credit 

with Sovran.  In connection with its line of credit with Sovran, the debtor maintained a collection account 

at Sovran into which all payments from its customers were deposited.  Each day the funds in the 

collection account were transferred to Sovran for application to the revolving debt owing to it.  When the 

crane financed by Orix was sold, the proceeds were deposited into the collection account and then swept 

to Sovran for payment of the revolving debt.  When Sovran would not advance funds to the debtor 

because it had no more availability under its line of credit to cover the check that the debtor issued to Orix 

to pay it the amount of the proceeds from the sale, Orix sued Sovran.  The Fourth Circuit found that 

Sovran was not liable to Orix, even though Sovran had entered into a subordination agreement with Orix 

pursuant to which Sovran subordinated its lien on the crane to the lien of Orix.  The court held that 

Sovran’s knowledge that there was a prior security interest in the proceeds did not defeat its ability to 

keep the money.  The court focused on the fact that the funds were paid to Sovran and applied to its debt 

in the ordinary and routine handling of payments. 

The Seventh Circuit in J.I. Case Credit Corp. v. First Nat’l Bank of Madison County, 991 F.2d 1272 (7th 

Cir. 1993), reached the same conclusion when a debtor sold off equipment subject to the first priority 

security interest of J.I. Case, deposited the funds in its checking account and then used the funds to pay 

off other debts.  J.I. Case sued the First National Bank of Madison County for conversion, unjust 

enrichment and other claims.  The bank argued that it received such funds in the ordinary course and 

should be entitled to keep it.  The court found that “ordinary course” means:  (A) in the operation of the 

debtor’s business and (B) without the bank knowing or being reckless about knowing that the payment 

was made with another’s money.  991 F.2d at 1279.   The reason the court gave for its conclusion was that 

imposing liability might hinder the “free flow of goods and services essential to business--including 
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credit, the ‘good’ supplied by the Bank--as suppliers take steps to ensure that they will ultimately not have 

to return the money they receive.”  991 F.2d at 1277.  See also General Electric Co. v. Halmar 

Distributors, Inc. (In re Halmar Distribs., Inc.), 968 F.2d 121 (1st Cir. 1992); Harley-Davidson Motor Co., 

Inc. v. Bank of New England-Old Colony, N.A., 897 F.2d 611 (1st Cir. 1990); Anderson, Clayton & Co. 

v. First Am. Bank of Erick, 614 P.2d 1091 (Okla. 1980). 

However, the Eighth Circuit had earlier reached a somewhat different conclusion, in Barber-Greene Co. 

v. Nat’l City Bank of Minneapolis, 816 F.2d 1267 (8th Cir. 1987), although the court distinguished the 

case from other decisions based on the facts.  In Barber-Greene, the prior security interest of the 

equipment lender as to the proceeds upon its sale prevailed over the bank that received payments from 

such proceeds.  In this case, the debtor would place proceeds from the sale of its inventory into a cash 

collateral account at the bank, but the bank would only periodically transfer funds out of the cash 

collateral account to reduce the loan balance at its discretion—rather than regularly as was the situation in 

the Orix case. When the debtor’s financial condition deteriorated, the bank set off against all of the funds 

in the account.  The court held that Comment 2(c) of Section 9-306 of former Article 9 did not apply 

because it presupposed a deposit account over which the debtor had control and voluntarily made 

payments to third parties who received the payments in good faith.  816 F.2d at 1272.   The court in Orix 

had distinguished Barber-Greene both on the grounds that the debtor in Barber-Greene was in financial 

distress and that the payments were not made to the bank as a matter of a regular routine.  See also ITT 

Commercial Fin. Corp. v. Cullen (In re Antinarelli Enters., Inc.), 107 B.R. 410 (Bankr. D. Mass 1989); 

Linn Cooperative Oil Co. v. Norwest Bank Marion, N.A., 444 N.W.2d 497 (Iowa 1989).  

Each of the decisions noted above were decided under the former version of Article 9.  Section 9-306 of 

former Article 9 has been replaced with Section 9-322 of Revised Article 9 which adopts a similar 

concept.   While Section 9-315 of Revised Article 9 sets forth the general rule that a security interest in 

collateral continues notwithstanding the sale, lease, license, exchange or other disposition thereof and that 

a security interest attaches to any identifiable proceeds of collateral, Section 9-332 enables most 

transferees (including non-purchasers) of funds from a deposit account (and most transferees of money 

generally) to take free of a perfected security interest in the deposit account or the money.  Section 9-

332(b) provides that a transferee of funds from a deposit account takes free of a security interest in the 

deposit account unless the transferee acts in collusion with the debtor in violating the rights of the secured 

party.  Section 9-332(a) states a similar rule for a transferee of money.  As noted in Comment 3 to Section 

9-332, “Broad protection for transferees helps to ensure that security interests in deposit accounts do not 

impair the free flow of funds.  It also minimizes the likelihood that a secured party will enjoy a claim to 

whatever the transferee purchases with the funds.” 

In General Elec. Capital Corp. v. Union Planters Bank, N.A., 409 F.3d 1049 (8th Cir. 2005), the Eighth 

Circuit followed the reasoning of the Fourth Circuit in the Orix decision in construing Section 9-332 of 

Revised Article 9.  In Union Planters, the equipment lender was GECC and the revolving credit lender 

was Union Planters.  The debtor, Machinery, Inc., was in the business of renting, selling and servicing 

aerial man lift equipment.  Machinery financed the purchase of such equipment with various lenders, 

including GECC, and granted each lender security interests in the inventory it financed.  Meanwhile, 

Machinery had its deposit accounts at Union Planters and funds in the deposit accounts were swept 

regularly and automatically from the deposit accounts to pay down advances made by Union Planters to 

Machinery to cover Machinery’s checks when there were periodic shortfalls in the balances in 

Machinery’s operating accounts at Union Planters.    
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Here, as in Orix, the financier of specific assets (in this case GECC) and the general working capital 

lender (in this case Union Planters) had entered into an intercreditor agreement.  In the intercreditor 

agreement, Union Planters subordinated its security interest in the inventory financed by GECC, 

including all cash, rents and non-cash proceeds arising from such inventory.  As in the prior cases, 

proceeds of the equipment lender’s collateral (in this case rental payments from customers of Machinery 

on the GECC financed inventory) were deposited in Machinery's deposit accounts at Union Planters.  As 

noted above, such funds were regularly and automatically moved from Machinery's deposit accounts to 

pay down Union Planters. 

Following the reasoning of the Fourth Circuit in the earlier Orix decision, the Eighth Circuit determined 

that, as a result of Section 9-332 of Revised Article 9, common law principles of tracing of proceeds were 

not applicable unless the payee received the funds “out of ordinary course or otherwise in collusion with 

the debtor.”  The court found that a transferee’s knowledge of a prior security interest in proceeds does 

not, by itself, indicate that the transfer of the proceeds occurred outside the ordinary course of the debtor’s 

business.  The equipment lender must establish either a lack of good faith or that the payee knew that the 

payment was in violation of some term in the security agreement not waived by the words or conduct of 

the secured party.   

While the above analysis may apply in the case of the foreclosure by the junior lienholder on tangible 

assets such as inventory or equipment, matters become more complicated in the context of receivables or 

similar payment intangibles.  In the event that the junior creditor actually notifies account debtors to pay it 

directly as is the right of any secured party under Section 9-607 of Article 9 of the UCC, or the junior 

creditor otherwise begins to collect receivables, upon the junior creditor receiving such payments, unlike 

in the case of more tangible assets like inventory or equipment, there is no longer an “asset” which might 

be subject to the continuing lien of the senior creditor.  The receivable has been paid to the junior creditor 

and there is no third party purchaser that the senior creditor may replevin in order to obtain its collateral. 

Comment 5 to Revised Section 9-607 states: “A secured party who holds a security interest in a right to 

payment may exercise the right to collect and enforce under this section, even if the security interest is 

subordinate to a conflicting security interest in the same right to payment.  Whether the junior secured 

party has priority in the collected proceeds depends on whether the junior secured party qualifies for 

priority as a purchaser of an instrument (e.g., the account debtor’s check) under Section 9-330(d), as a 

holder in due course of an instrument under Sections 3-305 and 9-331(a), or as a transferee of money 

under Section 9-332(a).”  But, as noted above, the UCC does not create any obligation of the junior 

lienholder to turn over the proceeds of receivables to the senior lienholder.  

In some cases the courts have rescued the senior creditor finding that if the junior creditor starts to collect 

receivables and fails to turn over the proceeds to the senior creditor the junior creditor is liable for 

conversion and is required to disgorge the proceeds to the senior creditor.  Consolidated Equipment Sales, 

Inc. v. First State Bank & Trust Co. of Guthrie, 627 P.2d 432 (Okla. 1981); see also Bank of Camilla v. 

Stephens, 216 S.E.2d 71 (Ga. 1975).  In New Hampshire Bus. Dev. Corp. v. F.R. Lepage Bakery, Inc., 

832 F.2d 7 (1st Cir. 1987), a junior creditor who collected a portion of the debtor’s accounts receivable 

was required to account to the senior creditor for all sums collected on the theory that a constructive trust 

was created.  In Stotts v. Johnson, 791 S.W.2d 351 (Ark. 1990), the court held that the junior secured 

party’s sale of the collateral gave the senior secured party a prior right to the proceeds.  In Delaware 

Truck Sales, Inc. v. Wilson, 618 A.2d 303 (N.J. 1993), the New Jersey Supreme Court required the junior 

creditor to disgorge proceeds of receivables, collected by the junior creditor after default by the debtor, to 

the senior creditor. 
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In one case involving such circumstances, the Court found that the junior creditor should not have turned 

over the proceeds to the senior creditor.  In First Union Nat’l Bank of North Carolina v. Tectamar, Inc., 

235 S.E. 2d 894 (N.C. Ct. App. 1977), the guarantors of the debt owing to the junior creditor argued that 

under the UCC any proceeds in excess of the junior debt should have been turned over by the junior 

creditor to the debtor, which would have reduced the size of the guaranteed deficiency.  The court agreed 

and the guarantors were released from liability. 

Notwithstanding that some courts have found the junior creditor liable for conversion in such 

circumstances, other courts have found that as suggested by the references to Section 9-330 and 9-331 in 

Comment 5 to Revised Section 9-607 quoted above, the junior creditor may be a “holder in due course” 

under the UCC with respect to the proceeds of receivables and therefore entitled to keep such proceeds, 

notwithstanding that the receivables were clearly subject to the prior lien of the senior creditor.  In such 

cases, the senior creditor is not in fact “senior.”  The argument of the junior creditor is that to the extent 

the receivables are paid with negotiable instruments (as defined in the UCC), e.g. a check, the junior 

creditor that receives such instrument is a “holder in due course”.  Under the UCC, a person who takes an 

“instrument” (in this case, a check issued by the account debtor in payment of the receivable) will be a 

“holder in due course” if: 

• it takes the check for “value” (which in the case of the junior creditor the check is taken for value 

because it is in payment of the debt due from the debtor to the junior creditor), 

• in good faith, 

• without notice that the check is overdue, or has been dishonored or of any defense against, or 

claim to it on the part of any person (and the filed financing statement of the senior lienholder 

does not constitute notice of the security interest, so the junior lienholder would have to have 

actual knowledge of the senior liens), which defenses might include, for example, forgery, 

alteration, irregularity, or notice that the parties have been discharged. 

So, if the junior creditor exercises its rights to notify account debtors to make payment directly to it and 

payments come in by check, to the extent that the junior lienholder qualifies as a holder in due course, the 

junior lienholder takes the checks free of the senior lienholder’s prior claim.  A “holder in due course” 

takes an instrument free of any adverse claims to it. 

In Financial Management Services. Inc. v. Familian Corp., 183 Ariz. 497 (Ariz. Ct. App. 1995), the 

subordinate lienholder required that the debtor have its customers make their checks payable to both the 

debtor and the subordinate lienholder.  The subordinate lienholder conducted UCC searches and 

discovered a prior lien.  The court found that the subordinate lienholder was entitled to the proceeds of the 

senior lienholder’s collateral notwithstanding that it had knowledge of the senior lien.  The court had no 

evidence that the subordinate lienholder believed it had violated the rights of the prior lienholder.  The 

court relied on such decisions as Dallas Bank & Trust Co. v. FrigiKing, Inc., A Division of Smith Jones, 

Inc., 692 S.W. 2d 163 (Tex. App. 1985) and Thorp Commercial Corp. v. Northgate Indus. Inc., 490 F. 

Supp. 197 (D. Minn. 1980), rev’d on other grounds, 654 F.2d 1245 (8th Cir. 1981). 

Comment 5 to Section 9-331 of Revised Article 9 attempts to alter the requirement that to be a holder in 

due course, the junior creditor must receive the check “in good faith.”  The Comment refers to “good 

faith” under Revised Article 9 as including not only “honesty in fact” as such term was defined under the 

former version of Article 9, but also that the junior creditor must observe “reasonable commercial 
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standards of fair dealing”.  (See Section 9-102(a)).  According to Comment 5, if a junior secured party is 

in the business of buying or financing accounts it would be consistent with “reasonable commercial 

standards of fair dealing” for such junior secured party to conduct a UCC search.  Because a search would 

enable the junior creditor to know or learn upon reasonable inquiry that collecting the accounts violated 

the rights of the senior secured party, such a junior lienholder would not be able to take advantage of the 

“holder in due course” status. 

The Comment suggests that if a junior secured party who collects accounts when it knows or should know 

under the particular circumstances that doing so violates the rights of a senior secured party, the junior 

secured party may not meet the good faith test so as to be a holder in due course.  However, Revised 

Article 9 leaves open the question of whether knowledge by the junior lienholder of the existence of the 

senior lien necessarily requires that, in order to act in good faith, the junior lienholder must infer that its 

receipt of such proceeds is in violation of the rights of the senior lienholder.  The Comment concludes: 

“Whether the junior secured party qualifies as a holder in due course is fact-sensitive and should be 

decided on a case-by-case basis in the light of those circumstances.” 

Of course, the principal flaw with this approach is that it does not give the senior creditor the certainty of 

its position as a senior creditor, unless of course, such matters are all expressly addressed in the 

subordination agreement between the junior creditor and the senior creditor. 

In Wawel Savings Bank v. Jersey Tractor Trailer Training, Inc. (In re Jersey Tractor Trailer Training, 

Inc.), 2007 WL 2892956 (Bankr. D. N.J. Sept. 28, 2007), aff’d, 66 UCC Rep. 2d 335 (D.N.J. 2008), aff’d 

in part, vacated in part, remanded, 580 F.3d 147 (3d. Cir. 2009), judgment entered 2010 WL 3608013 

(Bankr. D. N.J. Sept. 13, 2010), Wawel Savings Bank had a perfected security interest in the accounts 

receivable of the debtor, Jersey Tractor Trailer Training, Inc.  One year later, the debtor entered into a 

factoring agreement with Yale Factors LLC pursuant to which the debtor agreed to sell its rights to its 

accounts receivable.  When Jersey Tractor Trailer filed bankruptcy, Wawel brought an action seeking 

declaratory relief that its lien on the accounts receivable had priority over Yale’s lien and that Wawel was 

entitled to the proceeds of the accounts receivable that were being held in escrow following a state action 

filed by Yale.   

The Bankruptcy Court took the view that unless Yale could establish either that (a) Wawel had consented 

to the sale of the accounts receivable free and clear of its security interest (see UCC Section 9-315(a)(1)), 

or (b) Yale was a holder in due course of the accounts receivable (see UCC Section 9-331(a)) or (C) Yale 

was a purchaser of instruments (see UCC Section 9-330(d)), then Wawel was entitled to the declaratory 

relief it was seeking as to the priority of its lien.  The Bankruptcy Court found for Wawel on each of these 

possibilities and concluded that Wawel prevailed.  Its judgment was affirmed by the District Court.  The 

Third Circuit however, while affirming the Bankruptcy Court’s conclusion that Wawel had not authorized 

the sale of the accounts free and clear of its security interest, instructed the District Court to remand the 

case back to the Bankruptcy Court on the question of whether Yale should be considered a purchaser of 

instruments or a holder in due course. 

In order to be a holder in due course or a purchaser of instruments, the key criteria are substantially the 

same.  A holder or purchaser must have given value, in good faith and have possession of the instrument 

and without notice of any defense against or claim to it on the part of any person, in the case of a holder in 

due course (Section 3-302(a) defining a “holder in due course”), and without knowledge that the purchase 

violates the rights of a secured party, in the case of a purchaser of instruments (Section 9-330(d)).   
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Without at all addressing whether an account receivable is the same thing as an instrument for purposes of 

this analysis, the Third Circuit focused on whether Yale had acquired its interests in the receivable in 

“good faith.”  The question of “good faith” turned on the nature of the lien searches conducted on behalf 

of Yale which had not revealed the Wawel financing statement.  The Third Circuit seemed to be of the 

view that the UCC’s definition of good faith requiring the observance of “reasonable commercial 

standards of fair dealing”  (see UCC Section 9-331, comment 5) turned on whether the searches had used 

the applicable “standard search logic”.  The Third Circuit remanded the case to the Bankruptcy Court to 

determine if the lien searches conducted on Yale’s behalf used the “standard search logic” so as to satisfy 

reasonable commercial standards of fair dealing.  The implication of the Court’s approach being that if it 

did, then perhaps Yale might be found to be either a holder in due course or a purchaser of instruments 

entitling it to prevail over the previously perfected security interest of Wawel. 

These provisions and these cases show how critical it is to have “standstill” provisions in an intercreditor 

agreement, together with the “turn over” provisions. 

Why Would a Creditor Agree to a “Standstill”? 

Enforcement Priority 

A lender determines to make a loan to a company based on a number of variables, including the 

company’s financial performance, the character and quality of the borrower’s collateral, and the 

company’s business plan and projections.  In the case of secured loans, the priority of the lender’s right to 

receive payments from the collateral relative to other lienholders is also critical. In the case of an 

unsecured loan, the priority of the lender’s rights to receive payment of its debt relative to the right of 

other creditors to receive payment of their debt may be critical.   To the extent that a secured lender 

requires a first priority lien with respect to the collateral, it will also expect to have the ability to control 

the timing and manner of the realization on the collateral.  A secured lender commonly assumes that if it 

has a senior position on an item of collateral relative to another lender, such position comes with an 

“enforcement priority.”  In other words, when the holder of the priority lien determines to make the 

secured loan, it relies on its ability to control how and when the collateral subject to its senior lien is 

disposed of in its determination to provide financing to the borrower.  This is its “enforcement priority.” 

First Lien Lender and Senior Creditor Perspective 

Intercreditor agreements in the context of lien subordination often include a provision that the first lien 

lender has the exclusive right to commence, and maintain, the exercise of it rights and remedies with 

respect to the collateral, including the exclusive right (to the extent provided for in the applicable credit 

documents or under applicable law) to appoint an administrator, receiver, or trustee in respect of the 

collateral, to take or retake control or possession of  the collateral and to hold, prepare for sale, process, 

and sell, lease, dispose of, or liquidate such collateral, without any requirement to consult with, or obtain 

the consent of, the second lien lender. 

As a corollary, the first lien lender will require that the second lien lender forbear or “standstill” from 

exercising the second lien lender’s remedies against the collateral after a default under the agreements of 

the second lien lender with the common debtor.   A fundamental discussion in the negotiation of any 

intercreditor agreement is to address those circumstances in which the second lien lender may not 

exercise its rights and remedies against the collateral in order to obtain payment of the second lien debt so 

that the first lien lender is in control of the process of dealing with the distressed borrower.  While the 
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scope of the standstill in the context of lien subordination may include limitations on remedies other than 

just those against the collateral, the focus is typically on limiting the actions by the subordinate lienholder 

against the collateral. 

The first lien lender will want to limit the ability of the second lien lender to act against the collateral so 

as to prevent the second lien lender from gaining leverage to obtain rights or payments that it would 

otherwise not be entitled to receive by threatening to act and thereby disrupt any restructuring or 

liquidation efforts of the first lien lender.  For example, depending on the seasonality of a business, the 

first lien lender may determine that the recovery on the collateral will be greater if a liquidation is 

deferred for some period of time or until the quantity of inventory has been reduced in the ordinary course 

based on the typical sales cycle.  Or, the first lien lender may determine that a restructuring of the debtor 

is the best strategy for the repayment of the first lien debt.  The first lien lender may spend significant 

time and resources working with the debtor, its shareholders and other constituencies of the debtor to 

establish such a restructuring plan. 

Unless the intercreditor agreement includes a restriction on the right of the second lien lender to pursue its 

remedies, if the second lien lender commences an enforcement action, it may prevent the first lien lender 

from reaping the benefits of a restructuring plan, or even having the opportunity to develop such a plan.  

The failure to have the contractual undertaking of the second lien lender not to seek enforcement of its 

remedies may result in the first lien lender and borrower having to allow payments to be made to the 

second lien lender (with funds that might otherwise have been used to facilitate the restructuring) in order 

to obtain the agreement of the second lien lender to allow the time to establish a workout strategy or to 

otherwise obtain the cooperation of the second lien lender in the restructuring or workout. 

Moreover, as a practical matter, it could create significant problems if two secured parties attempt to 

exercise their remedies simultaneously. If the borrower’s account debtors receive notices to pay their 

receivables to two different secured parties of course, the account debtor is most likely to pay neither.  

The principles in the context of simple debt subordination are not significantly different.  In an unsecured 

loan where the senior creditor is relying on the cash flow of the business to provide the source of 

repayment of its loans, the senior creditor will not want the subordinated creditor pursuing the common 

debtor so as to interfere with the repayment of the senior creditor’s debt.  The principle difference in this 

context between lien subordination and debt subordination is the nature of the remedies that an unsecured 

creditor has as contrasted with the remedies of a secured creditor, but each will want to control the 

process for addressing a distressed borrower to increase the probability of a maximum recovery as 

determined by the first lien lender or senior creditor. 

Second Lien Lender and Junior Creditor Perspective 

The second lien lender or subordinated creditor is often not particularly interested in running a workout or 

liquidation (and may not necessarily be equipped to do so).  Thus, the second lien lender may be quite 

willing to agree to a standstill and to allow the first lien lender to manage and administer the process of 

dealing with a troubled company.  Even a private debt fund lender or other specialty lender which has the 

capability and inclination to manage a workout or liquidation is generally willing to provide the first lien 

lender with a period of time after a default to determine a strategy for dealing with the distressed 

borrower.  This is because it is likely that the first lien lender will take the same steps a second lien lender 

would take in terms of gathering information, engaging consultants or requiring the borrower to do so and 

developing a strategy.  In the case of a private debt fund or other specialty lender, there is very likely a 
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relationship with the first lien lender from prior transactions so that the first lien lender and second lien 

lender will informally consult on decisions on such matters in any event. 

The second lien lender may be willing to provide the first lien lender with some time to deal with a 

distressed borrower, but as time passes the second lien lender will have growing concerns regarding its 

position worsening as the collateral or the enterprise in general loses value while the debt secured by the 

priority lien which is to be paid before the second lien lender’s debt, increases with the funding of losses.  

As the value of the collateral declines, the equity cushion available to the second lien lender is adversely 

impacted.  The second lien lender will also be concerned about the deterioration in the value of the 

enterprise as the company loses goodwill with suppliers and customers because of its financial distress.  

These concerns are often addressed in a first lien/second lien arrangement by limiting the duration of the 

standstill period.   In a split collateral arrangement, there may not be any such time limit for a lender as to 

the assets subject to its first lien, although the concept of a standstill will apply as to the categories of 

assets subject to its second lien. 

Scope and Nature of the Standstill 

In the context of lien subordination, the limitation on the exercise of remedies by the second lien holder 

focuses principally on the rights of the second lien holder as a secured creditor of the common loan 

parties, rather than the exercise of all of its rights as a creditor. 

Typically, the intercreditor agreement provides that, so long as the first lien debt is outstanding and 

whether or not a bankruptcy case has been commenced, the second lien lender will not exercise any rights 

or remedies (including any right of setoff or notification of account debtors) with respect to any of the 

first lien lender’s priority collateral (including the enforcement of any right under any lockbox agreement, 

account control agreement, landlord waiver or bailee’s letter or any similar agreement or arrangement, 

relating to the first lien lender’s priority collateral, to which the second lien lender may be a party) or 

commence or join with any other party to commence any proceeding with respect to such rights or 

remedies, including any foreclosure action.  Despite this general restriction on the actions that the second 

lien lender can take, there may be some actions that it will be expressly permitted to take even during the 

standstill period because such actions should not have any material impact on the first lien lender’s 

position.  For example, the intercreditor agreement may permit the second lien lender to: 

• file a claim or statement of interest with respect to its debt in a bankruptcy case of the borrower, 

• take any action in order to create or perfect (but not enforce) its second lien, and 

• file any necessary responsive or defensive pleadings in opposition to any motion, claim, 

adversary proceeding or other pleading that objects to or otherwise seeks the disallowance of the 

claims of the second lien lender. 

However, there are two other remedies available to creditors that may be problematic from the 

perspective of the first lien lender.  The first is the right that any creditor has to join with two other 

creditors of a borrower to commence an involuntary bankruptcy case against a borrower that is in default.  

The second is the right to initiate a lawsuit to require payment of the debt.  Both of these actions may 

disrupt or interfere with the first lien lender’s efforts to deal with the distressed borrower. 
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Nonetheless, a first lien lender may be willing to carve out these actions from the scope of the standstill.  

For example, in the case of the commencement of an involuntary bankruptcy, the first lien lender may 

allow it, but require the second lien lender to provide it with prior notice.  Interestingly, in the case of a 

unitranche structure, the AAL may be more restrictive of the rights of lenders to commence an 

involuntary bankruptcy case.  Instead of just requiring notice, the AAL may provide that no first out 

lender may commence an involuntary bankruptcy until the standstill period applicable to it has elapsed (as 

discussed below in more detail) and in a parallel manner, no last out lender may commence an 

involuntary bankruptcy until the standstill period applicable to it provided for in the AAL has elapsed. 

In the case of the commencement of litigation, the first lien lender may require notice, as well as an 

agreement that to the extent the second lien lender obtains a judgment for its debt pursuant to such 

litigation, it will not take any action to execute on such judgment, or that any judgment lien the second 

lien lender obtains is subject to the same priority and other terms applicable to the liens granted by the 

borrower to the second lien lender under the intercreditor agreement.  Allowing the second lien lender to 

pursue a lawsuit should not give the second lien lender the ability to bypass the terms of the intercreditor 

agreement to defeat the expectations of the first lien lender. 

Sometimes an intercreditor agreement provides the second lien lender with the ability to exercise all of 

the rights of an unsecured creditor.  This is a trap for the unwary first lien lender.  It raises a number of 

issues for the first lien lender, but in the context of the standstill (as in other circumstances) should always 

be qualified by allowing such rights only to the extent not inconsistent with the other terms of the 

intercreditor agreement—including the standstill provisions.   

In a case where the intercreditor agreement did not include such a qualification on the ability of the 

second lien lenders to exercise the rights of an unsecured creditor, but in fact said just the opposite by 

providing that “notwithstanding anything to the contrary” in the intercreditor agreement, the second lien 

lenders were entitled to exercise rights and remedies as an unsecured creditor, the first lien lenders were 

unable to prevail in litigation to prevent various actions by the second lien lenders that interfered with the 

rights of the first lien lenders in the bankruptcy case of MPM Silicones, LLC and its affiliates.  See 

BOKF, N.A. v. Wilmington Savings Fund Society, FSB (In re MPM Silicones, LLC), 596 B.R. 416 

(S.D.N.Y. 2019). 

In In re Erickson Retirement Communities, LLC, 425 B.R. 309 (Bankr. N.D. Tex. 2010), the Bankruptcy 

Court considered the scope of actions by the subordinate lender that would be permitted under the 

standstill provision of the intercreditor agreement.   

The subordination agreement between senior and junior lenders included a standard “standstill” provision 

which prohibited the junior lenders from exercising any rights or remedies or taking any action to collect 

or enforce any of the junior debt until the senior lenders were paid in full.   There was a sale of the assets 

of 16 of the debtors for $365 million.  The debtors proposed to allocate the sale proceeds among the 16 

debtors based on the estimated value of their respective assets.  3 of the junior lenders held secured claims 

against some of the debtor companies.   

The junior lenders filed a motion for the appointment of an examiner to see if more of the proceeds 

should have been allocated to the 3 debtors whose assets were subject to the liens of the junior lenders.  

PNC as agent for the senior lenders objected on the basis that it violated the subordination agreement.  

The Bankruptcy Court concluded that the junior lenders’ motion for the appointment of an examiner 

violated the terms of the subordination agreement, finding that it was in essence an action to collect the 



 

 

 

 

 

17 
5828046.3 

junior debt prior to payment in full of the senior debt and therefore prohibited by the standstill provisions 

of the intercreditor agreement.   In its opinion, the Bankruptcy Court discussed the decision in In re Ion 

Media Networks, Inc., 419 B.R. 585 (Bankr. S.D.N.Y. 2009) referred to above. Like Judge Peck in Ion 

Media Networks, Judge Jernigan in Erickson specifically stated that her decision reflected a desire to 

uphold the bargained-for rights to which the lenders had agreed pre-bankruptcy, as well as a desire to 

preclude “obstructionist” behavior that intercreditor agreements are intended to suppress.  425 B.R. at 

315. 

As in the Erikson case, the United States Bankruptcy Court for the Northern District of Illinois in In re 

Argon Credit, LLC, et al., Case No. 16-39654 (Bankr N.D. Ill. Jan. 10, 2019) gave an expansive view of 

the standstill provision in a subordination agreement.  The Bankruptcy Court concluded that the standstill 

provision prevented a subordinated creditor from conducting discovery with respect to the senior 

creditor’s claim in the bankruptcy case of the common debtor.  The standstill provision in the 

subordination agreement said that:   

“Notwithstanding any breach or default by the Parent or any other Obligor under the 

Subordinated Loan Documents, the Lender shall not at any time or in any manner foreclose upon, 

take possession of or attempt to realize on any Collateral, or proceed in any way to enforce any 

claims it has or may have against the Parent or any other Obligor unless and until the Obligations 

to the Senior Lender have been fully and indefeasibly paid and satisfied in full.”   

When the Chapter 11 case of the debtor was converted to a Chapter 7 case, the senior creditor and the 

Chapter 7 trustee entered into a stipulation that provided for the trustee to coordinate any discovery 

relating to the senior debt.  After the trustee served a subpoena on the senior creditor, the senior creditor 

moved to quash the subpoena.  One of the junior creditors objected to the motion to quash and sought to 

enforce the trustee’s subpoena.  The Bankruptcy Court found that the standstill clause was intended to 

prevent “obstructionist behavior” and the junior creditor could not use the discovery stipulation to obtain 

discovery against the senior creditor because such actions were clearly calculated to enforce the junior 

creditor’s claims against the common debtor in contravention of the standstill provision included in the 

subordination agreement. 

In a “unitranche” structure, the scope of the standstill is fundamentally different than in a two lien 

structure or in the context of debt subordination.  Since there is one agent holding the single lien securing 

both categories of debt, the standstill takes the form of the agreement of each of the “first out lenders” and 

the “last out lenders” that the agent is not required to act in accordance with one group of lenders’ 

directions to exercise remedies for some period of time after the receipt by the agent of such directions. 

An AAL may say that no last out lender will take any action that would hinder, delay or otherwise 

interfere with any exercise of remedies directed by the “Required First Out Lenders” (that is, most 

typically, the first out lenders holding more than 50% of the commitments of loans constituting first out 

debt) in accordance with the terms of the AAL and similarly no first out lender will take any action that 

would hinder, delay or otherwise interfere with any exercise of remedies directed by the “Required Last 

Out Lenders” (holders of 50% of the commitments of this category of debt) in accordance with the terms 

of the agreement.  The key here is that the direction is in accordance with the terms of the agreement 

which means, among other things, that any “standstill” period before the agent is required to comply with 

the instructions of the applicable group of lenders has elapsed. 



 

 

 

 

 

18 
5828046.3 

Although not commonly considered as such, there is effectively another form of a “standstill” that appears 

in most credit agreements, but is particularly significant in a unitranche structure since it applies to the 

different categories of lenders—both first out lenders and last out lenders.  It is common in credit 

agreements for syndicated loans, whether or not there are two or more tranches of debt with different 

priorities in right of payment governed by the single credit agreement, to have a provision that no lender 

will unilaterally seek to enforce the rights and remedies for payment or against the collateral securing 

such debt (sometimes referred to as a “collective action” provision).  In a unitranche structure, the 

limitation on the ability of any one lender to act independently of the other lenders to pursue payment of 

the debt owing to it requires each category of lenders to only work through the common agent and in this 

manner serves as a standstill for an individual lender. 

The absence of such a clause gave rise to litigation that concluded with a 2007 decision from the New 

York Court of Appeals.  In Beal Savings Bank v. Sommer, 8 N.Y.3d 318, 865 N.E.2d 1210, 834 

N.Y.S.2d 44 (2007), a lending syndicate made loans to finance the development of a casino in Las Vegas, 

Nevada.  The arrangements included a “keep-well agreement” pursuant to which the sponsors that owned 

the borrower agreed to make equity contributions to the borrower if a financial ratio fell below a certain 

minimum and agreed that in the event of acceleration of the debt, the sponsors would pay the accelerated 

amount under a guarantee.   

When the financial condition of the borrower deteriorated, the agent and the lenders holding 95.5% of the 

outstanding principal amount, that is all but one of the 37 lenders in the syndicate at the time, entered into 

a settlement agreement that directed the agent to forbear from enforcing the obligations of the sponsors 

under the keep-well agreement, and in exchange the lenders received an interest in a shopping mall and 

the proceeds from the disposition of assets by the borrower. The one lender that had not approved the 

settlement transferred its interests in the loans to Beal who sued the sponsors to collect on the keep-well 

agreement.  The sponsors moved to dismiss arguing that Beal lacked standing, because no individual 

member of the syndicate was empowered to enforce the agreements, and only the agent as directed by the 

“Required Lenders” (which in this case was a supermajority of the lenders), could do so. Beal argued that 

while the agreements authorized the agent to act administratively, no provision in the agreements 

precluded a lender from otherwise proceeding individually.   

The Court of Appeals concluded that the language of several provisions of the credit agreement, read in 

the context of the agreements as a whole, meant that the lenders intended to act collectively in the event 

of the borrower's default and to preclude an individual lender from disrupting the collective determination 

of the lenders of how to proceed.  In particular, the Court relied on the provision of the credit agreement 

that said if any event of default occurred, the agent, upon the direction of the Required Lenders would 

exercise any or all rights and remedies, which in this case included pursuing the sponsors on the keep-

well agreement—or not. 

Duration of Standstill Period 

Lien Subordination Analysis 

In response to the concerns of the first lien lender, it is not unusual for the second lien lender to allow the 

first lien lender some period of time to develop a response to the circumstances of a financially troubled 

borrower.  At the same time, the second lien lender will not necessarily want to wait indefinitely, while 

the borrower’s condition (along with the prospects of repayment of the obligations of the borrower to the 

second lien lender) may deteriorate.  Accordingly, the second lien lender may agree to defer to the first 
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lien lender in the handling of the workout of the common borrower, but will want to ensure that the first 

lien lender is proactive in response to the situation.  The competing perspectives of the first lien lender 

and the second lien lender will often result in some limitation on the time period during which the second 

lien lender must standstill before it can exercise its enforcement rights against the borrower and the 

collateral. 

The most common time period used for the standstill is 180 days, although it may be shorter or longer 

depending on the circumstances.  From the perspective of the first lien lender the time period will be 

keyed to: 

• the size and complexity of the business of the borrower, 

• the seasonality of the business of the borrower, and 

• the first lien lender’s most likely exit strategy in a troubled situation. 

One alternative  view of the standstill period is that it provides a window of opportunity for the first lien 

lender to obtain necessary information from the borrower and to then formulate a strategy for dealing with 

the borrower’s circumstances that will lead to the greatest possible recovery.  Another alternative is to 

consider the standstill period as time to react to the situation arising as a result of the deterioration of the 

business of the borrower, develop a workout strategy, and, in addition, to allow adequate time to 

implement the strategy, without fear of the second lien lender precipitating a bankruptcy or taking action 

against the collateral. To the extent the first lien lender adopts the latter view of the standstill period, the 

first lien lender will require a much longer period for the second lien lender to standstill. 

A compromise is for the second lien lender to agree to forbear or standstill for a certain period of time, 

but if during such time the first lien lender begins to exercise its remedies, thereafter the second lien 

lender will continue to standstill even after the end of the standstill period (sometimes referred to as a 

“back-end standstill”).  In any event, the duration of the standstill will need to be viewed against the 

backdrop of the exit strategy of the first lien lender with respect to the credit.  The first lien lender will 

consider the time frames required for the various steps that would be involved (e.g., sales of certain 

aspects of the business to potential strategic buyers or financial investors, closing of select operations, 

time periods for sales of valuable real estate, etc.), as well as any seasonal aspects of the business which 

might dictate the best times for realizing the greatest value from the assets of the debtor. 

The duration of the standstill may also be affected by the size and scope of the borrower’s business.  With 

larger, more complex businesses, it may take longer for the lender to obtain and analyze the information it 

needs to formulate a strategy and organize a sale of some or all of the business or other restructuring.  For 

an asset-based lender, the duration of the standstill may also be affected by the assumptions used by the 

appraiser of the assets of the borrower with respect to the time period to realize on the assets.  Appraisals 

typically tie the amount of the estimated recovery for the appraised assets to the time period for their sale.  

If the collateral is sold more quickly, as in a forced liquidation, the expectation is generally that the value 

obtained will be less than if the sale is conducted over a longer period, for example pursuant to an orderly 

liquidation.  In making its loans, the asset-based lender in particular will be relying on the values based on 

the time periods that the appraisers use and will want to consider how long the standstill should be taking 

into account the periods used by the appraisers. 

Duration under Debt Subordination 



 

 

 

 

 

20 
5828046.3 

The duration of the standstill period in the context of debt subordination may be based on a different 

analysis.  The standstill cannot be understood in this context without consideration of the principles of the 

“payment block” that are embedded within the fundamental principles of debt subordination.  The 

payment block as a necessary corollary of debt subordination stops the payments on the subordinated debt 

when there is a payment default under the senior debt and often when there are other defaults under the 

senior debt.  To the extent that the subordinated creditor is not permitted to receive any payments on its 

debt, then the expectation is that it should not be permitted to exercise its remedies to collect the debt 

either.   

Unique Aspects of the Unitranche Structure 

A unitranche transaction provides a unique structure for the standstill.  It is quite common for the AAL to 

include a standstill for both the first out lenders and the second out lenders.  Since there is only a single 

lien held by the agent for both tranches of lenders, the issue is which group of lenders can direct the agent 

to exercise the remedies with respect to the collateral.   

Typically, the AAL will provide that there is a waiting period before the agent is required to take any 

enforcement action that it is directed to take by either the first out lenders or the last out lenders. This 

form of standstill is often structured so that the standstill period for the first out lenders commences on the 

date that the agent for the two groups of lenders receives written instructions for the exercise of remedies 

from the “Required First Out Lenders” (typically defined as holders of a majority of the first out 

obligations).  For a period of time that may range from 10 days to 30 days, the agent is not permitted to 

follow the directions for the exercise of remedies that it has received from the Required First Out Lenders. 

At the same time, the last out lenders agree that the agent will not exercise enforcement rights as directed 

by the Required Last Out Lenders for a longer period, often in the range of 60 to 90 days, commencing on 

the date that the Required Last Out Lenders have provided the written instructions to the agent to take 

such enforcement action.  And, the agent is only to take the action specified by the Required Last Out 

Lenders after the expiration of such time period, so long as (a) it has not previously received written 

instructions from the Required First Out Lenders to exercise remedies and (b) it is not pursuing an 

exercise of remedies with respect to all or any material portion of the collateral (including attempting to 

vacate any stay or prohibition on the exercise of them). 

On March 1, 2019, the Loan Syndications and Trading Association (LSTA) published a form of an 

“Agreement Among Lenders.”  The form reflects the structure described above with the “Required First 

Out Lenders” having the exclusive right to direct the agent in writing to take one or more “Exercise of 

Remedies” and the agent agreeing to do so after a number of days to be specified based on the 

negotiations between the parties, although the form (a) allows for the extension of this “First Out 

Standstill Period” if the last out lenders have agreed to buy-out the first out obligations and (b) permits 

the agent to act sooner if there are “Exigent Circumstances.”  The term “Exigent Circumstances” is 

defined as follows: 

“Exigent Circumstances” means an event or circumstance that materially and 

immediately threatens the value of all or a material portion of the Collateral or the ability of the 

Administrative Agent, any Lender or any other Person holding Obligations to realize upon all or a 

material portion of the Collateral such as, without limitation, fraud, fraudulent removal, 

concealment, abandonment, destruction (other than to the extent covered by insurance) or 

material waste, or the exercise by a creditor of a Credit Party of enforcement rights or remedies 
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following default with respect to all or a material portion of the Collateral (other than a Person 

expressly permitted by the terms of this Agreement to exercise such rights or remedies). 

And the LSTA form provides that the agent will exercise the remedies set out in written instructions from 

the Required Last Out Lenders after a specified number of days after receipt of such instructions, so long 

as the agent has not received instructions from the Required First Out Lenders and the agent is not 

pursuing remedies with respect to all or any material portion of the collateral or diligently attempting to 

vacate any stay or prohibition against such exercise.  

In this manner through the different time periods, the first out lenders retain the benefit of the 

“enforcement priority” associated with a senior position in the context of a unitranche structure. 

Commencement of Standstill Period 

It is not enough just to look at the number of days that the second lien lender may be required to 

standstill.  The event that gives rise to the right of the second lien lender to start the standstill period is as 

significant. 

When debt subordination is involved, a payment blockage period is triggered by a default under the 

borrower’s agreements with the senior creditor.  However, in the context of lien subordination, the 

commencement of the standstill period is tied to a default under the borrower’s agreements with the 

second lien lender.  This is one reason, among others, that the first lien lender will be concerned about the 

covenants and other provisions of the second lien lender’s agreements with the borrower.  The first lien 

lender generally wants the covenants in the second lien lender agreements to be less restrictive or 

demanding than the covenants in the agreements of the first lien lender and therefore less likely to give 

rise to a default that can be the basis for the commencement of the standstill period by the second lien 

lender. 

First Lien Lender Perspective 

The first lien lender will not want the second lien lender to have the ability to start the standstill period 

unless there is a default that is of sufficient magnitude to warrant serious concern about the prospects for 

repayment of the second lien debt.  For example, if the borrower is a few days late in delivering financial 

statements to the second lien lender under the terms of the second lien agreements, while qualifying as a 

default under the second lien agreements, the failure to deliver the financial statements on time may not, 

by itself, reflect that the repayment of the second lien debt is in jeopardy.  Such an event should not give 

rise to the right of the second lien lender to start the standstill period (so that at the end of such period the 

second lien lender would be entitled to exercise its rights as a secured creditor, including notifying 

account debtors to pay it directly or foreclosing on inventory).  From the perspective of the first lien 

lender, unless there is a material and ongoing deterioration in the financial condition of the borrower, the 

second lien lender should allow the first lien lender the benefit of the enforcement priority that the first 

lien lender expected in providing its facility. 

The types of default under the second lien lender agreement that would capture such material changes in 

the borrower’s financial position might include: 

• a payment default on the second lien debt, 

• a specific financial covenant default by a material amount, and 
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• a bankruptcy type of default. 

While having these types of default as the basis for the second lien lender to start the standstill would be 

the most consistent with the position of the first lien lender, another approach has evolved in an attempt to 

balance the competing concerns of the first lien lender and the second lien lender.  In an effort to balance 

these interests, the most common approach is for the standstill period to commence upon the first lien 

lender’s receipt of written notice from the second lien lender of: 

• an event of default under the second lien lender agreements with the borrower that is continuing, 

and 

• the acceleration of the second lien debt by the second lien lender. 

In general, there is no limitation on the type of event of default under the second lien lender agreements 

that must occur to give rise to the right of the second lien lender to start the standstill, but it is not enough 

that such event has occurred – there must be the additional step of acceleration by the second lien lender. 

This is not an ideal solution from the perspective of the first lien lender.  In theory, the second lien lender 

can accelerate the second lien debt after any event of default under its agreements with the borrower, 

regardless of the overall significance of the event of default.  The first lien lender must rely on the fact 

that the second lien lender is not likely to take such action unless the event of default is material. 

Second Lien Lender Perspective 

From the second lien lender perspective, the acceleration of the second lien debt is in its control and 

generally relatively simple to do.  Ultimately, after an event of default, it is just a matter of sending a 

demand letter to the borrower requiring immediate payment of the debt.   Of course, when high yield 

notes or widely held institutional term loans are involved, the process of acceleration may require 

additional steps since approval of a certain percentage of the holders of such notes or loans is often 

required. 

Sometimes, when a private debt fund or other specialty lender is providing the second lien debt, the 

trigger for the commencement of the standstill period may be notice from the second lien lender to the 

first lien lender of the occurrence of a continuing event of default and of the “intention” of the second lien 

lender to exercise its rights or remedies.  From the perspective of the first lien lender, notice of an 

“intention” to exercise remedies is undesirable because it is too open-ended and vague. 

The ability of the second lien lender to start the standstill period is another reason that the first lien lender 

may require that there only be an event of default under the second lien agreements if the first lien lender 

has accelerated the first lien debt, instead of having a cross-default where any event of default under the 

first lien lender agreements is also an event of default under the second lien lender agreements with the 

common borrower. 

What Happens When the Standstill Period Ends? 

A key component of the standstill is that the second lien lender agree to continue to forbear from 

exercising its remedies even after the end of the time period specified for the standstill, so long as prior to 

the end of such period the first lien lender has begun to exercise its remedies as to the collateral and is 

diligently pursuing such remedies.  Typically, the intercreditor agreement will require that the first lien 
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lender is taking actions to realize on a “material portion of the collateral” and is “diligently pursuing such 

remedies.”  The additional requirement that the first lien lender be diligently pursuing its remedies is 

obviously to avoid the first lien lender starting an enforcement action and then abandoning it and having 

the second lien lender continue to be required to standstill. 

From the first lien lender’s perspective, its enforcement priority includes the ability to take action with 

respect to the collateral without interference from the second lien lender.  Therefore, notwithstanding that 

the time period for the standstill may have ended, if the first lien lender is acting, the second lien lender 

should not be able to take action against the collateral. 

As a practical matter, it makes sense to only have one lender managing the process of realizing on the 

collateral.  For example, it does not benefit either lender for both to notify account debtors to make 

payments to each of them.  In such circumstances, the account debtor is likely not to pay either.  Or, 

similarly, it would not enhance the recovery to have two lenders running competing auctions for 

inventory or other tangible collateral or a competing sale process for the business.  

A more precise way to address the back-end standstill is to have the second lien lender required to 

standstill after the end of the agreed upon period as to particular items of collateral that are subject to 

action by the first lien lender (whether or not the specific items might or might not be deemed material), 

rather than just requiring that the second lien lender standstill so long as the first lien lender is acting with 

respect to a “material portion” of the collateral.  So, if the first lien lender has only commenced a 

foreclosure action against inventory in one location, the second lien lender may begin to exercise 

remedies against inventory at another location after the end of the standstill period. 

Besides these practical matters, the second lien lender will typically be willing to continue to standstill so 

long as the first lien lender is taking action with respect to the collateral.  The second lien lender wants the 

time limit on its ability to take action because of the risk that without any action the value of the collateral 

and the business will decline or decline further.  So long as the first lien lender is dealing with the 

collateral, this situation is avoided.  The second lien lender simply does not want the first lien lender to 

take no action while the continuing losses of a distressed company lead to the further deterioration in the 

asset values or enterprise value that the second lien lender is relying on for recovery of its debt.  

Continuing Applicability of Turnover Provision 

A standard provision in an intercreditor agreement or a subordination agreement is that the second lien 

lender or subordinated creditor agrees that if it receives payments that it is not entitled to under the terms 

of the intercreditor arrangements, whether any payments after a payment block in the case of a debt 

subordination or proceeds of the collateral in the case of lien subordination when it is not entitled to under 

the terms of the intercreditor agreement based on the lien priorities, the second lien lender or subordinated 

creditor will “turn over” such payments or proceeds to the first lien lender or senior creditor, consistent 

with the understanding of the parties as to their relative rights to payment, whether from the proceeds of 

the collateral in the case of lien subordination or generally in the case of debt subordination.  Even if the 

second lien lender begins to exercise its remedies after the end of the standstill period, it should be subject 

to the turnover clause, which requires that any proceeds of the collateral received by the second lien 

lender are required to be “turned over” to the senior creditor, until the first lien debt is paid in full (subject 

to any first lien cap).  This is generally well accepted since it is consistent with the essential 

understanding of the parties as to their respective rights to the proceeds of the collateral or payment, as 

the case may be.   
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Notice to First Lien Lender Prior to Exercise of Remedies by Second Lien Lender 

Just as the second lien lender may ask that the first lien lender provide a copy to the second lien lender of 

a notice of default sent by the first lien lender to the borrower or provide prior written notice to the second 

lien lender of the first lien lender’s intention to take any enforcement action after a default, the first lien 

lender will want the intercreditor agreement to include a provision that the second lien lender provide it 

with some period of notice prior to the exercise by the second lien lender of any enforcement rights after 

the end of the standstill period. 

Once the standstill period ends, even though the second lien lender may have the right to do so, the 

second lien lender may not immediately commence the exercise of its remedies.  As a practical matter, the 

standstill period could end and months go by without any action by the second lien lender.  From the first 

lien lender’s perspective if all of the parties are in discussions about the restructuring or liquidation of the 

company at the end of the standstill period, it would not want to be taken by surprise by an action by the 

second lien lender.  At the same time, if the second lien lender provides prior written notice to the first 

lien lender of any action, the first lien lender will have a window of opportunity to commence the exercise 

of its rights, thereby retaining control of the enforcement process.  From the second lien lender 

perspective, this is consistent with its expectations that the first lien lender would control such process in 

the first place and addresses its concern that the first lien lender take action to limit further deterioration in 

the value of the collateral. 

Reinstatement or Reset of Standstill Period 

A second lien lender may or may not elect to take action against the collateral after the end of the 

specified standstill period.  The second lien lender will not necessarily automatically begin to exercise its 

remedies at the end of the standstill period simply because it will then have the right to do so.  The 

intercreditor arrangements need to address the possibility that at the end of the standstill period the 

circumstances of the borrower may have improved or other opportunities may have arisen such that the 

parties may not want to exercise their remedies.  In this situation, the company could then continue to 

operate in the ordinary course until such time as it might confront another difficult period. 

If the standstill period started and expired, but during that period the company resolves its issues, 

technically the second lien lender would no longer be subject to any standstill.  So, if the company were 

to experience a problem at some point in the future, the second lien lender would be free to act without 

any delay because the standstill period had expired based on the prior events, effectively depriving the 

first lien lender of the intended purpose of the standstill period in the first place.  To address such a 

situation, the first lien lender may want the intercreditor agreement to include a provision that if the 

second lien lender has not acted within a certain period of time after the end of the standstill period, the 

standstill period is reinstated. 

Generally, the standstill period commences upon a notice by the second lien lender to the first lien lender 

that an event of default under the second lien lender documents has occurred and that the second lien 

lender has accelerated the second lien debt (so as to give the first lien lender at least some basis for hoping 

that the default by the borrower reflects a material change to the financial position of the borrower).  The 

standstill period provision in the intercreditor agreement should be drafted to provide that the second lien 

lender can only act to exercise its remedies at the end of such period so long as the default (which was the 

basis for the notice commencing the period) has not been cured or waived. 
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This leaves open the question of whether there has been any reduction of the time period for the standstill 

as a result of the passage of some portion of the applicable period before the default is cured or waived.  

For example, if there is a 180 day standstill period that runs for 90 days before the default that was the 

basis for the standstill period is cured, then if there is another default in the future and the standstill period 

is commenced again, is the period only 90 days?  The intercreditor agreement should be clear that if the 

default that was the basis for the commencement of the standstill period is cured or waived, such event 

resets the standstill period, so that the notice to commence the period is rescinded and no standstill period 

is deemed to have commenced.   

Right of Senior Creditor to Take Over Remedies 

Some intercreditor agreements include a provision that even after the standstill period has ended and the 

second lien lender has started exercising its remedies, the first lien lender has the right to take over the 

exercise of the remedies from the second lien lender.  In practice, if implemented, this provision may pose 

some practical difficulties.  It is also the type of clause more likely to be found in an intercreditor 

agreement for the institutional market where the institutional investors are less likely to want to manage 

the workout than in an intercreditor agreement with a specialty lender that is unlikely to want to 

relinquish control after having started to exercise remedies. 
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