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Recharaderization BattlesLik ely
IN Next Roundof Bankruptcies

BY RONALD R. SUSSMAN, ESQ., & MICHAEL A. KLEIN, ESQ., COOLEY GODWARD KRONISH LLP

he last five yearshave witnesedan
I explosion in secom lien finarcings.
Struggling companieghat could not
find alterrative financingelsewhereand oth-
ewise would hawe beenwithout suficient
operating capital were providedwith access
to addtional liquidity.

This additiond capital often cane from
sharehddersor otherinsidersof the company
in exchangefor the grantingof a subordirated
security interestin the company’s asses.
With the credit crunchdrying up the capital
maikets over the pastyear,the next wave of
major bankriptcies will present issues
regarding the validity of suchliens.

Indeed generalunsecureccrediors are
likely to face a dauntingamountof seaured
debt aheadof them on the prowerhial food
chain thatfar exceedshe proceed available
for distribution to creditors.Underthesecir-
cumstances,the ability of unsecued credr
torsto recave ameaningfuldistributionfrom
the estatesnaydependntheirability to suc-
cesslully recharacterizéhe claims of the sec
ondlienhaders.

Suchan endeaor is no easytask Under
the presentlegal framewvork usedby courts,
creditorsmustmeeta high burdento denon-
strate that nominally seawred debt is in
fact a disguisedequity contributon. Couts
likely will have to liberalize the doctrine of
recharacterizationor shift the enphass of
the factos they considerto preservethe
rights of unsecuredtreditorsin the Chapter
11 process.

As an initial matter,it is important to
distinguishrecharacterizatiofrom equitable
subordination.Both remediesare grounded
in the Barkruptgy Courts’equitale authority
to ensure'that substancevill not give way to

form, that techical corsideations will not
prevert substantal justice from being done”
Pepper v. Litton, 308 U.S. 295, 305,60 S. Ct.
238, 84 L. Ed. 281 (1939). Nonetheless,
recharacerization and equitable sulordina
tion addessdistinct coneems.

Equitade subordinaion is apt when, due
to creditors miscanduct, equity demands that
the paymer priority of claims of an other
wise legitimate credtor be changed to fall
behind those of other clamants See, e.g,
Citicorp Verture Capital, Ltd. v. Conm. of
Creditors Holding Unsecured Claims, 160
F.3d 982, 986-87 (3d Cir. 1998); Baye Corp.
v. MascoTech Inc. (In re Autcstyle Plastics,
Inc.), 269 F.3d 726, 749 (6th Cir. 2001).

In contrast, reclaraderization does not
reguire a showing of misomnduct. Unde the
doctrine of recharactrization, courts techni-
caly do not alter any party’'s substntive
rights, as occus under equiteble sutordina
tion. Whena court rechaacterizes a delt as
equity, it merely adknowledges economic
reality by treaing as equty a capital contri-
bution that was only nominaly a “loan’
from the outset. Indeed, the focus of the
recharacerizaton inquiry is whetler a
“debt” actually exists and what is the prope
characerization in the first instarce of the
investmert atisste.

In light of this important distinction, the
doctrine of rechaacterization may be a
far more promising averue of relief than
equitable subordination in the context of a
chdlengeb the secued claim of a second
lien holder. It does not require unseared
creditors to denonstrateinequitable conduct
to jump aheadof seconl lien holders in the
priority scheme contempated by the
Bankruptcy Code.

Recharacterization Requests

Courts have saught to erumeate a list of
fadors to aid in detemining whether an
obligation wasredly interded to be adelt or
equity transacion. In Roth Steel Tube Co. v.
Comm’r, 800 F.2d 625 (6th Cir. 1986), the
6th Circuit U.S. Court of Appeds laid out 11
fadors to deermine whether an investment
was delt or equity in the context of assessng
income tax liability. 1d. at 630. In Autostye
Plastics the 6th Circuit extended the use of
those fadors to the recraraderization con-
text. See 269 F.3d at 749-50. They are the:

1. Names given to theinstument, if
any, evidencing the indebtedness

2. Presence or abserce of a fixed maturi-
ty date andschedule of paymerts

3. Presence or abserce of afixed rate of
interest and interestpayments

4. Source of repaymerts

5. Adequacy or inadegjuacy of
cepitalization

6. Identity of interest between the cred-
tor andthe stodholder

7. Security, if any, for the advanaes

8. Corporation’s ability to obtain financ-
ing from outside lending institutions
9. Extent to which the advarces were
subadinatedto the claimsof outside
creditors
10. Extent to which the advarces were
usel to acquire capital asets

11 Presence or alsence of a sinking
fund to provide repayments

SeeRah Sid Tubke Co., 800F.2d at 630.
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The characterizatiomf a captal cortri-
bution as debtor equity is a cout’s atempt
to discern whether the parties caled an
instument one thing when in fact they
intended it as somethingelse. Seeln re
SwbMicron Sys Corp., 432F.3d 448, 455-55
(3d Cir. 2006). Indeed, in addresing the
multifactoredtest usedby couts in deter
mining issues of recharactematon, the
3d U.S. Circuit Court of Appeak recently
stated that “no mechanisticscorecardsuf-
fices” and that a court should come to a
commonsense&onclusionthatlooks beyad
the form of the transactionat isaie to the
substare of what the parties actally
intended.SubMicron 432F.3dat 456.

Intent may be inferred from what the
patiessayin their contractsanddo through
their actionsand from the ecoromic redity
of the surroundingcircumstancesin impor-
tant fador tha couts considerin corstruing
the paties’intentiors is whethe the trarsac
tion bears the earmarksof an arm’s-lengh
negotation. SeePepperv. Litton, 308U.S.295
(1939); RothSteelTubeCo., 800F.2d 625. The
more an exchlarge appearsto reflect the
charaderistics of an armis-length negotiation,
the more likely it is thatsuchatrarsactonis to
betreaed asdebt.

Difficult Standard

Two recentappellatecourt decisons have
reaffirmed the validity of the doctrine of

recharactrization. See SubMircion, 432
F.3d 448; Fairchild Dornier GMBH vs The
Official Committee of Unsecued Creditors

[In re the Official Comnittee of Unsecured
Creditas for Dornier Aviation (North

America) Inc], 453F.3d225 (4th Cir. 2006).

Nevertheless, it is extremelydifficult under
the cumrent frameworkto apply this doctrine
sucessfully to reclassify purpoted deht

asequity.

Indea, unsecuredcredibrs face an
uphill taskin proving that the paries to a
purpated secuity agreenent actally
intendedto effectuatea capitalcontribution.
It is relatively easyfor sophistcatedsecond
lien lendes, including companyinsders,to
argue that their investmentin struggling
companies should be characterizedas an
am’s-length securedtransactio under the
11 factors set forth earlier. This can be
aacomplishedsolong asthe paries obseave

the formalities of secued loan trarmsactions
through the executobn of “loan” doauments
that include (i) afixed (but illusay) matrity
date; (ii) a fixed interes$ rate (payments for
which can be deferred until the maturity
date); and (iii) the grarting of security for
theadvancs.

The characterization of a capital
contribution as debt or equity is a
court's attempt to discern whether
the parties called an instrument

one thing when in fact they intended
it as something else.

By documening the investment in this
way, secand lien lencers can point to thes
hallmarks of an arm’slength transadion in
response to a challenge to their liens from
unsecuredcredtors The unsecured credtors
are then left with the difficult task of uncow
ering a“smoking gun” through thediswvery
process that demmdrates tha the paties’
trueintent deviatesfrom wha is embodedin
thetransction documerts.

The next wawe of barkruptdes undoubt-
edly will include atempgs by unseured cred-
itors to recharacterizeseand lien debt as
equity, epecialy whenthe second lien holder
is an insider of the deltor. However, the cur-
rent framework estalished by Barkruptcy
Courts presents significant obstales to
unseured creditors seeking to knockoutthe
second lien claims of lenderstha provided
capital on a pumportedly secured basis to a
struggling debtor tha was unable to find
capitd from alternative soures.

If unsecureccredtors are to be suces-
ful in recharacerizing second lien debt as
equity, amoreliberaland flexible aralysis of
the11 Autogyle facbrsshauld be consdered
by the courts Insteadof requiring unseared
creditorsto denonstrate thatthetrue intentof
the parties to a transaction is diff erent from
what is reflectedin the transaction doau-
ments, courts should place more weight
on (i) the adequagy of a debtors’ captaliza
tion atthe timeof thetransacion; ard (ii) the
ability of the delior to obfain aternaive
formsof financing.

By weighting thes factors more promi-
nently than the other Autostyle factors the
true cortext of a purported secured loan
transation can be conddered by a court
without beng obsaired by the fad tha the
paties obsaved the formalities of an arm’s-
length transaction. This subtlechangewould
ea® the evidentiary burdenonunsecurd cred
itors ard reveal the substace overthe form.
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