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I. Introduction

Due to a variety of economic factors, second lien financings recently have become popular among both borrowers and investors.  The amount of second lien loans has increased dramatically from an aggregate of approximately $630 million in 2002 to in excess of $16 billion in 2005.  Second lien financings are popular with investors because, in an era of historically low interest rates, they earn somewhat higher returns than traditional secured debt while providing greater security than unsecured debt.  In turn, institutional investors and hedge funds aggressively have entered the market and driven interest rates to levels that corporate borrowers find compelling.
A second lien loan is secured by a junior lien on collateral that also secures certain senior debt.  Second lien loans principally consist of second lien term loans designed for sale in the institutional market and second lien high yield bonds.  Although secured lenders traditionally are uneasy about sharing their collateral with other lenders, they are willing to do so where they can protect their interest in the common collateral through a subordination agreement that effectively limits the rights that junior lienholders would otherwise enjoy as secured creditors.  The resulting junior lien, stripped of its ability to interfere with the rights of the senior lienholder, is referred to as a silent second lien.  Kirk A. Davenport, The Silence of the Liens, N.Y.L.J. (July 9, 2004).

The extent of a junior lienholder's silence is negotiated between the parties and documented in a formal agreement — an intercreditor agreement for a second lien term loan and a collateral trust agreement for second lien bonds.  Through the terms of intercreditor agreements, the senior lender will seek to ensure that its rights are free from interference from the junior lender and to exert some control over the actions of the junior lender.  The junior lender, in turn, will seek to limit the control of the senior lender.  See David Line Batty and Jo Ann J. Brighton, "Silent" Second Liens — Will Bankruptcy Courts Keep the Peace?, 9 N.C. Banking Inst. 1, 2 (2005).

Although the language of individual terms of intercreditor agreements is becoming somewhat standardized, the negotiation of the appropriate balance of such provisions (and their variations) in any particular intercreditor agreement remains a robust exercise based on a number of factors, including the deal economics (e.g., the relative size of the first and second lien debt), collateral values, identity of the players (e.g., the sophistication of the investors and whether they have other interests in the borrower), and timing and context of the negotiation.  Many of the provisions included in those negotiations address the numerous and complex issues that arise in a bankruptcy setting.  They include provisions that deal with the following:

· Lift Stay Waiver.  Requiring an advance waiver from the junior lender of its right to contest any motion filed by the senior lender seeking to lift the automatic stay to permit the senior lender to proceed against the common collateral;

· Voting Rights/Plan Support.  Allowing the senior lender to vote the junior lender's claim to accept or reject a plan of reorganization, or requiring an agreement that the junior lender will not support a plan opposed by the senior lender;

· Asset Sales Consent.  Requiring the junior lender to consent in advance to any asset sale under section 363 of the Bankruptcy Code, 11 U.S.C. §§ 101-1532 (the "Bankruptcy Code") supported by the senior lender;

· Adequate Protection.  Prohibiting the junior lender from seeking adequate protection of its interest in the common collateral until the senior lender has received satisfactory adequate protection of its interest;

· DIP Financing/Cash Collateral.  Requiring the junior lender to consent in advance to the priming of its liens by any DIP financing provided by the senior lender, and to consent in advance to any use of cash collateral approved by the senior lender;

· Release of Lien.  Mandating the automatic release of the junior lender's liens in the event of any disposition of the common collateral pursuant to the senior lender's loan documents;

· Exercise of Remedies.  Prohibiting the junior lender from exercising any remedies against the common collateral;

· Challenge Rights.  Prohibiting the junior lender from challenging the validity or priority of the senior lender's liens;

· Turnover of Proceeds.  Requiring the junior lender to turnover to the senior lender any proceeds of the common collateral obtained by the junior lender before the senior lender has been paid in full;

· UCC Rights.  Modifying certain rights granted to junior lenders by the Uniform Commercial Code, including the right to (i) demand that the senior lender marshal assets; (ii) notice before a senior lender liquidates common collateral; (iii) sue a senior lender for failing to conduct a foreclosure sale in good faith or in a commercially reasonable manner, or failing to use reasonable care in the preservation of the common collateral; and (iv) object to a strict foreclosure; and

· Right of Redemption.  Waiving the junior lender's right of redemption.


Erica M. Ryland, The Devil in the Details:  A Senior Secured Lender's Guide to the Risks Posed by Junior Secured Debt, Jones Day Client Alert, May 2004, at 1.

This article addresses certain of the foregoing provisions that have proved controversial in chapter 11 cases, giving rise to court decisions that discuss the dynamics and principles that govern intercreditor relationships in chapter 11 cases and the enforceability of particular provisions in intercreditor agreements.  This article also describes developments in recent cases that were driven by intercreditor arrangements.  

II. Enforceability and Other Issues in Intercreditor Agreements in Bankruptcy

Courts have issued conflicting decisions as to whether certain terms of an intercreditor agreement are enforceable in bankruptcy.  Section 510(a) of the Bankruptcy Code provides that "[a] subordination agreement is enforceable in a case under this title to the same extent that such agreement is enforceable under applicable nonbankruptcy law."  11 U.S.C. § 510(a).  The plain language of the statute provides that the terms of an intercreditor agreement should be enforced in bankruptcy to the same extent they are enforceable under applicable state law.  While some courts follow the plain language of the statute, other courts rely upon the purported intent of section 510(a) to interpret it narrowly:  "The intent of § 510(a) . . . is to allow the consensual and contractual priority of payment to be maintained between creditors among themselves in a bankruptcy proceeding.  There is no indication that Congress intended to allow creditors to alter by a subordination agreement, the bankruptcy laws unrelated to distribution of assets."  In re Hart Ski Mfg. Co., 5 B.R. 734, 736 (Bankr. D. Minn. 1980).  Accordingly, as discussed below, although provisions relating to priority of payment are unquestionably enforceable in bankruptcy, it is unclear whether bankruptcy courts will enforce other provisions designed to limit second lienholders' traditional bankruptcy rights.

A. Advance Waiver of Rights to Adequate Protection and to Lift Stay

Senior lenders may require an advance waiver from junior lenders of their right to contest any motion filed by the senior lenders seeking to lift the automatic stay to permit the senior lenders to proceed against common collateral.  Senior lenders also may seek a provision preventing junior lenders from seeking adequate protection of their interest in common collateral until the senior lenders have received satisfactory adequate protection of their interest.  Any adequate protection granted to the junior lenders must be in a form that is junior to the interests of the senior lender.
Hart Ski was the first case under the Bankruptcy Code to consider the enforceability of such provisions in an intercreditor agreement, and the court's holding was not reassuring to senior lenders.  In Hart Ski, pursuant to a prepetition intercreditor agreement the junior lender agreed to subordinate its claim against the debtor to the claim of the senior lender.  After the debtor filed for bankruptcy, the junior lender filed a motion seeking adequate protection or, in the alternative, to lift the automatic stay.  The senior lender objected to the motion, arguing that the motion breached the parties' intercreditor agreement, which provided, in relevant part, that "[junior lender], will not, without [senior lender's] written consent, assert collect, enforce 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."  Id. at 735.  The court refused, however, to enforce the language of the intercreditor agreement because it found that section 510(a) does not permit creditors to use a subordination agreement to alter rights created by the bankruptcy laws.  Id. at 736.  These rights include "[t]he 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."  Id.  The court continued, "[these] rights and others not related to contract priority of distributions pursuant to § 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 the subordination agreement the 'subordinor' gives up all its rights to the 'subordinee' would be totally inequitable."  Id.  

B. Plan-Related Rights — Voting, Classification and Plan Support

In order to control the plan confirmation process and to prevent second lienholders from blocking confirmation of a favorable plan, senior lenders frequently seek provisions in an intercreditor agreement entitling them to vote a junior lender's claim to accept or reject a plan of reorganization, or requiring a junior lender to agree to support any plan supported by the senior lender and oppose any plan opposed by the senior lender.  Another common provision requires a junior lender to agree in advance that its claims are sufficiently different from the claims of the senior lender such that the junior and senior lenders' claims should be classified separately under a plan.  Separate classification prevents a junior lender from possibly controlling the voting class of a senior lender.  Junior lenders will usually resist these voting restrictions because the inability to vote on a plan or to object to its confirmation leaves junior lienholders with little bargaining power in plan negotiations.  

The enforceability of these types of provisions is unclear.  Many courts have enforced these types of provisions on the basis that (i) all provisions of an intercreditor agreement are enforced pursuant to section 510(a) of the Bankruptcy Code or (ii) a junior lender should not be allowed to vote on a plan until a senior lender's claim is paid in full because the junior lender has no right to a distribution until that time.  See, e.g., In re Curtis Ctr. Ltd. P'ship, 192 B.R. 648, 660 (E.D. Pa. 1996) ("The language of the subordination agreement is plain and unambiguous.  The terms of this prepetition agreement are fully enforceable in this Bankruptcy case pursuant to 11 U.S.C. § 510(a) . . . ."); In re Inter Urban Broad. of Cincinnati, Inc., Case Nos. 94‑2382, 94‑2383, 1994 WL 646176, at *2 (E.D. La. Nov. 16, 1994) (enforcing the provision permitting senior lienholder to vote claim of junior lienholder pursuant to section 510(a)); Broad Cap. Inc. v. Davis Broad., Inc. (In re Davis Broad., Inc.), 169 B.R. 229, 234 (Bankr. M.D. Ga. 1994), rev'd on other grounds, 176 B.R. 290 (M.D. Ga. 1994) (stating that junior lender who allowed senior lender to vote its claim pursuant to terms of subordination agreement was bound by senior lender's vote because junior lender "was not forced to loan money to the Debtor and enter into the Subordination Agreement . . . .  In essence [the junior lender] is saying that it should not suffer any ill effects from [the senior lender] not protecting its interests as it would have preferred, although [the junior lender] freely entered into the Subordination Agreement that put it into this situation"); In re Itemlab, Inc., 197 F. Supp 194, 198 (E.D.N.Y. 1961) (holding that, under Bankruptcy Act, "the person entitled to collect the claim should be the person entitled to vote the claim; otherwise the result would be anomalous and would repose in the inferior creditor the power to use his vote to determine how the superior creditor shall collect a claim in which the inferior creditor no longer has an interest.").

More recently, however, the United State Bankruptcy Court for the Northern District of Illinois refused to enforce a provision in an intercreditor agreement providing a senior lender with the right to vote a junior lender's claim.  See Bank of America, N.A. v. N. LaSalle St. Ltd. P'ship (In re 203 N. LaSalle St. P'ship), 246 B.R. 325, 331 (Bankr. N.D. Ill. 2000).  In 203 N. LaSalle, a bank held a first lien on certain real property and a general partner of the debtor held a second lien.  The subordination agreement between the senior lender and the junior lender explicitly provided that the senior lender would have the right to vote the junior lender's claim in any bankruptcy case.  The senior lender filed an adversary proceeding seeking a declaratory judgment that it was entitled to vote the claim of the junior lender.  The senior lender argued that the plain language of the subordination agreement and section 510(a) of the Bankruptcy Code gave it the right to vote the junior lender's claim.  The court disagreed:  "[I]t is generally understood that pre-bankruptcy agreements do not override contrary provisions of the Bankruptcy Code."  Id.  The court adopted a narrow interpretation of section 510(a) of the Bankruptcy Code.  According to the court, section 510(a) allows for parties to "affect[] the order or priority of payment of claims in bankruptcy, but not the transfer of voting rights."  Id.  In so ruling, the court found it significant that section 1126(a) of the Bankruptcy Code provides that "[t]he holder of a claim . . . may accept or reject a plan."  11 U.S.C. § 1126(a) (emphasis added).  The court explained that under section 1126(a), the junior lender was entitled to vote since it was the holder of a claim.  Since subordination affects only the priority of payment rather than a right to payment, the junior lender had an interest in how the claim was treated under the plan because it could receive a distribution:  "[t]his 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 in Chapter 11 voting rights."  Id. at 332.  The senior lender also argued that the provision was enforceable because it authorized the senior lender to act essentially as an agent in voting the junior lender's claim.  Under Rule 3018(c) of the Federal Rules of Bankruptcy Procedure, a creditor's authorized agent is permitted to vote the creditor's claim.  In rejecting this argument, the court stated that the senior lender was not the junior lender's agent because "the [senior lender] in this case would not be acting at the direction of the [junior lender], . . . it would be acting in its own interest."  Id.
C. DIP Financing and Use of Cash Collateral

In order to protect its position and exert control over the proceedings, a senior lender will often want to provide the debtor in possession ("DIP") financing and control the use of cash collateral in the event the borrower files for bankruptcy.  The senior lender will therefore seek the advance consent of the junior lender to the priming of the junior lender's liens with any liens granted to the senior lender under the DIP financing provided by the senior lender.  The senior lender also will seek the advance consent of the junior lender to the debtor's use of cash collateral that has been approved by the senior lender.
In a recent case, a senior lender sought the inclusion of the following language in an order approving DIP financing in an effort to ensure that the provisions of the intercreditor agreement were enforceable:  "The rights and remedies of the Prepetition 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 Prepetition Participation Agreement."  In re New World Pasta, Case No. 04-02817, 2004 WL 1484987 (Bankr. M.D. Pa. June 4, 2004).  Certain junior lenders objected to the inclusion of the language, arguing that the language could potentially deprive the junior lenders "of fundamental bankruptcy rights and protections that cannot be traded away in prepetition agreements."  Id.  While the junior lenders conceded that the provision in the intercreditor agreement providing for lien subordination was enforceable, the junior lender asserted that it was not clear whether provisions waiving fundamental bankruptcy rights are enforceable and took the position that the issue could only be decided in an adversary proceeding.  Id.  The junior lenders specifically objected to the court confirming the enforceability of the intercreditor agreement that provided for:  (i) the junior lenders' advance consent to DIP financing provided by the senior lenders and advance consent to the necessary priming liens; (ii) the junior lenders' waiver of rights to adequate protection; and (iii) the senior lenders' right to vote the junior lenders' claim.  The court entered a final DIP order without the disputed language that reserved any dispute concerning the enforceability of the disputed provisions.  Although the court's order did not specifically address the enforceability of the DIP waiver, or any other, provision in the intercreditor agreement, the dispute highlights the uncertainty in the law.  It also raised an interesting, and unsettled, question — would the inclusion of the senior lender's proposed language in a final DIP order act to bar the junior lenders from later litigating the issue of the enforceability of the DIP waiver and other provisions in the intercreditor agreement?  Batty and Brighton, supra, at 10.

D. Need for Separate Grants of Security Interests

In order to protect a senior lender's right to postpetition interest on oversecured claims, a senior lender frequently will insist on separate loan documents containing individual grants of security interests for the senior and junior liens.  Although separate documentation can increase transaction costs, this practice may be warranted in light of a decision of the United States Bankruptcy Court for the Southern District of New York in the Eastern Airlines chapter 11 cases.  See In re Ionosphere Clubs, Inc., 134 B.R. 528 (Bankr. S.D.N.Y. 1991).  

In Ionosphere, pursuant to a secured equipment indenture the debtor issued three series of secured equipment certificates having differing interest rates, staggered maturity dates and different levels of priority.  Each series of certificates was designated with its own trustee, and each trustee filed a proof of claim on behalf of its applicable holders.  Because the value of the collateral exceeded the amount of the first series of certificates, the holders of these certificates seemingly held an oversecured claim that entitled them to postpetition interest.  The bankruptcy court held, however, that because the debtor granted the security interests under the same security agreement, the debtor had granted only a single lien, and, therefore, the holders of the three series of certificates were joint holders of a single claim against the debtors' bankruptcy estates.  Id. at 532.  Since the value of the collateral did not exceed the value of the three series of certificates, collectively, the claim was undersecured and none of the holders were entitled to postpetition interest.  Id.
Although it would seem that a party could address the concern in Ionosphere by including separate granting clauses in a security agreement and making it explicit that each lienholder would possess a separate claim against the bankruptcy estate, the prudent course of action is to employ separate security agreements.   

E. Postpetition Interest — The End of the Rule of Explicitness
The Bankruptcy Act, the predecessor to the Bankruptcy Code, did not contain a provision dealing with subordination agreements.  Despite the lack of statutory authority, bankruptcy courts usually would enforce subordination agreements through their general equitable powers.  The lack of statutory guidance, however, left courts to grapple with the question of whether senior lenders should receive postpetition interest if the subordination agreement so provided.  Generally, interest on unsecured or undersecured claims stops accruing on the petition date.  Provisions in subordination agreements would often provide, however, that no payments could be made to junior lenders until the senior lenders were paid in full with interest.  Senior lenders would rely upon these types of provisions to argue that even though they were not entitled to postpetition interest from the debtor, because their loans had not been paid in full with interest, they could receive postpetition interest from the distributions the junior creditors were to receive from the debtor.  Courts were hesitant to allow secured lenders to recover postpetition interest from distributions to junior lenders where they were not entitled to postpetition interest from the debtor.  See In re Bank of New England Corp., 364 F.3d 355, 361-62 (1st Cir. 2004).  To address their concerns, courts developed the "Rule of Explicitness," a common law rule of construction that permitted senior lenders to recover postpetition interest only if the subordination agreement permitted the senior lenders to recover such amounts in precise and unambiguous language.  See In re Time Sales Fin. Corp., 491 F.2d 841, 844-45 (3d Cir. 1974).

The Bankruptcy Code now explicitly provides for the treatment of subordination agreements in section 510(a).  Since courts no longer have to resort to their equitable powers to enforce subordination agreements, there is a question as to whether the Rule of Explicitness, an equitable tool of the bankruptcy courts, survived the enactment of the Bankruptcy Code.  The first court to consider the issue recognized the continuing vitality of the Rule of Explicitness.  See Ionosphere, 134 B.R. at 536 ("In the absence of language apprising the [junior lender] that 'amounts owing' includes the equivalent of post-petition interest to be carved out of the [junior lender's] principal claim . . . the subordination provision of the Indenture does not meet the Rule of Explicitness.").  The United States Court of Appeals for the Eleventh Circuit held, however, that the Rule of Explicitness did not survive the enactment of the Bankruptcy Code.  See Chemical Bank v. First Trust of N.Y., N.A. (In re Southeast Banking Corp.), 156 F.3d 1114 (11th Cir. 1998).  According to the Eleventh Circuit, the enactment of section 510(a) made clear that bankruptcy courts no longer were to enforce subordination agreements pursuant to their equitable powers, but rather were required to enforce the agreements pursuant to applicable state law.  Id. at 1124.  After finding no clear guidance as to whether applicable state law would allow the payment of postpetition interest, the Eleventh Circuit certified the question to the highest court in the applicable state, in this case the New York State Court of Appeals, which adopted the Rule of Explicitness as a "guiding interpretive principle of state contract dispute resolution" in bankruptcy cases.  Matter of Southeast Banking Corp., 710 N.E. 2d 1083, 1085-86 (N.Y. 1999).  Subsequently, relying on the decision of the New York State Court of Appeals, the Eleventh Circuit applied the Rule of Explicitness to interpret the subordination agreement.  In re Southeast Banking Corp., 179 F.3d 1307, 1308-09 (11th Cir. 1999).  The lesson of Southeast Banking is that, at least in the Eleventh Circuit, the Rule of Explicitness has continuing vitality only to the extent it is recognized by applicable state law.

In a recent decision, the United States Court of Appeals for the First Circuit further limited the applicability of the Rule of Explicitness.  See Bank of New England, 364 F.3d at 363.  The First Circuit agreed with Southeast Banking that the Rule of Explicitness did not survive the enactment of the Bankruptcy Code and that if it had any continuing vitality it was only as part of applicable state law.  The First Circuit disagreed with Southeast Banking, however, to the extent it permitted a state to fashion a bankruptcy-specific rule.  The First Circuit reasoned that since bankruptcy is an area of "distinct federal competence," section 510(a) did not vest states with the authority to craft bankruptcy‑specific rules.  Id. at 364.  Therefore, a state law Rule of Explicitness would only be enforceable if it were a product of general state contract law, and would be unenforceable if it were applied solely to bankruptcy cases.  Id.  Since the Rule of Explicitness adopted by the state in Southeast Banking was applied uniquely to bankruptcy cases, the court concluded that it was unenforceable, and remanded the case to the bankruptcy court to interpret the contested language of the intercreditor agreement under general principles of applicable state contract law. 

Despite the attention the Bank of New England case has garnered, it is difficult to see what real impact the decision will have when applied to postpetition interest provisions that have been relatively standardized.  Any interpretation of the postpetition interest provision of an intercreditor agreement should produce the same result whether the court applies the Rule of Explicitness or general state law principles of contract interpretation.  General principles of contract law in most states require the court to interpret contractual provisions by divining the intent of the parties.  If senior lenders insert unequivocal language into the intercreditor agreement permitting a senior lender to recover postpetition interest from the distributions made by the debtors to junior lenders in an attempt to satisfy the Rule of Explicitness, that language also should establish that the intent of the parties is for the senior lenders to receive postpetition interest prior to any distributions to the junior lenders.  

III. Dynamics Between First and Second Lienholders in Recent Cases



The following studies of three recent cases are representative of the important dynamics and issues that have arisen and will continue to arise in chapter 11 cases where the debtor's capital structure includes first and second lien debt.

A. The Sale of Assets to a Junior Lienholder — Westpoint Stevens, Inc.
In Contrarian Funds, LLC v. Westpoint Stevens, Inc. (In re WestPoint Stevens, Inc.), 333 B.R. 30 (S.D.N.Y. 2005), a holder of the debtor's prepetition secured debt, including some of the first lien debt, as well as a majority of the second lien debt, used its equity and its debtholdings as consideration for its purchase of substantially all the assets of the debtor.  The bankruptcy court order approving the sale transferred the debtor's assets to the purchaser free and clear of all liens, claims and encumbrances, as permitted by section 363 of the Bankruptcy Code, and directed the distribution of the sale proceeds as among the first and second lienholders, overruling the objections of the steering committee representing the first lienholders.  Pursuant to the sale order, the first lien was to be terminated upon distribution of equity consideration determined to have a value slightly higher than the amount of the first lien debt, and the remainder of securities, were to be distributed to the second lienholders.

On appeal, the district court held that the bankruptcy court misconstrued the relevant provisions of the applicable credit documents, and exceeded the authority granted to it under sections 105(a) and 363 of the Bankruptcy Code.  The district court pointed to certain provisions of the credit documents to conclude that such documents required cash payments to satisfy the debtholder's claims.  The district court held that the bankruptcy court erred because only the plan confirmation process, and not sections 105(a) and 363 of the Bankruptcy Code, authorizes the bankruptcy court to impair permanently the rights of creditors by compelling them to accept non‑cash consideration in full satisfaction of their claims, terminating their liens and delivering recoveries to junior lienholders.  In so ruling, the district court determined that the bankruptcy court could not rely upon sections 363(b) and 105(a) to ignore the first lienholders' rights to cash satisfaction of their claim and to cram down what was essentially an equity‑based plan of reorganization outside of a chapter 11 plan confirmation process.  As a result, it remanded the proceedings to the bankruptcy court, and ordered it to sell the securities and any other assets excluded from the section 363 sale in order to satisfy in full and in cash the claims of the objecting first lienholders, and only thereafter distribute any remaining securities or other proceeds to the second lienholders.
As one commentator has concluded, "[t]he lesson of WestPoint is that entities seeking to use non-cash consideration to purchase assets in bankruptcy and obtain a distribution on junior lien claims must either obtain the consent of the senior lienholder or the distribution of proceeds must await a confirmed chapter 11 plan."  Corinne Ball, Distressed Mergers and Acquisitions:  First Liens, Second Liens and Competing Bids, New York Law Journal Online (December 22, 2005), www.law.com/jsp/nylj/PubArticleNY.jsp?id=1135159509733.  

B. The Inability to Consent to a Priming Lien — American Remanufacturers, Inc.
In the bankruptcy case of American Remanufacturers, Inc., Case No. 05-20022 (Bankr. D. Del.), a subset of the senior lenders under a $21 million revolving credit facility sought to provide DIP financing to the debtor, a remanufacturer of high-quality driveline automotive products, who required immediate access to DIP financing to fund its ongoing operations.  The senior lenders offered to provide $30 million in DIP financing, which was sufficient to pay off the amounts outstanding on the senior revolver and fund the debtor's operations.  The financing was contingent upon the debtor agreeing to sell substantially all of its assets by an auction in which the senior lenders collectively would act as a stalking horse bidder.

The junior lenders under a $40 million term loan made a competing offer to provide DIP financing and to act as a stalking horse bidder at the auction.  The debtors rejected the junior lenders' offer because they believed they would not win a priming fight with the senior lenders, and, in any event, could not survive an expensive and protracted priming fight.  Accordingly, the debtors filed a motion seeking bankruptcy court approval of DIP financing on the terms proposed by the senior lenders.  The junior lenders objected to the motion, arguing, among other things, that the DIP financing triggered a provision in the intercreditor agreement that made their claims pari passu with the claims of the senior lenders.  The intercreditor agreement contained a provision — section 2.2 — that seemed to nullify the lien and debt subordination provisions of the intercreditor agreement if the senior lenders voluntarily agreed to subordinate their liens to another lien.  The junior lenders argued that the senior lenders' assent to the priming lien required by the proposed DIP financing would trigger section 2.2 of the intercreditor agreement, thus making the junior lenders' claims pari passu with the claims of the senior lenders.  The court agreed that that the DIP financing would trigger section 2.2, but did not decide whether that provision would make the junior lenders' claims pari passu with the senior lenders' claims.  Unwilling to take this risk, the senior lenders withdrew their offer to provide DIP financing, and the debtor filed a motion to convert its case to chapter 7.

C. Credit Bidding From a Second Lien Position — Horizon Natural Resources Company

In Horizon Natural Resources Company, Case No. 02-14261 (Bankr. E.D. Ky.), after a hedge fund abandoned a deal to provide exit financing to Horizon Natural Resources Company ("Horizon"), a new company formed by the New York buyout firm W.L. Ross & Co. ("W.L. Ross") joined with a group of second lien debt holders in an effort to use their debt position to acquire substantially all of the debtors' assets.  The W.L. Ross group, Newcoal LLC ("Newcoal"), collectively held the majority of the debtors' second lien notes and proposed to bid the entirety of the second lien debt, together with cash consideration and assumption of liabilities.  The cash portion of the purchase price was to be funded through an equity rights offering to all second lien holders in exchange for an assignment of their second liens.  

Under section 363(k) of the Bankruptcy Code, the holder of a claim secured by a lien on property of the estate that is being sold has the right to credit bid its entire allowed claim, both the secured and unsecured deficiency portions thereof, so long as the secured creditor's claim is senior to any other liens on the collateral.  Under the chapter 11 plans filed by the debtors, the first lienholders were to be paid in full.  As a result, after payment of the first lienholders, the claims of the second lienholders would be senior to any other lien and, thus, eligible to be credit bid.  

Certain other bidders in the auction and other parties filed objections to Newcoal's statement of intent to credit bid, arguing that under section 363(k) of the Bankruptcy Code the bankruptcy court could deny a party the right to credit bid "for cause."  Cause existed in this case, the bidders argued, because permitting Newcoal to credit bid would chill the bidding process and prevent the estate from realizing the maximum value for its assets.  In rejecting the bidders' arguments, the bankruptcy court concluded that the objectors had failed to establish "cause" under section 363(k).  Accordingly, Newcoal was permitted to credit bid the amount of its second lien claims.  At the conclusion of the auction, Newcoal emerged as the winning bidder with a $786 million bid — $304 million in cash and $482 million in second lien notes.

By employing this strategy, investors in securities of an entity in financial distress can secure a competitive advantage by using credit bidding to reduce their acquisition costs.

IV. Conclusion

In recent years, second lien financings have increased in popularity with both borrowers and lenders.  In an effort to protect its interests, a first lien lender will seek to incorporate numerous provisions in intercreditor agreements with a lender that is considering taking a second lien position with a particular borrower.  As demonstrated above, first lien lenders must be mindful of the relative importance of the various protective measures available to first lien lenders as well as the uncertainty surrounding the enforceability of these provisions in the event of a bankruptcy filing.  Likewise, second lien lenders must be aware of the material impact that provisions in intercreditor agreements that are not solely "lien subordination" provisions may have on their rights and recoveries.  In light of this uncertainty, lenders should be vigilant and stay informed regarding the current state of case law in this area.
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