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Applicable Statute
•

Section 510(a) of the Bankruptcy Code:
• “A subordination agreement is enforceable in a case under this
title to the same extent that such agreement is enforceable
under applicable nonbankruptcy law.”
–

So……what is a subordination agreement?
• Priority for sure
• Waivers of rights in bankruptcy cases?

–

So……to what extent is a subordination agreement enforceable
outside of bankruptcy?

• Section 9-339 of the UCC:
“This article does not preclude subordination by agreement by a
person entitled to priority.”

• Courts generally look to state contract law:
» Are the provisions clear and unambiguous?
» If they are ambiguous, what was the intent of the parties?
-but consider 203 N. LaSalle and Hart Ski

• Is UCC §§1-102(3) and 9-602 cmt. 2, relevant? See Robert
Stein, Enforcement of the Silent Second Lien, 27 UCC L. J. 165
(1994).
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Basic Argument

Freedom of Contract
v

Bankruptcy Public Policy
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Why does it Matter?
•

In the context of a Second Lien Financing:
• Secured creditors have an interest in the debor’s property and,
therefore, rights to adequate protection.
–

Makes it more difficult to arrange for DIP Financing or the use of
cash collateral in the early days of a case.

• Secured creditors are usually entitled to be classified separately from
other secured and all unsecured creditors so that confirming a plan
of reorganization may be more difficult.
• Who gets Reorganization Securities?

•

In the context of Mezzanine Financing:
• Mezz is generally not secured, so no adequate protection issue.
–

However, there have been recent mezz deals involving a
subordinate lien on assets.

• Since the mezz lender is generally unsecured, depending on the size
of the mezz debt, the mezz lender may be able to control the class
of unsecured creditors voting on the plan of reorganization and,
thereby, make confirmation of that plan more difficult.
• Who gets Reorganization Securities?
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Case Law in Favor of Enforcement of Bankruptcy
Provisions in Intercreditor Agreements
• Blue Ridge Investors, II, LP v. Wachovia Bank, N.A. and Aerosol
Packaging, LLC (In re Aerosol Packaging, LLC), Case No. 0667096 (Bankr. N.D. GA, 12/26/06)(On junior creditor’s motion to
determine voting rights in connection with a reorganization plan,
where both senior and junior creditor cast conflicting ballots,
court upheld provision in subordination agreement allowing
senior lender to vote the junior lender’s claim)
• Junior creditor entered into a subordination agreement with senior creditor at
inception of loan. Subordination agreement modified twice pre-petition.
• Debtor is a party to the subordination agreement and entitled to rely on its
enforcement.
• Provisions in subordination agreement authorized senior creditor to vote the
junior creditor’s claim, and to receive any distribution allocated to the junior
creditor.
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Case Law in Favor of Enforcement of Bankruptcy
Provisions in Intercreditor Agreements (cont.)
•

•
•

Court finds that junior creditor “has provided no evidence, argument or authority that
the Subordination Agreement is not enforceable under applicable nonbankruptcy
law.” Without analysis or citation, court says that “[t]he Subordination Agreement
appears to be enforceable under Georgia law, which is the applicable
nonbankruptcy law.”
Junior creditor apparently had the right to purchase the senior lender’s claim. The
court felt that his afforded the junior creditor a remedy.
Same relevant facts as in the 203 N. LaSalle case. Rejects 203 N. LaSalle
reasoning.

Other cases that stand for the same proposition:
•
•
•
•
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In re Curtis Center Limited Partnership, 192 B.R. 648 (Bankr. E.D. Pa. 1996)
In re Inter Urban Broadcasting of Cincinnati, Inc., 1994 WL 646176 (E.D. La. 1994)
Braod. Capital, Inc. v. Davis Broad., Inc., (In re Davis Broadcasting, Inc.), 169 B.R.
229 (Bankr. M. D. Ga. 1994), rev’d on other grounds, 176 B.R. 290 (M.D. Ga. 1994)
Matter of Itemlab, Inc., 197 F. Supp. 194 (E.D.N.Y. 1961)

Case Law Against Enforcement of Bankruptcy
Provisions in Intercreditor Agreements
•

Beatrice Foods Co. v. Hart Ski Mfg. Co., Inc. (In re Hart Ski Mfg. Co.,
Inc.), 5 B.R. 734 (Bankr. D. Minn. 1980):
• Creditor (Beatrice) files a complaint seeking adequate protection or a
lifting of the stay.
• Beatrice formerly owned Hart Ski. In the sale of the company, Beatrice
obtained a note for $666K secured by inventory and accounts. Aetna
provided financing to Hart and required Beatrice to sign a subordination
agreement.
• The subordination agreement entered into by Beatrice and Aetna prior to
the bankruptcy case says:
–
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“Creditor (Beatrice) will not, without your (Aetna’s) written consent, assert,
collect or release the indebtedness or any part thereof or realize any collateral
securing the indebtedness or enforce any security agreements, real estate
mortgages, lien instruments, or other encumbrances securing said
indebtedness except that it may collect regularly scheduled payments when
and as due as provided above.”

Case Law Against Enforcement of Bankruptcy
Provisions in Intercreditor Agreements
Hart Ski Mfg (cont.)
• The Bankruptcy Court says:
–

–

–

–
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“The intent of §510(a)(Subordination) is to allow the consensual and contractual priority of
payment to be maintained between creditors among themselves in a bankruptcy
proceedings. There is no indication that Congress intended to allow creditors to alter, by
a subordination agreement, the bankruptcy laws unrelated to distribution of assets.”
The Bankruptcy Code guarantees each secured creditor certain rights, regardless of
subordination. These rights include the right to assert and prove its claim, the right to
seek court-ordered protection for its security, the right to have a stay lifted under proper
circumstances, the right to participate in the voting for confirmation or rejection of any plan
of reorganization, the right to object to confirmation, and the right to file a plan where
applicable. The above rights and others not related to contract priority of distribution
pursuant to Section 510(a) cannot be affected by the actions of the parties prior to the
commencement of a bankruptcy case when such rights did not even exist. To hold that,
as a result of a subordination agreement, the “subordinor” gives up all its rights to the
subordinee” would be totally inequitable.”
“No prejudice can be shown by Aetna if Beatrice is allowed to assert its claim. Any
money collected by Beatrice must be held in trust by Beatrice and paid to Aetna until
Aetna is paid in full.”
See also In re Hinderliter Indus., Inc., 228 B.R. 848 (Bankr.E.D. Tex. 1999).

Case Law Against Enforcement of Bankruptcy
Provisions in Intercreditor Agreements
•

Bank of America, NA v. North LaSalle Street Limited Partnership (In
re 203 North LaSalle Street Partnership), 246 B. R. 325 (Bankr. N.
D. IL 2000):
•

•
•
•

•

•
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BofA filed a complaint seeking a declaratory judgment as to the effect of subordination
agreements entered into between BofA and North LaSalle Street Limited Partnership which
was the general partner of the debtor.
The general partner’s claim was an “artificial deficiency claim created by §1111(b).
Issue was whether subordinated creditor (general partner) could vote subordinated claim.
Started with BofA having made a non-recourse loan to the partnership. A year later, the
partnership obtains a second non-recourse loan, this one from the general partner. The
terms of the mortgage provide that the mortgage was junior and subordinate to the Bof A
mortgage. General partner also signs an Inter-Creditor Agreement with BofA.
Several years later, in consideration of BofA waiving certain rights, general partner enters
into a Consent and Subordination Agreement that includes an agreement that BofA could
vote the general partner’s claim in a bankruptcy reorganization.
Pursuant to Section 510(a), the court looked to Illinois law which provides that in the absence
of ambiguity, the terms of subordination agreements are to be construed according to their
plain language.

Case Law Against Enforcement of Bankruptcy
Provisions in Intercreditor Agreements
203 North LaSalle (con’t)
•

•

•
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“While the language of the subordination agreements governs the outcome of the Bank’s
right to repayment of any deficiency claim, the language of the Bankruptcy Code governs the
determination of voting rights in this case. Section 1126(a) of the Code provides that “the
holder of a claim” may vote to accept or reject a plan under Chapter 11……North LaSalle is
the holder of the claim….North LaSalle should therefore be allowed to vote its claim in the
confirmation process.”
“It is generally understood that prebankruptcy agreements do not override contrary
provisions of the Bankruptcy Code….Indeed, since bankruptcy is designed to produce a
system of reorganization and distribution different from what would obtain under
nonbankruptcy law, it would defeat the purpose of the Code to allow parties to provide by
contract that the provisions of the Code should not apply.”
“….§510(a), in directing enforcement of subordination agreements, does not allow for waiver
of voting rights under §1126(a). “Subordination,” though not defined by the Code, has a
common understanding in the law, reflected in Black’s Law Dictionary, which defines
subordination as: “the Act or process by which a person’s rights or claims are ranked below
those of other.”….Subordination thus affects the order of priority of payment of claims in
bankruptcy, but not the transfer of voting rights.”

Case Law Against Enforcement of Bankruptcy
Provisions in Intercreditor Agreements
203 North LaSalle (con’t)
•
•
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Cites Hart Ski.
“Although a creditor’s claim is subordinated, it may well have a substantial interest in the
manner in which its claim is treated. Subordination affects only the priority of payment, not
the manner in which its claim is treated. Subordination affects only the priority of payment,
not the right to payment. If assets in a given estate are sufficient, a subordinated claim
certainly has the potential for receiving a distribution, and Congress may well have
determined to protect that potential by allowing the subordinated claim to be voted. This
result assures that the holder of a subordinated claim has a potential role in the negotiation
and confirmation of a plan, a role that would be eliminated by enforcing contractual transfers
of Chapter 11 voting rights.”

Where Does that Leave Us?
•

Understand which provisions of the intercreditor agreement
affect priority and which do not?

•

Advise client that non-priority provisions may not be
enforceable.

•

Senior Lenders might want to consider including those
features that influenced the Aerosol court:
– Junior lender buy out of senior lender position
• Usually hard for a junior lender to resist including a buy out
provision.
–

Debtor a party to the intercreditor agreement
• Junior lenders should consider resisting this step.
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U

nfortunately, it appears unlikely
that we will see for some time a
seminal court decision that will
provide clear guidance on the likelihood
that a bankruptcy
court will enforce
those provisions in an
intercreditor
agreement that are
intended to conform
the actions of the first
and
second
lienholders during a
b a n k r u p t c y
Jo Ann J. Brighton
proceeding of the
common borrower.
Bankruptcy court decisions made in the
early days of a chapter 11 case, when
many of the intercreditor agreement provisions have their applicability, seldom
1 This article is the product of a panel discussion on “Second Lien
Financings” presented at the 2005 ABI Winter Leadership Conference in
Indian Wells, Calif., on Dec. 2, 2005. The authors, together with Judge
Judith Fitzgerald, presented the topic for discussion at the meeting of
ABI’s Banking and Finance Committee. Both during and after the
discussion, questions were raised regarding the enforceability of many
of the bankruptcy provisions of intercreditor agreements that are
routinely entered into by and between first and second lienholders. We
thought it would be helpful to the bankruptcy community at large if
these questions could be exposed to a wider audience. For more
information concerning second-lien financings and questions
concerning the enforceability of provisions applicable to bankruptcy
cases and commonly included in intercreditor agreements associated
with second-lien financings, see Brighton, “Silent Second-Lien
Financings: Popular Lending Structure May Give Rise to Enforcement
Problems—Part 1: What Is Silent Second-Lien Financing?” ABI Journal,
February 2005 at 22; and Brighton, “Silent Second-Lien Financings—
Part II: Are They Enforceable?” ABI Journal, March 2005 at 22. In
addition, see Berman, “Bankruptcy Public Policy and Implications for
Second-Lien Financings” published in the ABI WLC Educational
Materials, available at www.abiworld.org/abistore.
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result in written opinions. Further, the impact of the uncertainty regarding
enforcement of the bankruptcy provisions
in intercreditor agreements often results
in a negotiated resolution between the

cerning bankruptcy
in the intercreditor
agreement and any
understanding as to
exactly how those
provisions will play
out
should
a
bankruptcy filing
take place and, rather
than provide practice Mark N. Berman
points or clear
answers, highlight some of the questions
or possible “mine fields” in this area that
are subject to interpretation and future
adjudication. This list is not intended to
be exhaustive, but rather thought-

News at 11
first and second lienholders entered into
prior to the bankruptcy case. Although
the differing views on enforceability may
impact the ultimate terms negotiated as
between the first and second lienholders,
there is no opportunity for the bankruptcy
court, or others in the bankruptcy process,
to present these issues to a bankruptcy
court for determination. As a result, we
believe that it will be helpful to present
the limited anecdotal information that is
available about second-lien financings
where the borrower has now filed a
bankruptcy case. Part II of this article (to
be published in the March 2006 ABI
Journal) will identify a sampling of those
cases and describe the ways that the
bankruptcy provisions in the intercreditor
agreement applicable to each case had an
impact (if at all) on the ultimate outcome.
Part I of this article will discuss the
“disconnect” that currently exists between
those negotiating the provisions con-

provoking for those of us who deal with
working out second-lien transactions. The
list may also provide a basis for
discussion with the “front end” side of the
firm or with lending clients.2

The Market
Second-lien financings have been
growing rapidly in amount and number of
transactions since 2002.3 Borrowers have
been attracted to second-lien financings
because of the lower cost as compared to
mezzanine or high-yield debt. Borrowers
are also looking for second-lien money to
satisfy borrowing needs that cannot or
will not be met by first lienholders. As a
result, there has been a shift in “leverage”
2 It is not our intent to take all the credit for many of these questions
raised; much food for thought was generated by discussions with Judge
Fitzgerald as well as the many lawyers in attendance at ABI’s 2005
Winter Leadership Conference. Further, Jo Ann’s colleague J. Michael
Booe at Kennedy Covington provided his thoughts and opinions and
was an instrumental sounding board in further developing these
questions.
3 See “Second Lien Loans Blossom,” Standard & Poors Leveraged
Commentary & Data.
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such that second lienholders have more
negotiating power than when the secondlien market initially began to develop as
a place for a short-term loan intended to
bridge a time period after confirmation of
a reorganization plan or to provide
seasonal funds to a business. As a result
of their growing market power, secondlien lenders have been able to improve
their lot by moving the market terms of
many intercreditor provisions. For
example, standstill periods that started out
in the early days of second-lien financings
as unlimited in duration have shifted to a
currently acceptable market standard of
between 90-180 days. Further, secondlien lenders are less likely to agree to
blanket waivers of bankruptcy rights than
were originally expected by first
lienholders. Another major change is that
with the increased volume and popularity
of second liens, full collateral coverage
for both the first- and second-lien debt no
longer appears to be an absolute
precondition of such financing.4
Even though the growing list of
bankruptcy-related provisions in intercreditor agreements reflects the parties’
recognition that bankruptcy is a forseeable event, many of the parties
negotiating first- and second-lien
documents may not understand that the
contractual bankruptcy provisions in the
intercreditor agreement may not
necessarily be enforced by the bankruptcy
court. As a result, while these provisions
are intended to produce predictability of
results in a bankruptcy proceeding, the
reality is anything but a certain path. It is
our experience that the commonly
negotiated provisions are driven by what
is acceptable and saleable in the market,
rather than by any sound understanding
of how the provisions will play out in a
bankruptcy case.
Bankruptcy professionals understand
that the practical realities of the bankruptcy
forum inevitably change possible future
anticipated actions due to time constraints
and, in many cases, rapidly dissipating
asset value. The other “overlay” that must
be considered, but which may not be fully
understood by those negotiating these
documents, is that the tension between the
public policy behind our country’s
bankruptcy laws and the plain meaning of
the statutory priority scheme of the
Bankruptcy Code will often come into
conflict with the contract entered into by
the two creditor groups (i.e., the first and
4 See Batty and Brighton, “Silent Second Liens: Will the Bankruptcy
Courts Keep the Peace?,” N.C. Banking Institute Journal, April 2005.

second lienholders who seek in the
intercreditor agreement to impact and alter
that statutory scheme). Remember: When
the loan transactions are entered into, there
are only three parties (or groups of parties):
the first lienholder, the second lienholder
and the borrower. After a bankruptcy filing,
there are many more: first lienholder,
second lienholder, debtor/borrower, bankruptcy judge, creditors’ committee, U.S.
Trustee, unsecured creditors, bondholders,
equity, etc.

Potholes and Pitfalls?
What follows is a list of the issues
that might be presented to bankruptcy
courts about the enforceability of
provisions commonly found in intercreditor agreements used in second-lien
financing transactions. We caution that
the list is not exhaustive. However, it is
intended to begin the discussion and to
add to the open issues identified in our
prior writings on this subject that have
been referenced in Footnote 1, as well as
to provoke thought concerning these, and
the no doubt countless other, issues
second-lien financings present.
1. Raising Objections
• Even if the second lienholders agree
in the intercreditor agreement to waive
their right to object to a variety of matters
that might arise in a bankruptcy case, e.g.,
a sale of substantially all assets free and
clear of the second lien holders’ lien or
the terms of a debtor-in-possession (DIP)
credit facility proposed by the debtor and
the first lienholders, what stops the
second lienholders from objecting
anyway?
• Presumably, the first lienholder
would move to strike the objection on the
basis that the second lienholder agreed
not to raise it. However, once the
objection is raised, even if it cannot be
pursued by the second lienholder, is it
likely that the court will not consider what
was said in the objection?
• Can’t many of the same objections
be raised by the unsecured creditors’
committee or the U.S. Trustee?
• Might a bankruptcy judge choose to
hear the second lienholders’ objection in the
context of the bankruptcy and let the issue of
the enforceability of the waiver in the
intercreditor agreement be heard and
ultimately resolved in a nonbankruptcy court
somewhere and at some time in the future?
Alternatively, might a bankruptcy judge
strike the objection based on the presumed
enforceability of the intercreditor agreement
requiring the second lienholder to go to a

nonbankruptcy court for a determination as
to whether the waiver is enforceable? (Of
course, by the time the issue is heard in state
court, the bankruptcy objection would likely
be moot).
• Does the bankruptcy court have the
requisite jurisdiction to rule on the
enforceability of provisions in the
intercreditor agreement because it is
“related to” the bankruptcy case or
“affects the administration” of the
bankruptcy estate, or is it simply a dispute
between two nondebtors that is outside of
a bankruptcy court’s jurisdiction?
• Will specific performance of the
bankruptcy terms of an intercreditor
agreement be available as a remedy to the
first lienholders?
• What is the measure of damages for
breach of the intercreditor agreement?
2. DIP Credit Facilities
• Should the amount of priming DIP
loans to be provided by the first
lienholders be counted against the senior
debt cap sometimes included in the
intercreditor agreement as a restriction
against more debt coming ahead of the
second lienholders? If it is, won’t this
cause first lienholders to consider lining
up a DIP for the borrower using a
surrogate DIP lender?
• Assuming the priming DIP is in the
best interests of the debtor and unsecured
creditors, and assuming the interests of
the second lienholders can be adequately
protected, should a bankruptcy court
consider the use of a senior debt cap as
violative of bankruptcy public policy?
• Is it likewise against bankruptcy
public policy to prohibit second lienholders, by the terms of the intercreditor
agreement, from extending DIP financing
on better terms than the first lienholders
can, or are willing to, extend?
• Should first lienholders be permitted
to include an affirmation of the validity
and enforceability of the intercreditor
agreement in the DIP credit facility order
(which, of course, is accompanied by a
voluminous motion and which itself may
be an enormous document to read)?
Assuming such a provision is to be
permitted, should local rules require the
provision to be highlighted, or might they
make many other provocative provisions?
• If such a provision is permitted, and
if the bankruptcy court signs the DIP
financing order with such an affirmation,
is the court later prohibited from
revisiting some of the provisions in the
intercreditor agreement that may violate
bankruptcy public policy (e.g., a waiver
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by the second lienholders of their right to
vote on a reorganization plan)? In other
words, does the first lienholders’ reliance
on the DIP order in extending the DIP
facility trump bankruptcy public policy?
3. Plans
• If the intercreditor agreement
contains no waiver by the second
lienholders of the right to file a
reorganization plan (and even if there is),
what prevents a second lienholder from
filing a plan (and if it does not, then a
creditors’ committee) that crams down
the first lienholders such that the first-lien
debt will be paid over a period of years at
a Till interest rate?
• If so, and if the plan does not
provide otherwise, what are the terms of
the crammed down first-lien debt?
4. Classification
• If the holders of the first- and
second-lien debt were the same parties
at inception, or become the same parties
through the trading of bank syndicate
claims over time, should the two
obligations be collapsed into one class for
the purposes of plan classification, postpetition interest, etc.? After all, even if
there are two sets of loan documents, isn’t
that really just an agreement between two
nondebtor parties that should not bind the
court from treating similar claims
similarly?
• Is the decision on classification
affected by whether the collateral agent
for the first- and second-lien holders is
the same party?
5. Officers of the Court and the Duty
of Candor
• If the second lienholder agrees not
to object to the validity, extent, perfection
and priority of the first lien, but is aware
of a perfection problem with the first lien,
does the attorney for the second
lienholder have a duty to the bankruptcy
court to apprise it of the issue?
• Assuming the same set of facts,
what if the DIP facility is a roll-up of the
first lien—could the failure to advise the
court of a defect in the first lien be
considered a fraud on the court?
6. Fraudulent Transfers
• Are there fraudulent-conveyance
issues lurking if, at the outset of the
lending transaction, there was no value in
the collateral to reach the second-lien
debt, rendering it unsecured?
7. Recharacterization
• Is there any risk that second-lien debt
can be recharacterized as equity rather than
unsecured debt if collateral value sufficient
to cover the amount of the second lien and

sufficient cash flow are not there at the
outset of the loan? After all, repayment of
the second-lien debt would be entirely
conditioned upon the future performance
of the borrower and, in a sense, the secondlien holders are sharing in the risk of the
future performance of the borrower, just
like equity.
8. Exposure to Claims of Unsecured
Creditors
• In the context of the refinancing of a
troubled borrower with a second-lien
financing, might the second lienholders (not
to mention the officers and directors of the
borrower) be at risk for claims being made
against them relating to the deepening
insolvency of the borrower? Is there a
lender-liability concern based on an
allegation that the second lienholders should
not have lent money in the first place?
• Could there be claims raised against
the first and/or second lienholders that
they aided and abetted in the breach of
the principals’ fiduciary duties by
allowing them to take on more debt than
the borrower could possibly repay and
thereby causing harm to the unsecured
creditors (or equity) for which those
creditors are entitled to be compensated?
What if the first lienholders extend the
second-lien debt to repay a portion of the
first-lien obligation?
9. The Role of the Other Parties
Involved in Bankruptcy Cases
• Are these, and other issues
previously highlighted in prior writings,
issues that exist just between the first and
second lienholders? Does the debtor, U.S.
Trustee, creditors’ committee, equity or
the bankruptcy court have a right to be
heard on these issues, and do they care
how these issues get resolved?
We will answer the last question with
our opinion, but leave the other issues
open for thought (and resolution by a
bankruptcy judge in the future). It appears
that the issues surrounding the enforcement of the provisions in the
intercreditor agreement impact more than
simply the first and second lienholders. If
the intercreditor agreement bankruptcy
provisions make it impossible for the
debtor to secure DIP financing, the case
could convert before the debtor ever has
a chance to reorganize or sell off its assets
in an orderly way intended to realize
going-concern value. The loser may in the
first instance be the second-lien lender,
but the unsecured creditors also lose the
ability to negotiate over what they might
receive by way of a “give-up” or for their
cooperation in a reorganization plan.

While the intercreditor agreement is a
contract between nondebtor parties, some
of the bankruptcy provisions have the
effect of “contracting away” certain
statutorily afforded rights under the Code,
and therefore impact the delicately
balanced mechanism for the conduct of
bankruptcy cases and the negotiations that
take place in those cases. Further, it is
easy to see how the outcome of many of
these disputes would ultimately affect the
administration of the bankruptcy estate
and thereby be of concern to the U.S.
Trustee or the court.
Ultimately, the question of whether
bankruptcy provisions in intercreditor
agreements are enforceable may come
down to a bankruptcy court’s determination of what exactly is a
“subordination agreement” and, assuming
an intercreditor agreement is a
subordination agreement, which of its
provisions are entitled to be enforced by
§510(a) of the Code—purely payment
subordination, or much more? In the end,
as this growing area further evolves, more
questions than answers continue to
develop.
Stay tuned for Part II next month and
an anecdotal discussion of recent cases
where second-lien financings have hit the
bankruptcy courts, and how these issues
have played out to the benefit or
disadvantage of the parties. ■
Reprinted with permission from the ABI
Journal, Vol. XXV, No. 1, February 2006.
The American Bankruptcy Institute is a
multi-disciplinary, nonpartisan organization devoted to bankruptcy issues. ABI
has more than 11,000 members,
representing all facets of the insolvency
field. For more information, visit ABI World
at www.abiworld.org.
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art I of this article was published in
the February issue. Our objective
for that article was to provide
supplemental information to previous
articles on second-lien financing by
relating some of the issues and questions
raised at a panel presentation on this topic
in which the authors
and Hon. Judith
Fitzgerald1
participated at ABI’s
2005
Winter
Leadership Conference. As previously
stated in those
articles, there is little
published case law
Jo Ann J. Brighton
addressing secondlien financing issues, or the enforceability
of the many commonly included
bankruptcy provisions in the intercreditor
agreements that are a critical piece of the
second-lien financing documentation. The
authors have speculated that the dearth of
case law is due in part to the time
constraints with which the participants
in many highly leveraged bankruptcies
toil, and the resultant necessity to settle
many of the issues amicably or otherwise,
in the end, no party benefits.
Part II of this article begins with the
first in a series of anecdotal reports2 in
1 U.S. Bankruptcy Court for the Western District of Pennsylvania.
2 The authors reviewed some, but not all, of the pleadings and spoke to
some, but not all, of the parties involved in the case discussed in this
article. Our sincere apologies if any information we report in this article
is incorrect, or if the motivations we speculate about are inaccurate.
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which we will share with you experiences
in recent chapter 11 cases that involve
second-lien financings. We title these
reports “The Good, the Bad and the
Ugly,” but leave it to the reader to decide
in which category each case falls. In each
of the cases, the parties and/or the
bankruptcy court have had to wrestle with

to resolve the intercreditor issues,
although we leave readers to draw their
own conclusions.

The Chapter 11 Case
American Remanufactures Inc., et al
(debtor) filed petitions for chapter 11
relief on Nov. 7, 2005. The debtor was a
roll-up and employed 1,400 people. The
debtor’s first-lien credit facility was
originally negotiated in March 2005, less
than nine months prior to the chapter 11
case, and it included a revolver and term
loan aggregating $50 million that was
secured by substantially all of the debtor’s
assets. While it had not been involved
when the first-lien credit facility had
originally been negotiated and documented, at the time the petition for

News at 11
the impact of the first/second-lien
structure and its impact on the
reorganization or liquidation process and
the likely interpretation or enforceability
of provisions in the intercreditor
agreements. Our hope is that by sharing
this information, the parties and
bankruptcy attorneys involved in future
cases might be better prepared to deal
with similar issues, or at least be
forewarned as to what might happen if the
issues are not successfully resolved.
We begin the series with the
American Remanufactures case3 out of
the U.S. Bankruptcy Court in Delaware
and over which Hon. Peter Walsh
presided. The case did not result in any
written opinions that we are aware of, but
is a fascinating example of what happens
when the parties cannot reach a
settlement. It appears to the authors that
no one benefited by the parties’ inability
3 Delaware-Case no. 05-200022 (filed 11/7/05) (Judge Walsh).

bankruptcy relief
was filed, Black
D i a m o n d
Commercial Finance
LLC was the agent
for
the
first
lienholders
and
controlled that senior
lien position. The
Mark N. Berman
second-lien credit
facility involved a
term loan of $40 million and was also
secured by a junior lien on substantially
all of the debtor’s assets. At the start of
the chapter 11 case, the second-lien position was controlled by DDJ Capital Management LLC, which also served as agent,
and Airlie Opportunity Master Fund Ltd.
The second lienholders also held a $4
million piece of the first-lien credit facility.
As part of the first-day motions, the debtor
asked the bankruptcy court to approve a
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$30 million DIP financing credit facility
to be provided by the first lienholders. As
a normal part of the first-/second-lien
credit faculties’ documentation, an intercreditor agreement existed and included
the following provision:
Section 2.2. Lien Priority.
Notwithstanding the date, manner
or order of grant, attachment or
perfection of any liens securing
the second-lien obligations granted on the collateral or of any liens
securing the first-lien obligations
granted on the collateral and
notwithstanding any provision of
the Code or any applicable law or
the second-lien credit documents,
the second-lien agent, on behalf
of itself and the other second-lien
claimholders, hereby agrees that
(a) any lien on the collateral
securing any first-lien obligations
now or hereafter held by or on
behalf of the first-lien agent or
any other first-lien claimholder or
any agent or trustee therefore,
regardless of how acquired,
whether by grant, possession, statute, operation of law, subrogation
or otherwise, shall be senior in all
respects and prior to any lien on
the collateral securing any of the
second-lien obligations; and (b)
any lien on the collateral now or
hereafter held by or on behalf of
the second-lien agent, any other
second-lien claimholder or any
other agent or trustee therefore
regardless of how acquired,
whether by grant, possession,
statute, operation of law,
subrogation or otherwise, shall be
junior and subordinate in all
respects to all liens on the
collateral securing any first-lien
obligations, provided that if the
first-lien agent voluntarily agrees
to subordinate any liens on any
collateral securing the first-lien
obligations to any liens securing
obligations owing from the
company or the other credit
parties to any third party (other
than liens expressly permitted
under §6.7 of the first-lien credit
agreement as in effect on the date
of this agreement), then the
provisions relating to the priority
of liens and subordination of
payments set forth herein shall
not be effective with respect to the
collateral which is the subject of

the liens securing the first-lien
obligations that were voluntarily
made subordinate to the liens
securing the obligations owing to
third parties; provided further that
the forgoing proviso shall not
apply to any subordination of
liens on any collateral securing
the first-lien obligations to liens
on such collateral securing other
first-lien obligations. Except as
provided in the provisos to the
immediately preceding sentence,
all liens on the collateral securing
any first-lien obligations shall be
and remain senior in all respects
and prior to all liens on the
collateral securing any secondlien obligations for all purposes,
whether or not such liens securing
any first-lien obligations are
subordinated to any lien securing
any other obligation of ARI, the
company, any other credit party
or any other person (emphasis
added).
The Intercreditor Agreement also
included a cap on the total amount of
first-lien obligations to which the second
lien would be junior.
Prior to the chapter 11 filing, and not
long after the first- and second-lien credit
facilities were put in place, new
management for the debtor arrived and
announced that earnings for the prior year
needed to be restated; the debtor was not
performing to plan and was losing money.
A short-term forbearance agreement was
successfully negotiated that increased the
revolver, but covenant problems arose,
and the debtor was in default of the
forbearance agreement just six weeks
thereafter. The first-lien notes were
trading at a discount to par.
When the chapter 11 case began, the
debtor could not live on its own cash flow
and therefore, like so many other chapter
11 debtors, needed a DIP credit facility.
The debtor obtained offers for DIP credit
facilities from both the first and second
lienholders. The first lienholders would
not consent to being primed by the DIP
credit facility proposed by the second-lien
lenders, and the second-lien lenders
would not consent to being primed by the
DIP credit facility proposed by the firstlien lenders. The debtor, believing that
the first lienholders were undersecured
and, therefore, the second lienholders
were entirely unsecured, elected to
proceed with the first lienholders’ DIP
proposal. Influencing that decision was

the debtor’s belief that it could not
provide adequate protection to the first
lienholders.
The DIP motion was heard by the
court on Nov. 9, 2005 (i.e., the third day
of the case). The DIP motion included,
inter alia, tying the DIP credit facility to
a quick sale of the debtor’s assets with
Black Diamond serving as the stalking
horse. In connection with the DIP motion,
the debtor presented the court with a
liquidation analysis showing that there
was no value in the collateral for the
second lienholders and concluding that
they were unsecured. The proposed DIP
order included the following provision:
The imposition of the DIP liens,
and any agreement or consent by
the pre-petition senior agent
and/or pre-petition senior lenders
provided herein, does not violate
or breach any provisions of the
intercreditor agreement, nor does
it affect, alter or otherwise modify
the priorities between the prepetition senior liens and prepetition senior indebtedness on
the one hand, and pre-petition
junior liens and pre-petition junior
indebtedness on the other hand,
including, without limitation, as a
result of §2.2 of the intercreditor
agreement.
In response to the debtor’s DIP motion,
the second lienholders filed an objection
identifying the following issues:
• Less expensive and less restrictive
financing was available. Prior to the
chapter 11 case being filed, the
second lien holders had offered to
provide a DIP credit facility on better
credit terms (25 basis points less) than
the DIP credit facility proposed by the
debtor with the first lien holders and
without the sale of assets requirement.
Going with the second lien holders’
DIP credit facility would, therefore,
permit the case to go forward toward
a normal reorganization rather than a
quick sale.
• The proposed DIP facility required a
quick liquidation of assets with the
DIP lender serving as the stalkinghorse. Pre-petition, the second lien
lenders had submitted what they
believed to be a better offer for the
assets that the one the debtor proposed
to make the stalking-horse, but the
debtor apparently rejected that offer
because, as reported by the second lien
lenders, had the debtor accepted that
offer, the debtor would not have been
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able to secure DIP financing.
• The DIP facility was a sub rosa plan
because it required the immediate
liquidation of the debtor’ assets (i.e.,
within 75 days of the date the chapter
11 case had been filed) and altered the
rights of the second lienholders by
putting them in a position where any
successful objection they might
pursue to the proposed sale of all
assets jeopardized the DIP credit
facility.
• The DIP facility violated the
intercreditor
agreement
by
invalidating its §2.2. In the view of
the second lienholders, §2.2 on the
Intercreditor Agreement, coupled
with the priming liens to be granted
to the DIP lenders as part of the DIP
credit facility without the consent of
the second lienholders, would render
the first lienholders lien pari passu
with that of the second lienholders.
• The DIP credit facility required
priming liens without providing the
second lienholders with adequate
protection as required by §364(d) of
the Code. In this context, the second
lienholders took the position that the
going-concern value of the debtor’
assets was higher than the liquidation
value, and while the liquidation value
might not produce anything to reach
the second lien, the debtors had not
met their burden of proof that the
second lienholders were out of the
money if the debtor’s business were
valued as a going concern.
The hearings on the DIP credit
facility lasted for four days. No
independent valuation expert testimony
was presented by either party, although
evidence was presented that the value of
the collateral, even on a going-concern
basis, was insufficient to pay the first
lienholders in full. In what it probably
believed would set the stage for a
negotiated resolution between the first
and second lienholders, the court, in a
preliminary ruling, decided that the
proposed DIP credit facility triggered the
proviso in §2.2 of the intercreditor
agreement underlined above. However, it
was not clear what result followed from
triggering §2.2. The language of §2.2
states that if the underlined proviso is
triggered, the lien priority provisions of
the intercreditor agreement would not be
effective as between the first and second
lienholders. At first, the court ruled that
should the DIP facility be approved,
while the DIP loan would be have the

benefit of a senior lien on all assets, the
triggering of the underlined proviso
meant that the first and second liens
would share pari passu behind the DIP
credit facility. However, at the request of
the first lienholder, and although the
transcript is not clear on this point, the
court later seemed to back away from
determining that pari passu status would
result and left the door open to the
argument that state law would determine
the relative priority as between the first
and second lienholders (i.e. the first to file
would prevail). At this point, unwilling
to risk losing the priority of its first lien,
Black Diamond withdrew its offer of a
DIP credit facility. This ruling was clearly
a victory for the legal position advanced
by the second lienholders who sought to
prevent the first lienholders from
controlling the chapter 11 case and
forcing a sale process via the DIP credit
facility. However, the victory was
fleeting.
While the court and the debtor may
have believed that a deal was there to be
struck between the first and second
lienholders, none was forthcoming. The
first lienholder was adamant that it had
senior rights in the collateral to those of
the second-lien lenders, that there was no
value for that junior position and that it
would rather liquidate the collateral than
share that value. From the vantage point
of the second lienholders, there was
simply no willingness of the first
lienholders to negotiate. An offer by the
second lienholders to buy out the first
lienholders was rejected. With no DIP
credit facility available, no way to break
the impasse between the first and second
lienholders, and running out of cash, the
debtor moved to convert to chapter 7.
When that conversion motion was
granted, the operations were shut down
and 1,400 employees were out of work.
The liquidation was completed about 60
days later by a chapter 7 trustee who, in
mid-January 2006, closed on a sale of all
of the assets to one of the participants in
the first-lien credit facility. No value is
expected to be realized from the sale of
the assets for the second lien holders or
for unsecured creditors.

Observations
An observer has opined that the first
and second lienholders took out their
guns and shot each other. From any
perspective, it is hard to understand who
won or who benefited by the result
achieved in this case. Certainly not the

debtor, which was closed and its assets
sold by a chapter 7 trustee. The first
lienholders don’t appear to have achieved
much as they will now receive the
proceeds of a chapter 7 liquidation of
their collateral realized after the business
had been closed for 60 days, rather than
benefiting from the higher reorganization
value usually achieved in a successful
reorganization or the going-concern value
that can usually be realized by a sale of
the ongoing business during the chapter
11 case. However, the first lienholders did
achieve a rather quick liquidation of the
assets, and didn’t suffer the debtor’s
ongoing losses from operations or the
continued legal costs associated with
fighting with the second lienholders over
every issue going forward in a chapter 11
case. In the words of one of the
participants, at least the case was
“mercifully short.” The second
lienholders seem not to have
accomplished any monetary benefit for
themselves, although they did win the
legal argument over the interpretation of
§2.2 of the intercreditor agreement. In
addition, if they were out of the money
when the case began based on a realistic
valuation of their collateral, then they
didn’t lose anything by failing to reach an
agreement. The second lienholders just
failed to gain anything. Of course,
whatever they paid to acquire the secondlien claims was lost, but that had already
been lost when the chapter 11 case began.
The unsecured creditors, owed over $22
million, are certainly not winners as they
have no future business prospects with
the debtor and will not receive anything
on their unsecured claims unless the
avoidance powers of the chapter 7 trustee
produce recoveries. Accordingly, it’s hard
to conclude that the unsecured creditors
are in a better place. Finally, the
employees are out of their jobs, and those
that don’t catch on with the new owners
are perhaps the biggest losers.
The question thus becomes: Did
anyone win? Presumably, for the first
lienholders, the answer depends on how
they compare the value realized by the
chapter 7 trustee’s sale of the debtor’s
assets against what might have been
realized in a chapter 11 going concern
auction less whatever they might have
had to pay to the second lienholders to
reach a settlement of the intercreditor
issues. The second lienholders appear to
have won the pyrrhic victory of the
court’s agreement with their interpretation
of the language in §2.2 of the intercreditor
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agreement. However, it appears that both
the first and second lienholders believe
they achieved something—in the form of
the message the case sends to those who
will be involved with them in second-lien
financing cases in the future. The first
lienholders’ message: “First lienholders
are senior to second liens. We would
rather risk realizing the depressed values
of a chapter 7 liquidation than give to
junior secured parties some of the value
to which we are entitled.” The second
lienholders’ message: “We’re willing to
lose it all rather than allow the first-lien
lender to dictate all aspects of the chapter
11 process including control over the
reorganization and sale processes.” In
other words, “if you don’t play ball with
us by either giving us a piece of the action
or an opportunity to realize value through
reorganization, then you’ll suffer.”
Whether these messages have any real
value to the parties involved will only be
seen in the wake of that next case. Time
will tell.
Could this case have turned out
otherwise? Certainly. The secured parties
could have reached some type of
agreement over the DIP credit facility that
would have resolved how asset value
could have been shared in a chapter 11
sale or by way of a traditional
reorganization. For whatever reason, such
an agreement was not to be in this case.
Perhaps there simply was not enough
time to get to the promised land of a
negotiated resolution. Alternatively, the
court could have conducted a valuation
hearing as part of the first-day hearing
process. Had this resulted in a finding that
the second lien was entirely out of the
money, it is possible, although not
assured, that the court could have
concluded that the intercreditor agreement
had no continued viability. It appears
problematic whether there was adequate
time to conduct such a hearing in the
early days of the case, whether the court
would even have been willing to do so,
and what the testimony on value would
have been. There is also the possibility
that the second lienholders still had the
right to insist upon the §2.2 result even in
the face of a second lien unable to reach
value in the collateral.
However, an important observation is
in the language of the intercreditor
agreement. As far as we are aware,
although the concept at play in §2.2 (i.e.,
limits to the ability of the first lienholders
to negotiate priming liens in DIP credit
facilities) remains an expected piece of

the intercreditor agreement negotiations,
the actual language used in §2.2
employed
in
the
American
Remanufacturers’ intercreditor agreement
to accomplish that goal is not the norm
for intercreditor agreements currently
being negotiated in first- and second-lien
credit facilities. While it is hazardous to
define what “market” is at any given time,
if a “market” in intercreditor agreement
terms in fact ever exists, the current norm
appears to involve the interplay of several
provisions. To begin with, first
lienholders receive a blanket consent
from second lienholders to impose
priming liens in a DIP credit facility. To
protect the second lienholders from an
improvident DIP credit facility forced
upon them by the first lienholders, this
blanket consent to DIP credit facilities
approved by the first lienholders is often
coupled with a variety of limitations
including one or more of (1) a cap on the
amount of debt that can come ahead of
the second lienholders in the priority
structure, (2) a cap on the amount of the
DIP credit facility or (3) a limitation on
the features of a permitted DIP credit
facility addressing provisions that dictate
plan or sale terms. In addition, current
forms of intercreditor agreements often
allow the second lienholders to purchase
the first lienholders’ claims at par,
although it is not clear that this would
have resolved the problem with the
American Remanufacturers’ case because
the second lienholders may have not been
willing to pay par for the first-lien
position. The first-lien position is
understood to have been trading at a
discount to par, meaning that the second
lienholders would be paying more than
market price to protect their second-lien
position. However, in other distressed
situations, the right to purchase a senior
position at par might give second
lienholders, who believe their second-lien
position has value, a means by which to
remove the impediment of a recalcitrant
first lienholder.

authors in Part I of this article. First, while
many of the commonly included (and
heavily negotiated) provisions in
intercreditor agreements in second-lien
transactions may not be enforceable,
enforceability may not be worthwhile to
litigate because time is short, resources
are limited, the outcome is far from
certain and the parties may not like the
outcome even if you convince the court
that your interpretation is correct. Second,
when crafting the language of an
intercreditor agreement or acquiring a
secured position subject to such a
document, it is essential that attorneys
familiar with bankruptcy law and the
reality of chapter 11 practice be consulted
on the terms of the intercreditor
agreement so that they can consider and
advise clients on the impact of clauses
that only have meaning in the context of
a chapter 11 case.
Stay tuned for next month, when we
discuss another recent bankruptcy case
that involved second liens and
intercreditor issues, but that yielded quite
different results—the Atkins Nutritionals
chapter 11 case. ■
Reprinted with permission from the ABI
Journal, Vol. XXV, No. 1, February 2006.
The American Bankruptcy Institute is a
multi-disciplinary, nonpartisan organization devoted to bankruptcy issues. ABI
has more than 11,000 members,
representing all facets of the insolvency
field. For more information, visit ABI World
at www.abiworld.org.

Conclusion
So we will allow the readers to
decide: good, bad or ugly? Regardless of
the label, the American Remanufacturers
case is significant for what did not
happen—specifically, the inability of the
parties to achieve a consensual settlement
among the first- and second-lien lenders
concerning disputes arising out of the
terms of the intercreditor agreement. It
also emphasizes two points made by the
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T

his is the third installment in a
series of articles that focus on the
actual experiences realized when
second-lien financings hit the bankruptcy
courts. In the second installment printed
in the March Journal, we explored the
American Remanufacturers case.1 This
third
installment
explores the Atkins
Nutritionals Inc., et
al, chapter 11 cases.
As a reminder, this
report is purely
anecdotal.2 However,
it is readily apparent
that the comparisons
with
the
first
Jo Ann J. Brighton
installment could not
be more striking. Atkins resulted in a
confirmed chapter 11 reorganization plan,
a continuing business operation, and both
first- and second-lien lenders participating
in the reorganized company. By contrast,
American Remanufacturers cratered at the
very start—unable to resolve differences
between the first- and second-lien lenders
on the terms of the DIP credit facility. The
case was converted to a chapter 7
liquidation and the assets sold by the
chapter 7 trustee. In our view, nobody
gained a thing by the battle over rights
between the first- and second-lien holders
1 (Delaware-Case no. 05-200022) (filed 11/7/05) (Judge Walsh).
2 The authors reviewed some, but not all, of the pleadings and spoke to
some, but not all, of the parties involved in the case discussed in this
article. Our sincere apologies if any information we report in this article
is incorrect or if the motivations we speculate about are inaccurate.
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contained in the intercreditor agreement.

Background and Workout
The Atkins story has its roots in 1972,
when Dr. Atkins published his first book
about low carbohydrate (low-carb)
dieting. A second book on the same topic
was published in the ’90s and became a

collateral and administrative agent for
two levels of secured debt. The first level
was granted a first lien on substantially
all assets of Atkins Nutritionals and its
affiliates, while the second level was
granted a second lien on those same
assets. Each level was widely syndicated.
However, the low-carb diet revealed
itself as a fad, and the growth of demand
for Atkins Nutritionals cooled in 2004 as
the company’s performance was further
hit by competitive products from
established food manufacturers. Later in
2004, Atkins Nutritionals defaulted on its
pre-petition credit agreement. A workout
ensued.
During the workout, several things
became apparent. First, the first-lien
lenders could “control” the process by

News at 11
best-seller. Paralleling the publishing of
second book, Dr. Atkins established a
corporation that introduced a low-carb
food product in 1997. More products
followed, and as the low-carb diet became
a significant force in American society,
the company grew to meet a growing
demand. In 2003, the company, Atkins
Nutritionals, was acquired by Parthenon
Capital Inc. and its affiliates along with
Goldman Sachs Capital Partners and its
affiliates. While the acquisition included
a significant amount of equity put into the
company by its new owners, it also
included a significant credit facility in
which UBS served as the agent for a
syndicate of secured lenders. The credit
facility involved a single credit
agreement,3 and UBS served as the single
3 It has become more common for second-lien lenders to insist upon
separate credit agreements with separate security agreements and UCC
financing statements to document their secured loans with an intercreditor agreement being negotiated between the two. See Kerr and
Rovito, “Second Lien Evolution Creates Higher Recovery Prospects—At
First Lien Lenders’ Expense,” Ratings Direct, Aug. 5, 2005.

outvoting the secondlien lenders on those
matters governed by
the pre-petition credit
agreement. As a
result, declaring a
default or taking
enforcement actions
that might be the
subject
of
an
Mark N. Berman
intercreditor
agreement and a resultant standstill period
for the second-lien lenders were all in the
control of the first-lien lenders, who
dominated due to the size of the first-lien
credit when compared to the second-lien
credit.4
4 The authors believe that most current second-lien financings documented
today involve separate credit agreements for the first- and second-lien
lenders. This approach enhances the likelihood that a bankruptcy court will
view the two sets of lenders as holding separate loans rather than as
participants in a single loan. This issue has ramifications for classification
in chapter 11 plans as well as the right to accrue post-petition interest and
adequate protection. As can be seen from the Atkins Nutritionals
experience, it also has ramifications for the ability of the second-lien
lenders to impact the workout and chapter 11 process. See In re
Ionosphere Clubs Inc., et al, 134 B.R. 528 (S.D.N.Y. 1991).
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Second, there was a significant amount of
cross-ownership of the first- and secondlien positions, so much so that it became
difficult to find lenders who participated
in only one of the positions and who would
be willing to serve on a steering committee
(a group often formed when a syndicated
secured loan goes into default in order to
make the process of negotiation and
decision-making more streamlined). As a
result, most lenders looked at the credit
facility from a total-return standpoint rather
than exclusively from the standpoint of the
first- or second-lien position. This probably
reduced the amount of friction between the
two positions.
Third, many of the lenders who had
acquired their positions via trading had a
perception that their rights were different than
the documentation revealed was true. Several
first-lien lenders believed they enjoyed the
benefits of debt subordination rather than
only lien subordination. The “waterfall”
provisions of the credit agreement addressed
only distributions from collateral and not
payments that the first- or second-lien lenders
might obtain outside of collateral liquidation.
Fourth, the first-lien lenders generally
favored a quick sale of the company where
they could realize what they believed to be
the current value of the company. The firstlien lenders believed that the liquidation of
the company would result in less than
payment in full of their first-lien position.
Fifth, the second-lien lenders generally
wanted a chance to realize the value that
might be created over and above the first-lien
position if the company could be reorganized
and proceed profitably into the future. While
the second-lien lenders feared that a sale of
the company would leave them with nothing,
they also believed that with the benefit of the
new management team and other operational
changes, there was a realistic chance for a
greater return down the road. Accordingly,
the second-lien lenders believed that their
collateral had real value if the business could
continue as a going concern.
Sixth, none of the parties, or their
advisors, were sure of how reorganization
securities would be dealt with in a chapter 11
case (i.e., whether the equity to be issued in
a chapter 11 reorganization would be
considered the proceeds of the first- and
second-lien lenders’ collateral).
These forces resulted in the negotiation
of a pre-bankruptcy lock-up agreement being
entered into by the first- and second-lien
lenders. The lock-up agreement
contemplated a chapter 11 filing, a DIP credit
facility geared to providing the debtor with
sufficient funds to ensure operations during

the chapter 11 process and a plan that would
either allow the company to be reorganized
with both first- and second-lien lenders
sharing in the reorganized company, or a sale
of the business should a reasonable good
prospect appear.

The Chapter 11 Case
Atkins Nutritionals filed its chapter 11
case in the Southern District of New York on
July 31, 2005. At that time, there was
approximately $300 million in secured debt
with $216 million held by the first-lien
lenders and $84 million held by the secondlien lenders. Unsecured trade payables
amounted to about $36 million. Of course,
the debtor had the benefit of the prenegotiated plan represented in the lock-up
agreements between the first- and secondlien lenders. What remained was what would
happen to general unsecured creditors who
stood to get nothing based on the pre-negotiated deal.
A series of first-day motions produced
the expected result, and the DIP credit facility
was approved by the bankruptcy court and
put in place. No sale materialized, and the
deal represented by the lock-up agreement
was made the subject of the reorganization
plan. As a result of the creditors’ committee
raising issues arising out of the 2004
acquisition and threatening litigation against
the family of Dr. Atkins, a deal was reached
that involved the Atkins family funding a 15
percent cash dividend for unsecured creditors
in exchange for a release of all claims. Firstlien lenders received the right to participate
in a new $110 million post-petition credit
facility secured by a first lien on all assets.
The remainder of the first-lien debt, and all
of the second-lien debt, was converted into
equity in the reorganized debtor. Equity
provided to second-lien lenders and
management included special rights that
acted like warrants if the value that could be
derived from the business on a sale exceeded
$115 million. A management-incentive plan
was put in place providing not only for equity
ownership, but also for bonuses upon the
happening of certain events.
All told, assuming there is value in the
stock of the reorganized company, the firstlien lenders received value equal to 100
percent of their claim plus the benefit of the
pricing and participation in the DIP facility.
They also secured the collateral to
themselves alone should the post-chapter 11
operations falter and only liquidation value
be realized. The second-lien position
assuming an $18 million value on the
reorganized company stock provided to them
recovered value of approximately 20-25

percent.
The future fate of the reorganized
company will bear out whether Atkins works
out for the first- and second-lien lenders. Can
it sustain a profitable operation? Will a sale
of the business as a going concern be realized
at greater than the $115 million price? It
would appear at first blush that the secondlien lenders recovered more than they would
have had the assets been liquidated in a
chapter 7 case or even sold as a going
concern in a §363 sale during the chapter 11
case. Ostensibly, any recovery for secondlien lenders must have been at the expense
of the first-lien lenders.5 However, it is fair
to say that the chapter 11 process worked
smoothly. Employee jobs were saved. The
first-lien lenders continue to earn interest on
a reduced first-lien credit facility, both firstand second-lien lenders have a piece of the
equity in the reorganized company, and
unsecured creditors got an immediate cash
dividend.
The more difficult question to answer
is this: Why did Atkins work out this way
(i.e., with a confirmed chapter 11 plan), when
American Remanufacturers, having
converted to chapter 7, did not? Were the
polar opposite results a function of the Atkins
credit facility utilizing a single credit
agreement, a single security agreement and
a single agent? Or was the negotiated-for
result a function of Atkins having significant
cross-ownership in the pools of first- and
second-lien lenders so that the bank group as
a whole was oriented to finding the best
possible return on their investment in both
pools rather than pushing one to the
disadvantage of the other? In the end, one
thing seems clear: In any bankruptcy, dealing
with limited assets expeditiously will
always be more beneficial than standing on
supposed contractual rights and litigating
while the assets continue to decline in value.
Stay tuned. Next month we will discuss
two other recent bankruptcy cases that
involved second-lien financing and the
resultant inter-creditor issues—the New
World Pasta, a.k.a. Ronzoni, and the Maxim
Crane bankruptcy cases. ■
Reprinted with permission from the ABI
Journal, Vol. XXV, No. 4, May 2006.
The American Bankruptcy Institute is a
multi-disciplinary, nonpartisan organization devoted to bankruptcy issues. ABI
has more than 11,500 members,
representing all facets of the insolvency
field. For more information, visit ABI World
at www.abiworld.org.
5 See Kerr and Rovito, “Second Lien Evolution Creates Higher Recovery
Prospects—At First-Lien Lenders’ Expense,” Ratings Direct, Aug.
5, 2005.
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T

his is the fourth installment in a
series of articles that focus on the
parties’ actual experiences in
cases where second-lien financings
have hit the bankruptcy courts.3 In the
third installment printed in the May
issue of the Journal, we explored the
Atkins Nutritionals,
Inc., et al, chapter
11 cases. 4 This
fourth installment
explores the Maxim
Crane and New
World Pasta chapter
11 cases. 5 As a
reminder, these reJo Ann J. Brighton
ports are purely
anecdotal. 6 In the
prior installments, we explored how
Atkins resulted in a confirmed chapter

1 Mark Berman’s practice concentrates on bankruptcy law, workouts and
commercial law. He is an active member of the Boston Bar Association,
where he chaired its Bankruptcy Law Committee from 1990-92, served
as chair of its Business Law Section from 1995-97, and currently
serves as a member of its Bankruptcy Section’s Steering Committee.
Mr. Berman has taught courses in credit law and business law for the
New England Institute for Credit from 1989-2002 and is currently a
facilitator for those same courses taught online on behalf of the National
Association of Credit Management. He served as a member of the Client
Security Board for the Commonwealth of Massachusetts from 1997 to
2002 and is listed in Woodward and White’s “The Best Lawyers in
America” and in Chambers USA’s “America’s Leading Attorneys for
Business,” each for his expertise in bankruptcy law.
2 Jo Ann Brighton practices primarily in the area of bankruptcy, workouts
and secured lending. She is a co-chair of ABI’s Business Reorganization
Committee.
3 For the prior installments of this series, see Berman, Mark, Brighton, Jo
Ann J., “Second Lien Financing: More Questions than Answers,” ABI
Journal, Vol. XXV, No. 2 (February 2006); Berman, Mark, Brighton, Jo Ann
J., “Second Lien Financing Part II: Anecdotes: The Good, the Bad, and the
Very Ugly,” ABI Journal, Vol. XXV, No. 2 (March 2006); Berman, Mark,
Brighton, Jo Ann J., “Second Lien Financing Part III: Anecdotes: The Good,
the Bad, and the Very Ugly, ABI Journal, Vol. XXV, No. 4 (May 2006).
4 (Delaware-Case No. 05-200022) (filed 11/7/05) (Judge Walsh). See, also,
Berman, Mark, Brighton, Jo Ann J., “Second Lien Financing Anecdotes:
The Good, the Bad, and the Very Ugly,” ABI Journal, Vol. XXV, No. 4 (May
2006).
5 Parent case was ACR Management LLC et al., No. 04-27848 (W.D. Pa.
filed June 14, 2004). In re New World Pasta, No. 04-02817 (M.D. Pa.
filed May 10, 2004).
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11 reorganization plan, a continuing
business operation, and both first- and
second-lien lenders participating in the
reorganized company. In contrast,
American Remanufactures cratered at
the very start—unable to resolve the
differences between first- and secondlien lenders on the terms of the debtorin-possession (DIP) credit facility. The
case was converted to a chapter 7

proceedings in the bankruptcy case may
affect the ability of the parties to
enforce the provisions of the
intercreditor agreement at a later time in
the case.

Maxim Crane Works
When first reviewing the Maxim
Crane case, the initial question that
comes to mind, and which has been
posed to these authors, is this: What did
the first-lien lenders do wrong in
documenting the pre-petition credit
facility? After all, the result of the
Maxim Crane chapter 11 case was that
the senior lenders gave up some of their
contractual rights to seniority under the
intercreditor agreement and their right
to insist upon application of the
absolute priority rule and allowed value
to flow downhill not only to second-lien
lenders (who, given the economics of

Feature
liquidation and the assets sold by the
chapter 7 trustee. In our view, nobody
benefited by the battle over rights
between the first- and second-lien
holders contained in the intercreditor
agreement.
In this installment,
we will see first how
Maxim Crane highlights the potential
benefits of a negotiated resolution via
the bankruptcy process in contrast to
the strict enforceMark N. Berman
ment of the contractual rights found in
intercreditor agreements. Then we will
turn our attention to New World Pasta,
which illustrates how the crucial early
6 The authors reviewed some, but not all, of the pleadings and spoke to
some, but not all, of the parties involved in the case discussed in this
article. Our sincere apologies if any information we report in this article
is incorrect or if the motivations we speculate about are inaccurate.

the case, would have otherwise received
nothing), but also to unsecured
creditors. The answer surprises many
bankers and nontraditional lenders, but
should not surprise bankruptcy
professionals who have experience with
the practical realities of the bankruptcy
process. Very simply, the answer is
“nothing.” There was nothing “wrong”
with the intercreditor document—nor
was there any legal weakness in the
position of the first-lien lenders.
Conversations with counsel involved in
the case confirm that the agreement by
the first-lien lenders to allow some
value to trickle down to the second-lien
lenders and unsecured creditors was
instead driven by their desire to (1) see
the case move along quickly, (2)
participate in the DIP loan, (3) receive
payment more quickly (and with more
certainty as to amount) and (4)
eliminate risk.
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To set the stage for this discussion:
The debtors, headquartered in Pittsburgh, constituted North America’s
largest crane-rental operation. They had
an assumed enterprise value of
approximately $475 million. Arrayed
against that value was debt that totaled
about $700 million. The debt was
divided into four levels. The senior, or
Tranche A lenders, were secured by a
first lien on all assets and were owed
approximately $473 million. Tranche B
held a junior lien on all assets and was
owed about $50 million. Tranche C,
also secured by a lien on assets, was
owed $9.1 million. A fourth level of
secured notes was owed about $190
million. Clearly, given the reality of the
value of the debtor’s assets and the
costs of the reorganization process, no
creditors besides those in Tranche A
“should” have received anything.
A pre-negotiated plan had been
agreed upon prior to the debtors’
bankruptcy filing. It provided that the
first-lien lenders would receive a 90
percent recovery with some of that
return represented by participation in a
new secured credit facility and the
balance in most of the equity of the
reorganized debtor. The second-lien
lenders would receive 9 percent of the
common stock of the reorganized
debtor plus warrants. Their recovery
was represented in the disclosure
statement as worth 43 percent of what
they were owed. The third level of
secured debt was to receive nothing, but
that level was controlled by the firstlien lenders through an intercreditor
agreement. The fourth level of secured
debt was to receive warrants. All of the
secured creditors were to receive
releases. As the bankruptcy process
evolved, the first-lien lenders were able
to provide a DIP credit facility that
allowed them to earn additional fees
resulting in a greater than 90 percent
overall recovery for the first-lien
lenders. A cash recovery and litigation
pool was structured for unsecured
creditors that, depending on the
litigation recoveries, would return
between 24 and 50 percent of what the
unsecured creditors were owed. The
plan was confirmed six months after the
chapter 11 filing, and the reorganized
debtor emerged from chapter 11 shortly
thereafter.
Back to the initial question posed in
this discussion: If the Tranche A
lenders were truly senior to the other

lenders and their position was slightly
underwater, and the intercreditor
agreement was enforceable, why would
the Tranche A lenders agree to any
recovery at all for the junior lenders and
unsecured creditors? The answer lies in
the first-lien lenders’ recognition of
how the bankruptcy process works:
Time is short, resources are limited,
assets are worth what they are worth,
and, as the American Remanufactures
case demonstrates, sometimes it does
not make sense to stand on your rights
and fight for the sake of fighting. The
disclosure statement reveals the firstlien lenders’ dilemma. While the
enterprise value of $475 million meant
that the senior lenders were just a bit
underwater, a chapter 7 liquidation was
projected to result in a substantial loss
of value where the first-lien lenders
would recover only 45 percent of what
they were owed. It was obvious that the
first-lien lenders wanted—and
needed—to find a way to realize a
going-concern value and avoid
liquidation. To accomplish this goal, the
first-lien lenders made the decision to
distribute some of that enterprise value
to other constituencies but secured to
themselves a sure return of substantial
proportion. This made the case a
relatively brief one, maintained the
going-concern value of the business,
eliminated any risk that a greater value
might have been found by the court in a
contested valuation dispute at
confirmation, and left them in a
position to enhance that recovery if the
reorganized debtors’ equity should
increase in value. “[A]bsolute priority is
often merely a theoretical starting point
from which the intercreditor
negotiations depart.”7 More often than
not, as the Atkins case highlights,
parties fare much better when they
work together with a recognition of a
common goal of maximizing recovery
as a whole.
There was simply no reason to
believe that the intercreditor agreement
in Maxim Crane was anything other
than iron-clad and fully enforceable.
However, the Maxim Crane first-lien
lenders were faced with the same
quandary that most senior lenders face
when they do not enjoy a recognized
and substantial equity cushion in
collateral. Absent a negotiated
agreement, junior secured and
7 Kerr and Rovito, “Second-Lien Evolution Creates Higher Recovery
Prospects—At First Lien Lenders’ Expense,” Ratings Direct, Aug.
22, 2005.

unsecured creditors could use the
chapter 11 forum to argue about the
validity, priority and amount of the firstlien lenders’ secured claims, contest the
terms of the DIP credit facility, contest
the valuation of the reorganized debtors,
and otherwise cause the chapter 11 case
to be expensive, time consuming and
bitter. After all, if the junior creditors
are not allowed to share in the recovery,
there is little for them to lose and much
to be gained if they are ultimately
successful (even marginally). Certainly,
the first-lien lenders might be able to
fight back by trying to stand on their
rights to absolute priority and seek to
enforce the terms of the intercreditor
agreement. However, it is not clear that
a bankruptcy court will take jurisdiction
of disputes between secured creditors
over the enforceability of an
intercreditor agreement and that would
leave the senior lenders with nothing
more than a state court breach of
contract claim to pursue. Furthermore,
unsecured creditors are not party to the
intercreditor agreement and are
therefore free to raise any of these issues
without fear of reprisal from the senior
lenders. An enlightened first-lien lender
will often be eager to limit the length of
the chapter 11 proceeding, cut down on
the resultant legal and other professional
fees associated with a long and
contentious chapter 11 case, and
produce a result that exceeds what
would happen in a liquidation. The firstlien lenders also might secure to
themselves the fees that flow from the
DIP credit facility, avoid a costly
valuation fight, obtain post-petition
releases and secure to themselves the
vast majority of the upside represented
by control of the equity of the
reorganized business.

New World Pasta, a.k.a.
Ronzoni
New World Pasta 8 presents a
different story. It’s another Pennsylvania case begun about the same
time as Maxim Crane, but this one was
in the Middle District of Pennsylvania.
No pre-negotiated plan was pursued.
Instead, the debtor came into the
chapter 11 proceeding with a proposed
DIP credit facility to be provided by the
first-lien lenders. However, the
proposed DIP order contained a clause
to which the second-lien lenders
objected. It provided:
8 In re New World Pasta, No. 04-02817 (M.D. Pa. filed May 10, 2004).
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The rights and remedies of the
pre-petition junior lenders, with
respect to the subordinate
obligations, if any, shall only be
exercised in a manner consistent
with and subject to the prepetition credit agreement and
pre-petition participation agreements.
Clearly, the first-lien lenders wanted
the bankruptcy court to order the
second-lien lenders to abide by the
terms of the intercreditor agreements.
The second-lien lenders were astute,
picked up on the goals of the first-lien
lenders and sought to avoid that result.
Objections were filed by the junior
lienholders to the motions requesting
approval of the DIP financing, the use
of cash collateral and the adequate
protection finding (the “Objections”). In
the Objections, the junior lienholders
acknowledged that the debtor needed
the post-petition financing on a superpriority basis, but requested that the
court strike certain provisions of the
DIP order as “offending language”
since, in the objecting creditors’
opinion, that language “potentially
deprives the pre-petition junior lenders
of fundamental bankruptcy rights and
protections that cannot be traded away
in pre-petition agreements to the extent
that [such agreements] purport to do
so.” 9 The “offending language” had
been crafted by the first-lien lenders and
placed into the DIP order in order to
enforce provisions of the inter-creditor
agreement—namely, a waiver from the
pre-petition junior lenders of the rights
to adequate protection and to vote on the
chapter 11 plan. 10 The Objections
acknowledged the cases previously cited
by these authors concerning the
enforceability of certain provisions of
the intercreditor agreement and argued
that any order approving the DIP
financing and authorizing cash collateral
should not be used to obtain declaratory
or injunctive relief on these unsettled
issues of the enforceability of waiver
provisions by junior lienholders in
bankruptcy cases. 11 The Objections
further argued that the enforceability of
the “offending language” can only be
properly decided as part of an adversary
proceeding.12
The New World court issued a final
order approving the DIP financing, the
9
10
11
12

See 2004 WL 1484987 at 2.
Id. at 3.
Id.
Id.

use of cash collateral and the adequateprotection finding (the “order”). 13 It
specifically approved the subordination
of payment of the junior creditors to the
senior creditors. 14 However, the final
order dropped the “offending language”
and replaced it with:
38. Pre-petition Participation
Agreement. Notwithstanding
anything in this order to the
contrary, the pre-petition participation agreements are in full
force and effect, and nothing
herein shall alter, modify, amend
or effect the terms and
conditions of the pre-petition
participation agreements, and
nothing herein is or shall be
deemed a waiver of any rights or
remedies of the pre-petition
agent or pre-petition senior
lenders thereunder. Nothing in
this order shall be deemed to
alter, amend, prejudice or waive
the rights of the pre-petition
senior lenders or the pre-petition
junior lenders with respect to the
subordinate obligations under
the pre-petition credit agreement
and the pre-petition participation
agreements, provided, however,
that in the event a court of
appropriate jurisdiction finds
that the pre-petition junior
lenders’ and/or JLL’s agreements
and waivers contained in the
pre-petition credit agreement
and/or the pre-petition participation agreements are enforceable, the pre-petition agent
preserves its rights to enforce
such agreements and waivers
retroactively to the petition date,
including revoking any protections previously granted to
the pre-petition junior lenders
and/or JLL (including, without
limitation, those protections contained in that certain stipulation
and Agreed Interim Order
entered by this court on May 10,
2004, and any final order entered
with respect thereto), which
protections upon such revocation
shall be deemed void ab initio
and of no force and effect.
There is no reported decision that
explains the basis for the court’s order.
13 In re New World Pasta, No. 04-02817 (M.D. Pa. filed May 10, 2004)
(issuing final order authorizing (a) secured post-petition financing on a
super-priority basis pursuant to 11 U.S.C. §364, (b) use of cash
collateral pursuant to 11 U.S.C. §363 and (c) grant of adequate
protection pursuant to 11 U.S.C. §§363 and 364, entered July 9, 2004.).
14 Id. at 9, 25-26.

Counsel involved in the dispute have
shared that the objections filed by the
second-lien lenders were resolved
consensually. Specifically, the
“offending language,” and any
appearance of approval of the
underlying waivers or injunctive or
declaratory relief, was removed and
replaced with reservations of rights by
all. In other words, the fight was
reserved for a later day.
While the New World Pasta case
does not answer the question of the
enforceability of the waivers and other
concessions typically found in the
intercreditor agreements that accompany silent second liens, it is
instructive in many ways. First, the
order confirms that there are no clear
answers to the question at hand.
Second, the objection filed by the
second-lien lenders suggests that
approval of DIP financing, cash
collateral and adequate protection in
bankruptcy cases involving pre-petition
facilities with second liens may be
construed as a blessing of the
underlying loan documents and the
waivers they contain. The ultimate
change in the language seems to imply
that such a conclusion is possible and
may in fact act as an estoppel against
raising the issues later.
Finally, New World Pasta reveals
why the issue of the enforceability of
various provisions in intercreditor
agreements of bankruptcy cases may
never be resolved in a reported
decision. These issues are often
consensually resolved in the early days
of the case while the debtor hangs
precariously awaiting its DIP financing
or resolved in the context of a larger
settlement allocating value amongst the
various levels of debt. As discussed
earlier, once a bankruptcy case is filed,
time is short: DIP financing and
permission to use cash collateral need
to be in place essentially before the case
is filed. In a majority of cases, the
borrower/debtor is so highly leveraged
that there is no ability to wage a
successful priming fight, and DIP credit
facilities provided by the pre-petition
senior lenders are the only real game in
town. Issues need to be resolved
quickly, and no one benefits, not the
least of which the junior lenders, if
precious time is lost and the borrower’s
money is spent on litigating valuation
or intercreditor issues. Settlement is
often in everyone’s best interest. It may

be worthwhile for junior lenders to
litigate waivers or assignments of their
right to vote their claims at plan
confirmation time and to engage in a
valuation fight at that time, but in the
meantime, all issues of the
enforceability of intercreditor
provisions concerning DIP financing,
the use of cash collateral, the right to
adequate protection, the release of liens
on sales of collateral and the right to
seek relief from the automatic stay have
faded into the past. In the meantime,
waivers or assignments of the right to
vote the claims of the second-lien
lenders are becoming increasingly less
common in intercreditor agreements
used in second-lien financings. It is
simply likely that by the time most
plans are presented for confirmation,
most of these issues will have also been
resolved consensually by the parties.

Conclusion
In the end, Maxim Crane was a
simple balance-sheet restructuring in
which the parties, as in Atkins, agreed
to work together. The Tranche A
lenders’ recovery of more than 90
percent is not bad for any bankruptcy
case and avoided the disaster of a
liquidation. The second lienholders and
unsecured creditors happily received a
recovery they would not otherwise be
entitled to based on the assumed
enterprise value. Even more impressive,
Maxim Crane was in and out of
bankruptcy in approximately six
months.
New World Pasta also demonstrates
the advantages of settlement. However,
first-lien lenders would be wise to try to
“shore up” their positions in DIP and
cash collateral pleadings (although query
whether such beneficial language would
be enforceable if it is buried in the
hundreds of pages of first-day pleadings
and the bankruptcy judge has not been
made aware of the implications of the
specific language blessing the
intercreditor agreement). Second
lienholders should carefully review all
DIP, cash collateral and adequateprotection motions made early in the
case, as well as the proposed orders
submitted by debtors and first-lien
lenders acting in concert. At the very
least, junior lienholders should file a
limited objection reserving all rights to
raise enforceability issues under the
provisions of the intercreditor agreement.
Stay tuned. We pledge to scour the
horizon for other bankruptcy cases that

involved second-lien financings and
report to you on the resultant
intercreditor issues. ■
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I

n our past four articles in this series,3
we have explored the relationship
between first- and second-lien lenders
and how the structure of that relationship,
often embodied in the
intercreditor agreement, has impacted
the course of a reorganization of the
borrower. Further, we
have discussed the
tensions between the
contractual rights conMark N. Berman
tained in the intercreditor agreement, the
expectations of the parties and the reality
of the bankruptcy process. We now turn
our attention to that rarest of commodities, a court’s written decision
relevant to the interplay between first and
second liens.

1 Mark Berman’s practice concentrates on bankruptcy law, workouts and
commercial law. He is an active member of the Boston Bar Association,
where he chaired its Bankruptcy Law Committee from 1990-92, served
as chair of its Business Law Section from 1995-97, and where he
currently serves as a member of its Bankruptcy Section’s Steering
Committee. Mr. Berman has taught courses in credit law and business
law for the New England Institute for Credit from 1989-2002 and is
currently a facilitator for those same courses taught online on behalf of
the National Association of Credit Management. He served as a member
of the Client Security Board for the Commonwealth of Massachusetts
from 1997-2002 and is listed in Woodward and White’s The Best
Lawyers in America and in Chambers USA’s America’s Leading
Attorneys for Business, each for his expertise in bankruptcy law.
2 Jo Ann Brighton practices primarily in the area of bankruptcy, workouts
and secured lending. She is a co-chair of ABI’s Business Reorganization
Committee.
3 For the prior installments of this series, see Berman, Mark and Brighton,
Jo Ann J., “Second-Lien Financing: More Questions than Answers,”
American Bankruptcy Institute Journal, Vol. XXV, No. 2 (February 2006);
Berman, Mark and Brighton, Jo Ann J., “Second-Lien Financing Part II:
Anecdotes: The Good, the Bad and the Very Ugly,” American Bankruptcy
Institute Journal, Vol. XXV, No. 2 (March 2006); Berman, Mark and
Brighton, Jo Ann J., “Second-Lien Financing Part III Anecdotes: The
Good, the Bad and the Very Ugly,” American Bankruptcy Institute
Journal, Vol. XXV, No. 4 (May 2006); Berman, Mark and Brighton, Jo
Ann J., “Second-Lien Financing Part IV: Anecdotes: The Good, the Bad
and the Very Ugly,” American Bankruptcy Institute Journal, Vol. XXV, No.
4 (June 2006).
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The decision comes to us in the chapter
11 cases of WestPoint Stevens Inc. and its
affiliates, filed in the Southern District of
New York on June 1, 2003.4 Judge Laura
Taylor Swain of the U.S. District Court
for the Southern District of New York
reversed a decision of the bankruptcy
court that had permitted the secured
claims of the first-lien lenders to be
satisfied by the transfer to those first-lien

creditor constituencies over the terms of
a consensual reorganization plan and
unable to refinance or otherwise
restructure the DIP credit facility, the
debtors decided to proceed with a §363
sale of all of their assets. The initial bid
was put forward by a sub-group of the
first-lien lenders led by Wilbur Ross, Jr.
A competing bid was put forward by Carl
Icahn, who held a majority of the secondlien debt and a minority of the first-lien
debt. The Icahn bid prevailed, and the
bankruptcy court entered a sale order
authorizing the debtors’ assets to be sold
free and clear of liens. However, the
Icahn bid and the resultant sale order
were by no means your run-of-the-mill
sale documents. Rather, while the bid
included a substantial amount of cash and
the assumption of substantial liabilities,
it also proposed that a portion of the

Feature
lenders of minority interests in the equity
of the parent of the acquiring company.
That minority interest was part of the
consideration paid in the context of the
§363 sale of the debtors’ assets. With the
first-lien lenders thereby paid in full,
albeit not in cash, the bankruptcy court
had ordered that the balance of the
purchase price, represented by additional
equity in the parent of the acquiring
company, could be disbursed to the
second-lien lenders.5

Background6
WestPoint Stevens Inc. and its
affiliates entered the chapter 11 world
burdened with first- and second-lien debt.
Unable to reach agreement with their
4 The cases are being jointly administered under docket #03-13532.
5 In re WestPoint Stevens Inc., 333 B.R. 30 (S,D.N.Y. 2005).
6 As we have with our other articles in this series, we have talked to
some but not all of the parties active in the cases to try to understand
what motivated them and their view of the other side’s position or of the
court’s ruling. While we have tried to be accurate, but offer our sincere
apologies if any of the information is inaccurate or if any of the
motivations about which we speculate are misstated.

purchase price was to be paid in the form
of unregistered equity securities and
unregistered subscription rights to the
stock of the acquirer’s parent corporation.
The cash was earmarked to pay down
the DIP credit facility
and the equity securities, and subscription rights were
to be distributed to
the first- and secondlien lenders. HowJo Ann J. Brighton
ever, this is where it
gets interesting: The
Ichan bid required that the equity
securities and subscription rights be
valued, that the first- and second-lien
lenders’ claims be fixed in amount and
that the equity securities and subscription
rights be distributed to the two lender
groups such that the first-lien lenders’
secured claims would be fully satisfied
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by their receipt of a portion of the equity
securities and subscription rights (with
a value as determined by the bankruptcy
court) equal in amount to the first-lien
lenders’ allowed claims. The balance of
the equity securities and subscription
rights were to be distributed to the
second-lien lenders on account of their
secured claims.
As one might have expected, the firstlien lenders (other than the Icahn
interests) and their agent bank objected
to the proposal that the first-lien claims
be satisfied with illiquid minority equity
interests in the acquiror’s parent. When
the bankruptcy court overruled their
objections and entered the sale order, they
appealed. As a result of agreements
reached prior to the district court’s
decision, the sale was closed, the liens
held by the first- and second-lien lenders
were transferred to the equity securities
that comprised part of the purchase price,
and those equity securities were being
held in escrow.

Bankruptcy Court Analysis
The first-lien lenders’ credit agreement
contained the usual provisions requiring
that the debtors make payments to the firstlien lenders in cash or immediately
available funds. It also provided that
“amounts” collected after an event of
default were to be distributed first to the
first-lien lenders, and then any surplus to
whomever was entitled by law. The
intercreditor agreement permitted
distributions to the second-lien lenders in
limited circumstances. There were
provisions for “Permitted Mandatory Prepayments,” “Adequate Protection” payments and “Payments to be Made Pursuant
to a Confirmed Plan of Reorganization.”
Finding the use of the word “amounts”
rather than “cash” significant, and noting
that the relevant clause using the word
“amounts” was introduced by the words
“notwithstanding any other provisions of
this credit agreement,” the bankruptcy
court found that the documents anticipated
the possibility that the first-lien lenders’
secured claims could be satisfied by
something other than cash and permitted
those claims to be paid in full by an in-kind
distribution of equity securities valued in
an amount equal to the allowed amount of
the first-lien claims, with the balance of the
sale consideration distributed to the
second-lien lenders.

District Court Analysis
In reversing the opinion of the
bankruptcy court, the district court

emphasized that the bankruptcy courtordered distribution of the sale proceeds
to the first- and second-lien lenders was
not being accomplished pursuant to a
reorganization plan, but rather to a §363
sale order. The district court could find no
authority in the Bankruptcy Code by
which the bankruptcy court could order a
secured creditor to accept an in-kind
distribution over its objection and direct
that the in-kind distribution satisfied the
claims of the secured lender in full. Judge
Swain also examined the first-lien credit
agreement and the intercreditor
agreement that had been entered into
between the first- and second-lien lenders
and rejected each of the arguments
proffered by the second-lien lenders for
why they could force an in-kind
satisfaction of the first-lien lenders’
secured claims.7

Document Analysis
Interestingly, the district court looked
to the terms of the same first-lien credit
agreement and intercreditor agreement
as had the bankruptcy court, but came to
the opposite conclusion. In the district
court’s view, the documents did not
authorize the distribution of any portion
of the purchase price to the second-lien
lenders until the first-lien lenders were
paid in full and in cash. The use of the
word “amounts” in the context of the
first-lien credit agreement’s discussion
of how anything received after an event
of default should be distributed did not
suggest to the district court, as it had to
the bankruptcy court, a willingness by
the first-lien lenders to accept payment
in any form other than cash. Further,
while the lower court determined that the
intercreditor agreement’s “mandatory
pre-payment provision” could be
interpreted to authorize the distribution
of stock to the first-lien lenders in
satisfaction of their senior claims, the
district court found that it was overridden
by the credit agreement between
WestPoint Stevens and the first
lienholders.8 Moreover, while the
intercreditor agreement contemplated
that adequate protection payments could
be distributed to the second-lien lenders,
the district court could not find in §§362
or 363 of the Code any authority that
would permit adequate protection to be
utilized as a basis upon which to satisfy
a senior leinholder’s claims in-kind.
Specifically, the district court stated:
7 333 B.R. at 30.
8 333 B.R at 44-46. See, also, Dzikowski, “Battle of WestPoint,” The
Secured Debt Report, Vol. II, No. 10, May 21, 2006.

The bankruptcy court pointed to
no authority, nor has this court
despite the extensive research
efforts of counsel and the
undersigned’s own chambers
found any, standing for the
proposition that an action in
permanent derogation of a senior
creditor’s contractual rights can be
forced upon that creditor for the
purpose of providing “adequate
protection” to a junior creditor....
Taken to its logical extreme, the
bankruptcy court’s notion of adequate
protection would allow a powerful
creditor and a debtor anxious to achieve
some value for its favored constituencies
to run roughshod over disfavored
creditors’ rights....”9
The district court also rejected the
bankruptcy court’s reliance on the
provision of the intercreditor agreement
that permitted payments to the secondlien lenders pursuant to a confirmed plan.
Quite simply, there was no confirmed
plan in the case. Since the proposed
distributions were being made under a
§363 sale order, the district court
concluded that the provision was not
applicable to the facts in dispute.10

Statutory Analysis
The district court also explored the
statutory basis the bankruptcy court had
utilized in entering the sale order, looking
to §§363 and 105 to see whether the Code
would permit the in-kind transfer of any
of the purchase price to the second-lien
lenders before the first-lien lenders were
paid in full and in cash. In the district
court’s opinion, §363 provided no such
authority. While §363 authorized the
transfer of the debtors’ property free and
clear of liens, there was nothing in §363
that permitted the impairment of the
rights of the first-lien lenders to be paid
in cash. The district court noted that the
provisions of §363 applicable to sales
prior to a plan are not a substitute for the
confirmation provisions of a plan in
§1129. It also distinguished cases cited by
the second-lien lenders as supporting the
notion that secured creditors can be paid
in full prior to confirmation of a plan by
distributions received in the sale of estate
assets. In the district court’s opinion, the
cited cases could not help the second-lien
lenders here because the cases all
involved distributions of cash while the
attempt in this case was to satisfy the
requirments in-kind and over the secured
9 Id. at 49-50.
10 333 B.R. at 50-51.
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creditors’ objection. The district court
also gave little credence to the §105
argument because there was no provision
of the Code that the §105 power was
being employed to advance.11
In the end, the district court found that
outside of the context of a plan
confirmation and assuming such is
required in the applicable credit
agreement, a first-lien lender has a right
to be paid in full and in cash before
proceeds of its collateral can be disbursed
over its objection to junior creditors. The
district court remanded the case back to
the bankruptcy court.12

What Is a Second-Lien Lender
to Do?
It is axiomatic that in bankruptcy all
things flow from value. If there is value
in the collateral in excess of what is
owed to the first-lien lenders, then
second-lien lenders should be able to
find a way to realize that value.
However, when that value is represented
by illiquid equity securities received in
consideration of the sale of the collateral,
there are obstacles to be overcome.
Assuming there is true value in the
illiquid equity securities over and above
what is necessary to satisfy the
administrative expenses of the case and
to satisfy the claims of senior creditors,
second-lien lenders can generally reach
the value in the illiquid equity securities
in one of three ways. First, if the
collateral is sold, second-lien lenders
should have their junior liens transferred
to the proceeds as a form of adequate
protection. The value of the junior
interests in the collateral can be reached
when those proceeds are ultimately
distributed to creditors. The distribution
can be effectuated by agreement of the
parties via a chapter 7 case to which the
chapter 11 is converted after the §363
sale has been concluded or through a
liquidating chapter 11 plan.
Second, second-lien lenders can
eschew a sale, perhaps having to resist
efforts by the first-lien lenders to force
one, and work to structure a liquidation
or reorganization utilizing the rights
afforded in §1129 of the Code. Either
way, the second lienholders will have to
undergo a valuation battle with the firstlien lenders. If the second lienholders opt
11 Id. at 53-55.
12 It is the authors’ understanding that the bankruptcy court has ordered
that the illiquid equity securities of the parent of the acquiring company,
until now held in escrow and impressed with the replacement liens of
the first- and second-lien lenders, should now be sold at auction in a
UCC foreclosure sale context. That decision has now found its way on
appeal to Judge Swain.

for the reorganization, they may
ultimately end up converting some or all
of their junior lien claims into equity in
the reorganized debtor and may require
some additional investment by the
second-lien lenders into the reorganized
debtor. This route also poses the problem
of what to do with unsecured creditors.
Third, it is not uncommon for an
intercreditor agreement being negotiated
in today’s marketplace to afford the
second-lien lenders the right to purchase
the first-lien lenders’ secured claims at
par. Assuming there is value in the
collateral beyond what is owed to the
first-lien lenders and the second-lien
lenders want to protect that value,
purchasing the first-lien position may
clear the way for the second-lien lenders
to proceed in whatever way they believe
is in their best interests.
Finally, keeping in mind the
discussions contained in other articles in
this series in the context of cases like
Atkins Nutritionals and Maxim Crane, a
consensual resolution, if possible, may be
the best alternative for the first- and
second lienholders. Second lienholders
may be best served by using the leverage
they possess based on their ability to slow
down the chapter 11 process to negotiate
for a consensual payment that they may
not have received otherwise because the
collateral value is insufficient.
The WestPoint Stevens chapter 11
cases present an interesting twist on these
alternatives. The collateral is sold, but not
for cash that can be easily distributed to
the lienholders providing them with the
value to which they are entitled. Instead,
the purchase price is paid in an illiquid
form—in these cases, in the form of
equity of the parent of the acquiring
entity. Based on the district court’s
decision, second-lien lenders do not have
the option of forcing first-lien lenders to
accept by way of distribution, at the time
of the §363 sale, a portion of that
purchase price and realizing the balance
for themselves. Instead, they will either
have to allow the illiquid equity to be sold
and then see a distribution of the cash
proceeds received over an above what is
necessary to satisfy the first-lien lenders
in full, or consider how to structure a
reorganization plan/liquidation built
around that illiquid equity.

Conclusion and Practical
Lessons
The simple fact that the bankruptcy
court and the district court reviewed the

same provisions in the credit and
intercreditor documents and then
reached opposite conclusions serves as
a lesson to first- and second lienholders
to make sure that the negotiated deal
between the parties is clearly drafted and
consistent with other provisions in the
underlying credit documents. Specifically, the bankruptcy court found
language in the first-lien credit
agreement and intercreditor agreement
that it viewed as authorizing, in the
context of a §363 sale, the satisfaction
of a senior lender’s secured claim with
a portion of the purchase price composed
of minority equity interests in an
acquiring company and then the
distribution of the balance of that
purchase price to second-lien lenders.
The district court reached the opposite
conclusion viewing the exact same
language. Accordingly, the business deal
in the context of a bankruptcy
liquidation must be clearly set forth at
the time the documents are drafted and
not considered for the first time when a
bankruptcy is contemplated. As is true
in all documentation interpretation and
as is highlighted in these cases,
ambiguity in any form can lend itself to
varying interpretations and results. In the
end, one clear lesson from the WestPoint
cases is that the provisions of the
underlying credit agreement cannot be
inconsistent with those contained in the
intercreditor agreement or, as the
WestPoint cases highlight, the intercreditor agreement may override specific
provisions of the first-lien credit
agreement (and arguably vice versa).
Therefore, while first-lien lenders need
to be careful in drafting the first-lien
credit agreement and intercreditor
agreement, and in harmonizing the two,
second-lien lenders need to review the
underlying first-lien credit agreement
and consider the ramifications of its
provisions on the negotiated deal
between the parties as well. ■
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ost of the previous articles in
our series on second-lien
financings1 have dealt with the
intercreditor agreement. The last few
articles have focused on hedge funds that
invest at various
levels of a company’s
capital structure—
including by secondlien loans secured by
a junior lien on the
assets
of
the
borrower—but which
claims are otherwise
not subordinated. In
Jo Ann J. Brighton
this article we look at
a features of some, but not all,
intercreditor agreements. Intercreditor
agreements used in second lien financings
are far from uniform and tend to evolve
as deals do. When drafting or negotiating
intercreditor agreements, we often are
confronted with the question concerning
1 For the prior installments of this series, see Berman, Mark and Brighton,
Jo Ann J., “Second-Lien Financings: Enforcement of Intercreditor
Agreements in Bankruptcy—Part I: More Questions than Answers,”
American Bankruptcy Institute Journal, Vol. XXV, No. 1 (February 2006);
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(June 2006); Berman, Mark and Brighton, Jo Ann J., “Hedge Funds:
Lessons Learned from the Radnor Decision,” American Bankruptcy
Institute Journal, Vol. XXVI, No. 1 (February 2007); Berman, Mark and
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Vol. XXVI, No. 4 (May 2007).

About the Authors
Mark Berman is a partner at Nixon
Peabody LLP, resident in its Boston and
New York City offices, where his practice
concentrates on bankruptcy law,
workouts and commercial law. Jo Ann
Brighton is special counsel with Kennedy
Covington Lobdell & Hickman in
Charlotte, N.C., in its Financial Services
Department - Financial Restructuring
Group, where she practices primarily in
the area of bankruptcy, workouts and
secured lending.
how to deal with the debt or equity
securities that might be issued under a
reorganization plan.

other unsecured note or bond indentures
have appeared in second-lien financings.
This article will focus on one such
provision: the X-Clause. What happens
to debt or equity securities that are
issued pursuant to a chapter 11
reorganization plan on account of a
subordinated claim? Especially in
middle-market and club deals, it is
common for the intercreditor agreement
in second-lien financings to contain a
variant of the X-Clause permitting the
second-lien
lenders
to
retain
“reorganization securities” issued to
creditors in a chapter 11 reorganization
case pursuant to a confirmed
reorganization plan. The problem is that
(like many of the other provisions we
have discussed in prior articles that are
often included in intercreditor
agreements), the X-Clause has not been

Lien on Me
The situation is complicated because second-lien financings have expanded beyond their initial context. It is now
common for a traditional mezzanine
lender to pick up a junior or second lien
on the borrower’s collateral and,
therefore, become required to enter into
an intercreditor agreement with the
holder of the senior or first lien.
However, mixing mezzanine financing
concepts with second-lien financing
concepts can prove tricky. Mezzanine
and other unsecured financings utilize
subordination
agreements
that
contemplate debt subordination as well
as lien subordination. Accordingly,
subordination
provisions
more
commonly found in mezzanine and

litigated in the context of a second-lien
financing to fully predict the outcome
of its application.

What Is an XClause?
Whenever multiple
levels of debt are
issued by a borrower,
there is a need to
identify the rights of
each debt holder vísa-vís each other
Mark N. Berman
debtholder. In the
context of second-lien financings, the
rights are set out in the intercreditor
agreement (assuming separate credit
agreements). In unsecured financings, the
rights are set out in the indenture. As a
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general rule, the subordination provisions
in either document are clearly written. For
second-lien financings, the proceeds of
collateral go first to the first lien lenders
until they have been paid in full and in
cash before collateral proceeds can be
distributed to the second-lien lenders—
applying the concept of lien
subordination. For unsecured financings,
senior debt gets paid in full before junior
debt gets anything. The X-Clause
represents an exception to this general
rule. As it has been explained by the
courts, the X-Clause can be defined as
follows:
Such clauses are common in bond
debentures, although there is no
standard wording. Without the
clause, the subordination agreement that it qualifies would
require the junior creditors to turn
over to the senior creditors any
securities that they had received
as a distribution in reorganization,
unless the senior creditor has been
paid in full. Then, presumably, if
the senior creditors obtained full
payment by liquidating some of
the securities that had been turned
over, the remaining securities
would be turned back over to the
junior creditors. The X Clause
shortcuts this cumbersome
procedure and enhances the
marketability of the securities
received by the junior creditors,
since their right to possess (as
distinct from pocket the proceeds
of) the securities is uninterrupted.2
The X-Clause is often coupled with a
definition of the types of plan securities
that can be issued under a reorganization
plan and that can be held by the creditor
burdened by the subordination. Whether
those securities are denominated
“permitted junior securities” as in the
Dura Automotive case,3 or “reorganization securities” as in many intercreditor
agreements used in second-lien
financings, the purpose of the X-Clause
is to allow certain types of debt or equity
securities to be issued to the junior
creditor even though the senior creditor
has not been paid in full as of the time of
the distribution of the securities.

2 In re Environdyne Industries Inc., 29 F.3d 301, 306 (7th Cir. 1994),
quote repeated in In re PWS Holding Corp. et al., 228 F. 3d 224, 244
(3rd Cir. 2000). A similar explanation can be found in Deutsche Bank AG
et al. v. Metromedia Fiber Network Inc.et al. (In re Metromedia Fiber
Network Inc.), 416 F. 3d 136, 139-140 (2nd Cir. 2005).
3 Dura Automotive Systems Inc. et. al., 2007 W.L. 4302091 (Bankr.
D. Del).

The Dura Automotive Decision
Dura Automotive Systems Inc. and
a number of affiliated entities entered
chapter 11 on Oct. 30, 2006, in the U.S.
Bankruptcy Court for the Southern
District of New York. 4 Dura’s capital
structure reflected several levels of
debt, including a loan secured by a
senior lien on substantially all assets,
another loan secured by a junior lien
on the same collateral and several
issues of notes (all unsecured), but
some denominated senior notes and
others denominated subordinated notes.
The subordinated note indentures
included the following rather typical
clauses:
Section 10.01 Agreement to Subordinate
The company agrees, and each
holder by accepting a note agrees,
that the indebtedness evidenced
by the note is subordinated in
right of payment, to the extent
and in the manner provided in this
Article 10, to the prior payment in
full of all senior debt of the
company, including senior debt
incurred after the date of this
indenture, and that the subordination is for the benefit of the
holders of senior debt.
Section 10.02 Liquidation; Dissolution; Bankruptcy
Upon any distribution to creditors
of the company in a liquidation or
dissolution of the company, in a
bankruptcy, reorganization, insolvency, receivership or similar
proceeding relating to the
company or its property, in an
assignment for the benefit of
creditors or in any marshalling of
the company’s assets and liabilities:
(i) holders of senior debt shall
be entitled to receive payment
in full of all obligations due in
respect of such senior debt
(including interest after the
commencement of any such
proceeding at the rate
specified in the applicable
senior debt) before holders of
the notes shall be entitled to
receive any payment with
respect to the notes (except
that holders may receive (i)
permitted junior securities and
(ii) payments and other
distributions made from any
4 Id.

defeasance trust created
pursuant to section 8.01
hereof); and
(ii) until all obligations with
respect to senior debt (as
provided in subsection (i)
above) are paid in full, any
distribution to which holders
would be entitled but for this
Article 10 shall be made to
the holders of senior debt
(except that holders of notes
may receive (i) permitted
junior securities and (ii)
payments and other distributions made from any
defeasance trust created
pursuant to section 8.01
hereof), as their interests may
appear.
“Permitted junior securities” means:
(1) equity interests in the company, DASI or any guarantor; or
(2) debt securities that are
subordinated to all senior debt
and any debt securities issued in
exchange for senior debt to
substantially the same extent as,
or to a greater extent than, the
notes and the guaranties are
subordinated to senior debt under
this Indenture.
In the reorganization plan Dura
proposed, it provided that the holders of
the senior notes and other unsecured
creditors would receive new common
stock in the reorganized debtors and
would also have the right to participate in
a rights offering. However, as to the
holders of the subordinated notes, the
distributions that would otherwise have
been allocated to them were, in
accordance with the X-Clause of the
subordinated note indentures, reallocated
to the holders of senior debt. Even with
this redirection, the holders of senior
notes were not to receive payment in full
on their claims.
Certain holders of the subordinated
notes5 objected to the plan and filed an
adversary proceeding (the objecting
noteholders) in which they asserted that the
plan improperly excluded them from all
distributions and recovery. The objecting
noteholders sought a declaration that the
plan violated applicable law by failing to
provide a distribution of new common
stock to the holders of the subordinated
notes and by failing to allow them to
participate in the rights offering. The
5 The objecting holders of the subordinated notes had purchased their
notes at a substantial discount to par, but Judge Carey mentioned in his
decision that he did not consider this fact relevant.
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objecting noteholders hoped that the court
would find that any plan that proposed to
distribute stock in the reorganized company
to an unsecured creditor must provide a pro
rata distribution of the stock to the holders
of the subordinated notes. The issue was,
therefore, focused on how to interpret the
X-Clause and more specifically the defined
term “permitted junior securities.”
In his Dec, 7, 2007 decision,
Bankruptcy Judge Kevin J. Carey, ruling
on cross-motions for summary judgment,
held that the X-Clause, when read in the
context of the subordination provisions
of the subordinated notes indenture,
required that the distribution of common
stock in the reorganized debtor and the
right to participate in the rights offering
were properly distributable to the holders
of senior debt.6

Envirodyne, PWS Holding Corp.,
Metromedia and Adelphia
Dura is not the first case to deal with
the interpretation of an X-Clause in a
subordinated note indenture. Judge Carey
considered the issue in the shadow of the
decision of the U.S. Bankruptcy Court for
the Northern District of Illinois in the
Envirodyne case,7 which was affirmed by
the Seventh Circuit in a decision authored
by Judge Posner.8 Envirodyne, in turn,
formed the basis for the decision of Chief
Judge Becker writing for the Third Circuit
in the PWS Holding case.9 Each of these
cases was in turn cited by the Second
Circuit when it examined the issue in the
Metromedia case.10
In Envirodyne and PWS, the courts
were faced, as was Judge Carey, with an
X-Clause that appeared from the words
and grammar used in the X-Clause itself
to allow subordinated noteholders the
right to retain new common stock issued
by the reorganized debtor. In other words,
the plain meaning of the X-Clause
appeared to favor the argument of the
subordinated creditor. However, both
courts found that the wording of the XClause had to be interpreted in the context
of the entire subordinated note indenture
in which it was unmistakably clear that
subordinated debt was junior to senior
debt and that senior debt had to be paid
in full before subordinated debt would be
allowed to receive any distribution. In this
6 Memorandum Opinion, Case. No. 06-11202 (Bankr. D. Del.), Carey,
Kevin J. (12/7/07).
7 In re Envirodyne Industries Inc. et al., 161 B.R. 440 (Bankr. N.D.
Ill. 1993).
8 29 F.3d 301 (7th Cir. 1994).
9 In re PWS Holding Corp., 228 F.3d 224 (3d Cir. 2000).
10 Deutsche Bank AG et al. v. Metromedia Fiber Network Inc. et al. (In re
Metromedia Fiber Network Inc.), 416 F. 3d 136, 139-140 (2d Cir. 2005).

broader context, the court determined that
the X-Clause represented an exception to
the general rule and, in the eyes of the
courts, the reading being put forth by the
subordinated creditors made “no sense
once the context of the terminology being
interpreted is restored.”11 Accordingly, in
the opinions of both courts, the X-Clause
had to be read as allowing the distribution
of securities to the subordinated
noteholders only if those securities were
also subordinated to the rights of the
senior noteholders. In the hands of the
subordinated debt holders, the common
stock and the right to participate in the
rights offering would not be subordinated
in any way to the rights of the senior debt.
Therefore, the common stock and the
right to participate in the rights offering
did not fall within the X-Clause carveout for equity interests and had to be
distributed to the holders of senior debt.

The Reasoning
In Envirodyne, PWS and Metromedia,
the courts wrestled with what appeared to
be a poorly drafted X-Clause.12 Judge
Carey referred to the Dura X-Clause as
falling “somewhere outside of the realm
of utter clarity, yet not quite in the region
of ambiguity.”13 By putting the phrase “to
substantially the same extent as, or to a
greater extent than, the notes and the
guaranties are subordinated to senior debt
under this indenture” after the reference
to debt securities and separated from the
reference to equity securities, the
argument can and has been repeatedly
made by junior noteholders that the
restriction modifies only the phrase “debt
securities” and not “equity securities,”
(i.e., if the debt securities are
subordinated to senior debt then they can
be distributed under a plan to
subordinated noteholders but that
limitation does not apply to equity
securities). Trotting out the “plain
meaning” rule of both contract and
statutory interpretation, the subordinated
noteholders argue that the language of the
X-Clause is clear and unambiguous.
However, each court ultimately ruled
against the subordinated noteholders in
spite of the apparent plain meaning of the
X-Clause. To do so, the courts looked at
the X-Clause in the context of the entire
agreement of which it was a part.
Similarly, in his memorandum opinion
in Dura, Judge Carey observed:
11 Envirodyne at 305.
12 See Envirodyne at 306.
13 Memorandum Opinion at 20.

“Considering the X-Clause before
me, I conclude that it must not be
considered based on its grammatical
structure alone, but also within the
context of the entire agreement,
which here is more reflective of the
parties’ intent: that except in very
limited circumstances, no payment
can be made to the Subordinated
Noteholders until (1) the senior
notes are paid in full, or (2) the
senior noteholders consent. To
interpret the X-Clause to include the
new common stock and the rights
offering in the definition of
“permitted junior securities” would
eviscerate the purpose of the
subordination provision in the
subordinated notes indenture and
expand the limited carve-out
beyond its intended scope.”14
Interestingly, Judge Carey also noted
that the interpretation of the X-Clause
suggested by the subordinated noteholders defied explanation and logic
because a “senior creditor simply would
not agree to a subordination agreement in
which its priority depended upon the form
of consideration chosen by the debtor.15
The Adelphia case presented the X
Clause issue in a slightly different way.
The holders of the subordinated debt (the
sub debt, joined by the sub debt trustee)
filed a complaint seeking a preconfirmation declaratory judgment from
the U.S. Bankruptcy Court for the
Southern District of New York as to
whether the sub debt indenture’s general
rule—providing for sub debt to pay over
to senior debt any distributions received
from the debtors on the sub debt until the
senior debt was paid in full—was
applicable when the currency by which
the plan distribution was made was stock
rather than cash or debt securities.16 The
creditors’ committee and the senior debt
indenture trustee moved to dismiss the
adversary proceeding initiated by the sub
debt on the basis that it failed to satisfy
the case or controversy requirements and
was otherwise not ripe for judicial
action.17 The court agreed with the
objection and dismissed the case.18 In the
court’s determination, the controversy
presented in the adversary was too
“contingent and speculative.”19 The court
found it persuasive that the reor14 Memorandum Opinion at 20-21.
15 Id. at 21.
16 In re Adelphia Communications Corp., 307 B.R. 432 (Bankr.
S.D.N.Y. 2004).
17 Id. at 434-35.
18 Id.
19 Id. at 438.
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ganization plan had not yet been
confirmed and that it was “at least
possible” that the plan could be
amended.20 The court also noted that “all
parties agree that the concerns voiced by
the sub debt holders would be a sound
basis for an objection to confirmation
and, if upheld by the court, would bar
confirmation.”21 The court also stated that
it “understands, and is sympathetic to,
the points made by the sub debtholders
that an early ruling might facilitate their
negotiations, that they would know better
what litigation positions they might wish
to take if they knew what the outcome
would be in the controversy and that the
efforts on the part of the debtor to
confirm what would turn out to be an
unconfirmable plan would be timeconsuming and costly.”22 However, it was
the court’s determination that its
sympathy and understanding was
insufficient to confer subject matter to
determine, preconfirmation, the proper
interpretation of the X-Clause.23
The court noted that counsel for sub
debtholders stated, with “refreshing”
candor:
The harm is that we are left in an
untenable, ridiculous position of
not knowing how to take any
other position in the case. We
don’t know what to do because
we don’t know whether we’re
pari passu creditors, whether
we’re subordinated creditors, we
don’t know whether we’re senior
or junior. We don’t know where
we stand on certain issues. We
can take a position on things and
sort of cover every base, try to
cover, you know, all angles. But
that’s not easy to do because our
views may change and may be
very different if we are pari
passu, they may be very different
if we’re junior. And it puts us in a
very difficult and untenable
position not to know where we
stand in this case, Your Honor.
Arg. Tr. 55.24
The Adelphia case highlights how a
poorly drafted X-Clause can eat up estate
resources, create confusion, make plan
negotiations more difficult and delay the
confirmation of plan by leaving parties
uncertain who is entitled to reorganization
securities.
20 Id. at 438-39.
21 Id. at 439-440.
22 Id. at 440.
23 Id. at 440-41.
24 Id. at 441, fn. 26.

Relevance to Second-Lien
Financings
So why discuss this issue in an article
appearing in a series on second-lien
financings? As stated earlier, provisions
dealing with a second-lien lender’s right
to retain debt or equity securities issued
pursuant to a reorganization plan have
been appearing with some frequency in
the intercreditor agreements present in
the marketplace for second-lien
financings. The clause that provides this
right is often borrowed from
subordinated note indentures and usually
permits the second-lien lender to retain
debt or equity securities issued under a
reorganization plan as long as the
securities continue to be subordinated to
the securities issued to the first-lien
lender. Proper draftsmanship is required
and must be given attention.
Note, however, that while it may be
perfectly clear to courts examining an XClause in the context of an unsecured
note indenture that subordinated
noteholders should not be able to receive
and hold common equity in the
reorganized debtor without consent from
or payment in full of the senior debt, the
issue of whether the second-lien lenders
should be able to receive and hold equity
securities issued pursuant to a
reorganization plan is simply not as
simple or as clear. Remember that the
hallmark of a second-lien financing is
lien subordination and not debt
subordination. Therefore, no one would
argue with the proposition that if the
distribution of debt or equity securities
under a reorganization plan is made on
account of the second-lien lender’s
collateral, the distribution is properly
subordinated to the rights of the first-lien
lender. But what if the distribution can
arguably be attributed to something other
than the second-lien lenders’ collateral?
After all, the usual context is that the
collateral is not being liquidated and the
business of the debtor is continuing. The
situation is ripe for the second-lien
lenders to argue that the foundation of
the subordination at play in the
Envirodyne, PWS Holding Corp.,
Metromedia and Dura cases, specifically
subordination amongst unsecured
noteholders where debt subordination
was the rule, is not applicable to secondlien financings where only lien
subordination is taking place.

agreements beware! There is yet another
issue lurking on the horizon. Will secondlien lenders be able to effectively argue
that they should be able to retain
reorganization securities issued under a
reorganization plan? Proper attention to
the issue when the intercreditor
agreement is drafted and before the first
dollar is loaned is the only solution. After
all, the ultimate resting place for
reorganization securities should be the
product of the business deal between the
first and second-lien lenders. However, if
the intercreditor agreement fails to
address reorganization securities or
should it address the issue without
employing carefully drafted language to
do so, the parties are likely to end up in
litigation. Further, the X-Clause is yet
another area in the second-lien arena
where practitioners need to manage the
expectations of their clients to a realistic
level. Practitioners should note that the
reasoning in Dura and its predecessors
may not be applicable to cases where lien
subordination rather than debt
subordination is the basis for the
agreement between senior and junior
lenders. n
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Conclusion
Draftsmen of second-lien intercreditor
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