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Unitranche Financing Facilities:  
Simpler or More Confused?

Brad B. Erens and David A. Hall

The unitranche financing facility, versus a more traditional two-loan 
structure, is widely thought to generate efficiencies, ease the process of clos-
ing, streamline administrative functions, and, ultimately, to pass along 

cost savings to lenders and borrowers. The authors of this article examine 
unitranche financing facilities, and conclude that while unitranche deals 
offer clear benefits, there are significant elements of uncertainty associated 
with such deal structures that the careful practitioner must be aware of in 

drafting loan documents and advising clients.

Unitranche facilities are a relatively recent innovation in the middle 
market lending sector designed as an alternative to the typical first 
and second lien loan structure.  The unitranche facility, versus a 

more traditional two-loan structure, is widely thought to generate efficien-
cies, ease the process of closing, streamline administrative functions, and, ul-
timately, to pass along cost savings to lenders and borrowers.  
	A  middle market loan is often structured as two separate loans — a first 
lien facility and a second lien facility.  The first lien facility generally consists 
of the larger portion of the overall borrowing, including, potentially, both a 
term and revolving loan.  The first and second lien lenders commonly will 
take security interests in the same collateral — substantially all of the borrow-

Brad B. Erens is a partner in the Business Restructuring and Reorganiza-
tion practice at Jones Day in Chicago.  David A. Hall is an associate in the 
Banking and Finance practice at the firm. The authors may be contacted 
at bberens@jonesday.com and dahall@jonesday.com, respectively. 

Published by Matthew Bender & Company, Inc. in the September 2013 issue of 
Pratt’s Journal of Bankruptcy Law.  Copyright © 2013 Reed Elsevier Properties SA. 



Pratt’s Journal of Bankruptcy Law

488

ers’ assets — with the relationship between the first and second lien lenders 
governed by an “intercreditor agreement” that delineates the priorities of the 
lenders in the collateral and sets forth the rights and obligations among the 
lenders.  More specifically, the intercreditor agreement typically will subordi-
nate the liens and rights of the second lien lenders (including rights to pay-
ment) to those of the first lien lenders and may require the second lien lenders 
to “standstill” on any enforcement actions in respect of the collateral until 
such time as the obligations owing under the first lien facility are paid in full.  
	T he intercreditor agreement also contains a myriad of other provisions 
that govern the rights of the first and second lien lenders in the context of a 
bankruptcy proceeding, including the rights of the lenders to object to asset 
sales or the borrower’s proposed plan of reorganization, credit bid in asset 
sales, receive adequate protection or postpetition interest, consent to the use 
of cash collateral, or provide debtor in possession financing, among other 
things.  The borrower is typically a party to the intercreditor agreement.  
	 Importantly, the first and second lien facilities are entirely separate credit 
arrangements, although particular lenders may hold both first or second lien 
debt.  Each loan in this two-loan structure is governed by its own fully nego-
tiated set of lending documents (although the documentation likely will be 
similar between the facilities), including, among others, a credit agreement, 
security agreement, guaranties, collateral trust agreements, and other support-
ing documentation negotiated and prepared by separate counsel and other ad-
visors.  Each loan also will typically be administered independently by separate 
collateral and administrative agents.  Fees and costs associated with negotiating, 
documenting, and administering each of the first and second lien facilities — 
including agent fees and professional expenses — are borne by the borrower 
independently.  
	T he unitranche facility offers an interesting alternative in middle market 
deals, where cost sensitivities have driven lenders to offer more streamlined 
products.  The unitranche structure has found a popular audience as a poten-
tially simpler, more cost-effective method of funding a middle market com-
pany than traditional structures.  While trends in the unitranche space are 
beginning to emerge, it is important to remember that these deal structures 
are still somewhat nascent, and, thus, terms may vary widely between deals 
and will turn on the relative negotiating positions of the parties.
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	 In contrast to the first lien/second lien deal structure described above, a 
unitranche facility is structured as a single loan, secured by a single first lien 
in collateral, but with two tranches of debt — a “first out” tranche and a “last 
out” tranche.  The first out tranche also may contain a revolver.  As the names 
imply, the first out tranche of the facility has priority in payment over the last 
out tranche.  Fees and interest, and any amortization, are allocated dispropor-
tionately among first out and last out lenders based on the relative risk of the 
lenders, and, typically, the last out tranche accrues at a higher rate of interest 
than the first out tranche.  The borrower pays one blended interest rate on 
the entire amount of the facility, and the entire loan balance is amortized over 
a single amortization schedule.  In some instances, the loan may be weighted 
more heavily in the last out tranche.  
	T he relationship between the first out and last out lenders is governed 
by an “agreement among lenders” (“AAL”).  The AAL operates much like 
an intercreditor agreement and sets forth many of the operative provisions 
of the unitranche structure, including those provisions that subordinate the 
interests of the last out lenders to those of the first out lenders.  Interestingly, 
unlike an intercreditor agreement, the borrower is typically not a party to 
the AAL, and, as a general matter, the borrower may have very little visibility 
into the two-tiered nature of the credit facility.  This may ultimately prove a 
disadvantage to the borrower, as there is a general lack of transparency with 
respect to the lender group and the varying economic interests among them, 
which could complicate any effort to restructure a unitranche loan.

A Closer Look at the Unitranche Subordination 
Structure

	A mong the lenders, the AAL contains important features that distinguish 
between first out and last out lenders, the most important of which are dis-
cussed below.  From a practice perspective, it is critical to note that issues not 
adequately addressed in the AAL are resolved by reference to the underlying 
credit agreement.  Thus, in order to maximize predictability, it is critical to 
ensure that the key elements of the parties’ agreement are adequately resolved 
by the express terms of the AAL or credit agreement.
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Payment Waterfall

	 The chief function of the AAL is to establish the payment waterfall 
among the first out and last out lenders.  The common structure of a uni-
tranche facility provides that interest payments, and, in some instances, prin-
cipal payments, made by the borrower in the ordinary course of the loan will 
be apportioned among the first out and last out lenders by the administrative 
agent in accordance with their pro rata shares of the debt, with the blended 
rate of interest and method of apportionment, unique for each deal.  
	 Proceeds of collateral, however, following an enforcement of remedies 
by the collateral agent, or, in some cases, any payments received from the 
borrower following a material event of default (such as a bankruptcy filing, 
violation of a leverage ratio covenant or a payment default) will typically be 
paid: first, to the administrative and/or collateral agent on account of fees 
and expenses; second, to the first out lenders on account of fees and expenses; 
third, to the agents for interest and principal owing on any advances, and 
fourth, to the first out lenders on account of first out debt obligations, in-
cluding principal and interest.  Only once these amounts have been paid in 
full (including postpetition interest in the case of a bankruptcy filing) are the 
last out lenders entitled to receive any payment on account of their fees and 
expenses, or the principal and interest owing in respect of the last out debt.
	A dditionally, it is common for optional and mandatory prepayments, 
and in some deals, amortization payments, to be applied first toward the 
principal of first out loans until paid in full, and only then to the principal of 
the last out loans.  However, in some instances, mandatory prepayments from 
excess cash flow or equity proceeds may be made ratably among first out and 
last out lenders.  

Voting Rights – Remedies Enforcement and Amendments

	 It is typical in larger credit facilities, which contain more than one level 
of secured debt and one or more syndicate of lenders, for the applicable loan 
documents to delineate clearly the voting rights among lenders within a facil-
ity, and to award some composition of “required lenders” the power to direct 
the administrative and collateral agents to act in certain instances, including 
in the face of an event of default.  As credit facilities have grown larger and 



Unitranche Financing Facilities:  Simpler or More Confused?

491

more widely syndicated, disputes regarding the power of the majority lenders 
to direct the agent to act, and an agent’s ability to bind dissenting lenders on 
important issues have arisen, with fairly consistent results in the courts, as 
discussed in greater detail below.
	 In the unitranche context, these issues are perhaps of greater complexity 
given the unique relationship between the first out and last out lenders.  As 
with many of the more important aspects of unitranche deals, there are no 
set market terms for how voting rights should be apportioned among the first 
out and last out lenders, or governing which lenders should have the power 
to direct the agent.
	A  common variation, however, allows “required last out lenders” (i.e., 
holders of at least 50 percent of last out debt) to participate in decision-
making with respect to the enforcement of remedies or the amendment 
of key credit documents until there is a material event of default — typi-
cally, the violation of a leverage ratio covenant, a payment default, or the 
commencement of a bankruptcy or insolvency proceeding.  Following an 
event of default of this nature, only the “required” first out lenders (i.e., 
holders of 50 percent or more of the first out debt) can direct the agent to 
exercise remedies or amend the lending documents.  Moreover, irrespective 
of whether there is a continuing event of default, first out lenders typically 
have the exclusive right to agree to any amendments to the credit docu-
ments that impact material financial terms of the first out debt or any finan-
cial covenants.

Buy-Out Option

	T he typical AAL contains a “buy-out” option under which the last out 
lenders have the right, under certain defined circumstances, to buy out the 
100 percent interests of all, or a certain sub-set of the first out lenders.  Trig-
gering events for the buy-out option typically include (but are not limited to) 
the following situations:

•	 a maturity of the loan obligations has been accelerated based on an event 
of default under the terms of the applicable loan documents;

•	 another event of default  under the applicable loan documents;
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•	 the collateral agent is required to commence remedies, including enforce-
ment actions, or has exercised any secured creditor remedies with respect 
to any loan party;

•	 violation by the borrower of certain leverage ratio covenants; or

•	 the occurrence and continuance of an insolvency proceeding.

	A ll, or some sub-set, of the last out lenders may elect to initiate the buy-
out option by giving notice to the administrative agent of their intention to 
buy out the first out interests following the occurrence of one of the afore-
mentioned trigger events.  Within a period of time that notice has been re-
ceived by the agent — typically five to 10 business days — the electing last 
out lenders are committed to buy 100 percent of the first out interests in a pro 
rata amount based on their holdings of last out interests.  The purchase price 
is, generally speaking, equal to the outstanding obligations (principal and 
interest) owing in respect of the first out loan obligations, including term and 
revolving loans, committed letters of credit, and the fees and expenses owing 
to the first out lenders.  
	C ertain AALs additionally give last out lenders a buy-out option in the 
event that the required last out lenders have agreed to certain modifications 
or amendments to the loan documents, and the required first out lenders 
have not given such consent.  In these, or similar instances, the last out lend-
ers may be permitted to buy out the amount of the “hold out” first out loan 
interests as necessary to permit the amendment or modification.
	 In either instance, the buy-out option is designed to give the last out lend-
ers some element of control in instances where the loan has become a troubled 
credit and the payment of the last out debt may be in jeopardy.  While these 
provisions may impact the liquidity of the loans, the careful practitioner will 
consider these provisions closely before including them in an AAL.

Right of First Refusal

	A nother common feature of an AAL is a right of first refusal, whereby 
the lenders — both first out and last out — agree that before selling or other-
wise transferring their interests in any of the debt to a third party, the selling 
lender must offer its right in the debt position to the administrative agent 
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(who may also be a lender) prior to consummating a sale to a third party.  In 
some instances, it is only the last out lenders who may have this right of first 
refusal.  As with the buy-out right, the right of first refusal is designed to give 
the existing parties to the loan some element of control within the lending 
syndicate.  

Agreements on Conduct in Bankruptcy

	A n AAL may also address certain issues relating to the parties’ conduct in 
a bankruptcy proceeding, which may or may not resemble those set forth in 
a typical intercreditor agreement depending on the relative negotiating power 
of the parties.  For instance, AALs will typically place restrictions on the abil-
ity of first out and last out lenders to commence involuntary insolvency pro-
ceedings against the borrower.  AALs will also commonly preserve the ability 
of lenders to object to proceedings in their capacity as unsecured creditors.  
Moreover, and importantly, AALs will set forth procedures for requiring and 
obtaining any necessary consent with respect to the use of cash collateral or 
debtor-in-possession financing, as well as for conducting or objecting to sales 
of assets under Section 363 of the Bankruptcy Code.  
	N evertheless, last out lenders will not typically agree in advance to any 
kind of asset sale, debtor in possession financing, use of cash collateral or 
other important bankruptcy proceeding matter.  Moreover, it is not uncom-
mon for the first out lenders to agree not to object to a sale of any collateral 
free and clear of their liens, provided that the collateral agent and the last out 
lenders have consented to the sale.  In such situations, however, the first out 
lenders’ liens will typically attach to the proceeds of the sale, and the waterfall 
scheme set forth in the AAL would apply to the distribution of the proceeds.  
	F irst out lenders also may agree not to object to debtor-in-possession 
financing provided by the last out lenders so long as the first out lenders are 
not primed as part of the bankruptcy financing, the first out lenders are af-
forded adequate protection liens on postpetition assets to the same extent as 
the postpetiton lenders, and the amount of postpetition financing does not 
exceed a certain express cap.  In each instance, the first out lenders will com-
monly retain their rights to object in their capacities as unsecured creditors, 
or to the extent the proposed transaction is not in accordance with the AAL.
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Common Benefits of the Unitranche Facility

	T here are a number of reasons why the unitranche structure is attrac-
tive in smaller sized deals.  As a general matter, transaction costs are lower 
in unitranche deals than the typical first lien/second lien structure because 
there are fewer financing agreements and fewer parties to the negotiations.  
For the same reasons, unitranche deals can close more quickly than a more 
traditionally structured deal.  Additionally, unitranche loans are not typically 
syndicated widely, if at all, and thus, there is greater certainty of closing on 
schedule and in accordance with the originally agreed upon terms.  Moreover, 
with fewer lenders in a unitranche deal, a borrower may benefit from stream-
lined due diligence.
	O n the administration side, a unitranche deal features a single administra-
tive agent and collateral agent, which reduces costs, and fewer lenders can mean 
more streamlined decision-making.  With respect to pricing, there is some per-
ception that a unitranche deal may offer some interest savings in that a single 
rate for the borrower may be less than the blended rate of first and second lien 
debt under a more traditional structure.  Nevertheless, as discussed at greater 
length below, the uncertain nature of certain key issues with respect to the treat-
ment of a unitranche facility in bankruptcy may offset, at least in part, some of 
the perceived benefits of the more streamlined loan structure.

Enforcement and Bankruptcy Related Issues

	T he relatively recent advent of the unitranche structure raises some in-
teresting questions in the context of a bankruptcy proceeding, where the en-
forcement of an AAL, and the various issues that commonly arise between 
lenders in a bankruptcy proceeding are, to date, untested.  Many of these 
issues are addressed below.

Enforcement of an AAL as a Subordination Agreement

	T o our knowledge, a bankruptcy court has never passed on the issue of 
whether an AAL is enforceable in a bankruptcy proceeding, and thus, bind-
ing in that context.  Pursuant to Section 510(a) of the Bankruptcy Code, a 
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“subordination agreement is enforceable under [the Bankruptcy Code] to the 
same extent that such agreement is enforceable under applicable nonbank-
ruptcy law.”1  Thus, to the extent an AAL is considered a “subordination 
agreement” and is otherwise enforceable under applicable state law, the AAL 
should fall within Section 510(a) of the Bankruptcy Code and would be en-
forced by its terms.  
	A  key threshold issue, however, is whether the bankruptcy court would 
have jurisdiction over a dispute arising out of the AAL given that the bor-
rower is not a party to the agreement.  Bankruptcy courts are generally 
loathe to preside over purely third party disputes, and in particular, intra-
creditor fights that do not implicate the debtor.  Given that any dispute 
between a first out and a last out lender would necessarily require the bank-
ruptcy court to delve into the minutiae of an agreement between lenders 
to which the debtor is not even a party, a bankruptcy court could very well 
determine that any dispute between the lenders is not properly before it.  
In such case, the parties would presumably end up in the appropriate state 
court to settle the contract dispute.
	N evertheless, Section 510(a) of the Bankruptcy Code does not state that 
the debtor must be a party to the contract for the subordination agreement 
to be enforceable in bankruptcy.  Moreover, to the extent a dispute relates 
to a lender’s treatment under a Chapter 11 plan (such as classification, pay-
ment of postpetition interest, etc.), a court may very well decide the issue.2  
Some agreements we have seen go so far as to expressly state that the AAL 
shall constitute a subordination agreement for purposes of Section 510(a) 
of the Bankruptcy Code, and, therefore, are enforceable by their terms in a 
bankruptcy proceeding.  It is unclear, however, that such language would be 
dispositive of the issue.  
	T o the extent a bankruptcy court did entertain a dispute among lenders 
with respect to an AAL, the court could look to existing law in the subordina-
tion agreement context for guidance.  In that regard, bankruptcy courts have 
consistently enforced subordination agreements to subordinate a junior lien-
holder’s right to payment under a plan of reorganization.3  And, as discussed 
in greater detail below, courts have specifically enforced subordination agree-
ments in the context of a senior lender’s ability to collect postpetition interest 
prior to any recovery by a junior creditor.4
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	 In some instances, however, courts have not enforced a subordination 
agreement when such agreements infringed on what the courts considered 
to be fundamental bankruptcy rights, such as preventing a party from voting 
on a plan of reorganization or objecting to key issues within a bankruptcy 
proceeding.5  But even then, courts are hardly uniform on the issue.6  Some 
courts have also refused to enforce a subordination agreement where its sub-
ordination provisions were not sufficiently specific to give the junior creditor 
notice of the subordination.7

	T hus, to the extent a bankruptcy court were to treat an AAL as a sub-
ordination agreement, and further entertain a dispute between first out and 
last out lenders regarding its subordination provisions, a court would, based 
on existing precedent, likely enforce the agreement except to the extent, 
potentially, that the last out lenders had been forced to forego what courts 
have considered to be fundamental bankruptcy rights.  Many of the AALs 
we have seen expressly preserve the right of respective lenders to participate 
in proceedings in their capacity as unsecured creditors, to vote on a plan 
of reorganization, to provide and object to debtor in possession financing 
and use of cash collateral, and to partake in, or object to, the sale of assets 
in a proceeding.  Consequently, these agreements would appear to comport 
with existing case law on the enforcement of a subordination agreement.  
Nevertheless, enforcement of an AAL is not certain in bankruptcy no mat-
ter how tight the drafting, which could result in the first out and last out 
lenders dueling in an applicable non-bankruptcy court.

Collection of Postpetition Interest

	A ssuming an AAL is enforced as a subordination agreement in bankrupt-
cy, another interesting issue that may arise in the bankruptcy context is the 
ability of a first out lender to collect postpetition interest on its claim prior 
to a last out lender collecting on its claim.  As has been well established, the 
general rule in bankruptcy is that creditors — secured and unsecured — are 
not entitled to collect interest that accrues on their prepetition claims follow-
ing the filing of a bankruptcy petition.8  An exception to that general rule is 
set forth in Section 506(b) of the Bankruptcy Code, which allows a secured 
creditor to recover reasonable fees, costs and interest that accrue postpetition 
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and which arise under the express terms of a credit agreement, to the extent 
that such secured creditor is “oversecured” by its collateral.9

	 In the typical first lien/second lien scenario, the determination of wheth-
er a first lien creditor is oversecured, and thus entitled to postpetition interest, 
is a relatively simple matter after the amount of the claim is settled and the 
collateral securing the claim has been valued.  Provided the collateral is worth 
more than the claim, the first lien lender is entitled to postpetition interest; 
and pursuant to the typical intercreditor agreement between the first and sec-
ond lien lenders, the first lien lender may be entitled to collect such interest 
prior to any distribution to the second lien lender.
	 In the unitranche structure, determining whether a first out lender is 
entitled to postpetition interest is a more complicated endeavor given that 
the first out and the last out lenders hold different tranches of the same first 
lien claim.  Unlike the first lien/second lien scenario, there are not separate 
claims against the debtor that can be easily delineated in a unitranche deal.  
Moreover, the debtor is not even a party to the AAL, the operative docu-
ment that arguably bifurcates the first out and last out claims.  Thus, a court 
could decide that first out and last out claims are simply one claim against 
the debtor.  Thus, if the entire claim is worth less than the collateral, the first 
out lenders (even if otherwise “oversecured”) are undersecured for purposes 
of 506(b), and therefore, not entitled to postpetition interest.  
	T he court in Ionosphere faced a similar factual scenario and reached that 
very conclusion.  In that case, the debtor had issued three series of notes 
under the same indenture, each in differing amounts, at differing interest 
rates, and each with separate trustees.10  Each issuance was secured by a first 
lien on the same collateral — a pool of aircraft and engines.11  As of the pe-
tition date, the aggregate outstanding amounts owing under the notes was 
$453,765,000, with $187,934,000 owing on the first series, $168,665,000 
owing on the second series, and $97,166,000 owing on the third series.12  
The debtor ultimately sold the collateral in the bankruptcy proceedings for 
approximately $232,000,000.13

	T he debtor and the collateral trustee agreed by stipulation to a turnover 
of nearly all of the proceeds (save for a small holdback for certain expenses 
and claims), and thereafter, the first series noteholders instructed the collater-
al trustee to turn over all of the proceeds on account of first series noteholder 
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claims, which represented both the principal and interest owing on the peti-
tion date, as well as postpetition interest.14  The first series noteholders argued 
their claim was oversecured because the proceeds exceeded the amount of 
their claim on the petition date, and, pursuant to an intercreditor agreement 
among the various series of noteholders, the first series noteholders were en-
titled to the full payment of postpetition interest prior to any recovery by the 
second or third series noteholders.15  Conversely, the second series holders 
argued that only $187,934,000 of the proceeds should be turned over to the 
first series holders — the principal and interest owing on account of their 
claims as of the petition date — with the remainder turned over to the second 
series holders on account of their claims.16

	T he first issue addressed by the court was whether the three series of 
notes should be considered three separate claims, as argued by the first series 
holders, such that the first series could be considered “oversecured.”  The 
court held the claims should be considered one claim — and thus, underse-
cured — writing that:

	 It is clear that if the three Series held separate liens against the Collateral, 
then the First Series would be oversecured and would be entitled to post-
petition interest, but that is not the structure of this transaction.  The 
Debtor granted only one lien, only one secured claim, in favor of all the 
Certificateholders.  How the rights to proceeds of the lien collateral were 
to be distributed under the Indenture was an intramural matter for the 
Collateral Trustee and the various series, not the Debtor.17  

	 Because there was only one secured claim against the debtor, the court 
found the claim to be undersecured as a whole, and thus, the first series were 
not entitled to postpetition interest from the debtor.18

	T hat conclusion did not end the court’s analysis, however.  The court 
went on to discuss the relative rights of the secured lenders under their 
subordination agreement, which the court found to be enforceable in bank-
ruptcy under Section 510(a) of the Bankruptcy Code.19  The first series 
argued that if postpetition interest could not be recovered under Section 
506(b) of the Bankruptcy Code from the debtor, the first series notehold-
ers were still entitled to recover postpetition interest on their claims out of 
the recovery to junior creditors to the extent provided by the terms of the 
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intercreditor agreement between the parties.20  The court ultimately held 
that applicable state law (New York) requires that any right of the first lien 
lenders to recover postpetition interest out of the recovery to the second 
lien lenders to be clear and explicit, and that the intercreditor agreement 
was not sufficiently clear on this point to notify the junior noteholders 
that their claims might be subordinated in this fashion.21  Nevertheless, the 
court held out the possibility that if clear and explicit, an agreement of this 
nature could be enforced.22

	S ince the ruling in Ionosphere, the jurisprudence on the ability of an 
undersecured creditor to collect postpetition interest on its claim from a 
junior creditor under the terms of an intercreditor agreement is fairly well 
developed.  In that regard, courts have held that a senior creditor under a 
subordination agreement can assert that its claim is entitled to postpeti-
tion interest, with the payment of interest coming not from the debtor’s 
estate, but from the dividend that would otherwise be paid in respect of 
the subordinated claim.23  Courts have followed this logic, provided that 
the agreement in question is consistent with applicable state law, which 
generally requires the subordination to be clear and explicit.24  Prior to the 
enactment of Section 510(a), this was known in jurisprudence as the “rule 
of explicitness,” which was replaced with the enactment of Section 510(a) 
and reference to applicable state law.25

	 Based on the foregoing, it seems likely that, pursuant to the reasoning 
in Ionosphere, a unitranche facility would be considered a single secured 
claim based on the single facility and the single lien granted in respect of 
the claim.  Thus, to the extent that the total aggregate unitranche claim was 
undersecured, an “in the money” first out lender is unlikely to be able to 
recover postpetition interest from the borrower’s estate under 506(b) of the 
Bankruptcy Code.
	N evertheless, under the reasoning of Ionosphere and related cases, a first 
out lender may still be able to collect postpetition interest at the expense 
of a last out lender under the terms of the AAL, provided that the right to 
recovery is clear and explicit, particularly when the agreement in question is 
governed by New York law (which still follows the rule of explicitness).  As 
such, simply providing that all first out obligations are to be “paid in full” 
prior to the receipt of funds by the last out lenders is insufficient in this re-
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gard.  Instead, the AAL should make clear that no recovery in a bankruptcy 
proceeding is to be had by the last out lenders unless and until all the claims 
of the first out lenders are paid in their entirety, including, without limita-
tion, all claims for postpetition interest and other fees and expenses associated 
with the bankruptcy.  

Classification of Claims, Claim Treatment and Confirmation-
Related Issues

	 Probably the most critical, and complicated issues that arise in the bank-
ruptcy context —  which potentially weigh on how much flexibility a borrower 
has to restructure a unitranche facility — relate to the classification and treat-
ment of the first out and last out claims.  These issues are of particular impor-
tance if a unitranche deal is more heavily weighted in the last out tranche.  In 
such instances, if first out and last out claims are classified together, the last out 
lenders could hold a blocking position within the class of lenders on any Chap-
ter 11 plan despite having been subordinated under the AAL, thus potentially 
making the last out lenders a relevant negotiating party.  
	S ection 1122(a) of the Bankruptcy Code sets forth the rules for classify-
ing claims in a plan, providing that “a plan may place a claim or an interest 
in a particular class only if such claim or interest is substantially similar to 
the other claims or interests of such class.”26  While the Bankruptcy Code 
provides that substantially similar claims may be classified together, the Bank-
ruptcy Code does not require that they be classified together.27

	N evertheless, courts have constructed some limitations on a debtor’s abil-
ity to classify similar claims separately.  For example, in John Hancock, the 
Third Circuit noted that:

	 [I]t seems clear that the Code was not meant to allow a debtor complete 
freedom to place substantially similar claims in separate classes.  The crit-
ical confirmation requirements set out in section 1129(a)(8) and section 
1129(a)(10) would be seriously undermined if a debtor could gerryman-
der classes.28  

Thus, the Third Circuit explained that, while the Bankruptcy Code does not 
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necessarily prohibit the placement of similar claims in different classes,

	T here must be some limit on a debtor’s power to classify creditors in 
such a manner [to assure that at least one class of impaired creditors will 
vote for the plan and make it eligible for cram down consideration by the 
court].  The potential for abuse would be significant otherwise.  Unless 
there is some requirement of keeping similar claims together, nothing 
would stand in the way of a debtor seeking out a few impaired creditors 
(or even one such creditor) who will vote for the plan and placing them 
in their own class.29

	C onsequently, a classification scheme must be reasonable in light of the 
purposes that classification serves under the Bankruptcy Code — voting to 
determine whether a plan can be confirmed, and the treatment of claims 
under the plan.  For purposes of cramming down a plan on a class of dissent-
ing creditors, this means that each class must represent a voting interest that 
is sufficiently distinct and weighty to merit a separate voice in the decision-
making process on a plan.
	 In the context of secured claims, creditors with liens of different prior-
ity in the same property will usually be classified separately in a Chapter 11 
plan.30  This is particularly the case where treatment among secured creditors 
will vary.31  Thus, secured claims are very commonly classified together when 
such claims arise from the same agreement and are secured by, and have the 
same priority in, the debtor’s property.32

	 Based on the foregoing well-established law, in the typical first lien/sec-
ond lien structure first lien lenders and second lien lenders are almost uni-
formly classified separately, as the claims held by each group arise out of dif-
ferent credit agreements and have different priorities in the debtor’s collateral.  
Moreover, given the different priorities in the debtor’s assets, first and second 
lien lenders also typically receive quite different treatment under a plan.  Due 
to their subordinated nature, the second lien lenders may have little control 
over the plan process, or the treatment of the first lien lenders in a restructur-
ing.  Sometimes, the debtor may negotiate almost exclusively with the first 
lien lenders regarding the terms of a restructuring, with the second lien lend-
ers playing a more minor role in any negotiations.
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	 In a unitranche scenario, however, it may not be clear how a debtor 
should classify and then treat the first out and last out claims under a plan 
of reorganization.  Assuming a unitranche facility where the last out lenders 
hold a blocking position if classified with the first out lenders, and further as-
suming that there is no consensus among the debtor and the last out lenders 
with respect to a restructuring, the debtor will need to seek confirmation of its 
plan over the objection of the dissenting last out lenders through cramdown.  
Section 1129(b) of the Bankruptcy Code sets forth the requirements for ap-
proving a plan of reorganization over the objections of a secured creditor, 
providing that in order to cram down a plan on a dissenting class of secured 
creditors, the plan must avoid unfairly discriminating against such class, and 
the plan must be fair and equitable in the treatment of the claims of such 
class, requirements discussed at greater length below.33  Section 1129(a)(10) 
(applicable in a cramdown) also requires that at least one class of impaired, 
non-insider creditors votes to accept the plan.  
	F rom the debtor’s perspective, the simplest plan structure would be to 
classify the first out and last out claims together, and provide all lenders the 
same treatment under the plan, with any distributional true-up under the 
AAL administered by the lender’s administrative agent.  From a legal perspec-
tive, this classification and treatment of the unitranche lender claims would 
be the least controversial, and would not appear to run afoul of any bank-
ruptcy jurisprudence.  Moreover, the debtor would not be burdened with the 
complicated task of determining the varying economic interests among the 
lenders in proposing the treatment of lender claims.
	N evertheless, by classifying all of the lenders together, the plan could 
be voted down by the unitranche lender class because, under the assumed 
facts,  the dissenting last out lenders would hold a blocking position on the 
plan vote.  Thus, the debtor could have to cram down the plan on the entire 
class of unitranche lenders, thus triggering the “fair and equitable” require-
ments of Section 1129(b) of the Bankruptcy Code.34  In order for the plan 
to be fair and equitable, the lender class would need to retain its liens on the 
debtor’s assets, and the plan must provide for a stream of payments to the 
lenders over a reasonable period of time and accruing at an interest rate that 
reflects the “present value” of the lenders’ claims as of the effective date of 
the plan.  Presumably, under this plan structure, the debtor would propose 
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replacing the prepetition debt with a secured note that reflects the full facil-
ity amount, accruing interest at a rate that protects the present value of the 
entire facility, and would not otherwise give effect to the economic variables 
set forth in the AAL.
	A s noted, the debtor needs to secure the affirmative vote in favor of the 
plan by at least one class of impaired, non-insider creditors.  Thus, if the debt-
or does not have sufficient support of the lenders to carry the plan through 
to confirmation, attention will need to be given to gaining the support of 
some other voting constituency to obtain the necessary affirmative vote of 
an impaired class.  Although beyond the scope of this article, there are well-
established restrictions on a debtor’s ability to create what courts consider to 
be “artificially” impaired classes of creditors for the purpose of securing the 
vote of an impaired class.35  Thus, the careful practitioner will ensure that 
there is at least one truly impaired class of creditors that supports the plan — 
the most likely being general unsecured creditors, to the extent they can be 
convinced that the plan offers them enhanced recovery over the alternatives.  
Absent the affirmative vote of an impaired class, this classification and treat-
ment strategy will not succeed.
	 In an effort to avoid the classification issue altogether, we have seen AALs 
where the first out and last out lenders simply agree among themselves that 
their respective claims shall be classified separately in a bankruptcy.  Given 
that the debtor is not a party to the AAL, as noted, it is unclear that such 
an agreement would be enforceable against the debtor.  Thus, if the debtor 
chose to classify the first out and last out lenders together, it is unclear that 
the lenders could force a different result by virtue of the AAL.  Nevertheless, 
the debtor may choose to give effect to this classification agreement and sepa-
rately classify the lender claims.  The question at that point is, what treatment 
to provide each class of lenders.
	F or simplicity of administration, the debtor could provide each class with 
the same treatment (i.e., a secured note, for instance) with any distributional 
true-up under the AAL to be administered by the lenders’ administrative agent.  
Under ordinary circumstances, a treatment such as this would be very contro-
versial, as separately classifying, and yet providing the same treatment to, credi-
tors of the same priority would draw scrutiny as potential vote gerrymandering.
	A long those lines, the last out lenders could resist this approach argu-
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ing that separate classification is impermissible in this instance because, al-
though the AAL sets forth differing priorities among the lenders, the debtor 
is not a party to the AAL, and, thus, cannot be enforced by the debtor.  
Moreover, vis à vis the debtor, the first out lenders and the last out lenders 
each hold a single first lien claim against the same collateral, which arises 
out of the same credit agreement.  Thus, under existing case law, the last 
out lenders might argue there is no basis for separately classifying the first 
out and last out lenders, particularly if separate classification is proposed to 
simply influence the outcome of plan voting, which appears obvious given 
the similar treatment among classes.
	T he debtor could nevertheless cogently assert that an agreement regard-
ing the classification of first out and last out claims, while not enforceable 
against the debtor (because it is not a party to the agreement), could very 
well be enforced among the lenders as parties to the AAL, consistent with the 
Ionosphere opinion.36  Moreover, the debtor could assert that by agreeing to 
separate classification in the AAL, the last out lenders implicitly waived any 
right to object to separate classification and are thus estopped from opposing 
the plan on that ground.  
	T here are also arguably substantive bases for separately classifying the 
first out and last out claims.  For instance, the debtor could argue that by 
virtue of the AAL, the first out and last out claims are substantially different, 
and have different rights to recovery, thus creating very different legal rights 
against the estate, thus justifying separate classification.  Moreover, providing 
what appears to be the same treatment in this context simply is designed to 
give effect to the distributional agreement among the lenders, which results 
in different recoveries among such lenders and is best enforced by the lenders’ 
administrative agent, not the debtor.  It could be further asserted that the fact 
that the debtor is not a party to the AAL should be of no moment because, 
as noted above, Section 510(a) of the Bankruptcy Code simply provides that 
subordination agreements are enforceable in bankruptcy and contains no re-
quirement that the debtor be a party to such agreement.  
	N evertheless, it is unclear how a court would decide this issue.  From a 
drafting perspective, it may be best practice to include language in an AAL 
expressly providing that not only do the lenders agree to separate classifica-
tion, but that the last outs expressly agree to give the AAL economic effect 
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under any Chapter 11 plan and waive any objections they may have to a plan 
based on classification.
	T he debtor’s other option would be to classify the lender claims sepa-
rately and to provide different treatment to the first out and last out lend-
ers, consistent with the economic terms of the AAL.  This may be the most 
complicated plan structure of the various potential options, raising a myriad 
of issues that are not easily answered.  Aside from the classification issues that 
have been analyzed above with respect to separately classifying the first out 
and last out claims, if the debtor has little visibility into the economics of 
the agreement among the lenders, how would the debtor propose a plan that 
gives express legal effect to the AAL?  How would the rights among the lend-
ers be governed post-confirmation with respect to distributions if the parties 
are issued new debt documents pursuant to the plan — would the AAL still 
control, or would the plan control?
	 Moreover, if the plan provided the last out lenders with significantly dif-
ferent, and worse treatment than the first out lenders, the last out lenders 
would have an argument that the plan is presumed to discriminate unfairly 
against the last out lenders because it provides secured creditors with the same 
priority in the debtor’s assets with markedly different treatment.37  The debtor 
could rebut such presumption by arguing that there is a valid distinction be-
tween the lenders based on the prepetition AAL.38  Nevertheless, the outcome 
of this legal issue is uncertain and further complicates any effort to achieve 
confirmation in this context.
	U nlike the traditional first lien/second lien scenario, where the classifi-
cation and treatment of lender claims is relatively straightforward, the uni-
tranche structure creates an interesting power dynamic among first out and 
last out lenders that is not easily resolved.

Fiduciary Duty Issues

	A nother issue worth exploring in this context is the fiduciary obligations 
of the agent where there is a single agent acting on behalf of all the lenders 
– the first out, and last out lenders, when they have such disparate economic 
interests, and yet, the same agent is tasked with administering the loan on 
their behalf.  As noted above, most AALs provide that following a material 
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event of default, the agent is to follow the direction of the required first out 
lenders in enforcing remedies and liquidating collateral.  This may be, in cer-
tain instances, to the detriment of the last out lenders (particularly when the 
collateral value is below the par value of the debt), raising the issue of what, if 
any, duty the agent owes to the last out lenders in this regard.
	A s a general matter, so long as an agent follows the express terms of the 
governing loan documents, courts have held that an agent has the power to 
bind a class of lenders, even when an agent’s actions may be objectionable 
to a sub-set of lenders.39  Similarly, in the unitranche scenario, the agent’s 
obligations to the lenders should be delineated and set forth in the governing 
loan documents.  Moreover, unless the loan documents provide otherwise, 
no fiduciary or other duty should arise between the agent and the lenders.40  
From a drafting perspective, it is important that any fiduciary duty be clearly 
disavowed by the agent.  There is almost assuredly going to be discord among 
lenders in any meaningful decisions being made under a credit facility, es-
pecially in situations of distress.  Thus, it is key that the loan documents are 
clear that an agent’s obligations are to follow the terms of the loan documents, 
and there is no liability to any party for doing so.

Conclusion

	U nitranche facilities offer a simpler, potentially much more cost effective 
method of funding a middle market company than a traditional first lien/
second lien deal structure.  In particular, unitranche deals offer, among other 
things, a simplified structure, an ease of closing, and streamlined administra-
tion, all of which reduce costs and otherwise generate mutual benefits to both 
borrowers and lenders.  Nevertheless, interesting and unique issues arise in 
respect of a unitranche deal when the credit becomes troubled, and enters the 
Chapter 11 realm.  Given the relatively recent rise of the unitranche structure, 
these issues are, to date, untested in bankruptcy courts.  Consequently, while 
unitranche deals offer clear benefits, there are significant elements of uncer-
tainty associated with such deal structures that the careful practitioner must 
be aware of in drafting loan documents and advising clients.
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