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A Cautionary Tale for Insider Lenders:
Ninth Circuit Endorses Recharacterization
Remedy in Bankruptcy

LISA G. LAUKITIS AND MARK G. DOUGLAS

The U.S. Court of Appeals for the Ninth Circuit recently overturned long-
standing Ninth Circuit bankruptcy appellate panel precedent and became
the sixth federal circuit court of appeals to hold that the Bankruptcy Code
authorizes a court to recharacterize debt as equity. The authors of this ar-
ticle discuss the decision, noting that it is a cautionary tale for private equity
sponsors and other corporate insiders who advance money to their businesses,
as well as lenders considering taking an equity stake in a borrower.

interests by means of equitable subordination or recharacterization of

debt as equity is generally recognized. Even so, the Bankruptcy Code

itself expressly authorizes only the former of these two remedies. Although
common law uniformly acknowledges the power of a court to recast a claim
asserted by a creditor as an equity interest in an appropriate case, the Bank-
ruptcy Code is silent upon the availability of the remedy in a bankruptcy case.
This has led to uncertainty in some courts concerning the extent of their
power to recharacterize claims and the circumstances warranting recharacter-
ization. The Ninth Circuit Court of Appeals recently had an opportunity to

The ability of a bankruptcy court to reorder the priority of claims or
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A CAUTIONARY TALE FOR INSIDER LENDERS

consider this issue. In Official Committee of Unsecured Creditors v. Hancock
Park Capital II, L.P (In re Fitness Holdings International, Inc.),' the court
ruled that “a court has the authority to determine whether a transaction cre-
ates a debt or an equity interest for purposes of § 548, and that a transaction
creates a debt if it creates a ‘right to payment’ under state law.”

By its ruling, the Ninth Circuit overturned longstanding Ninth Circuit
bankruptcy appellate panel precedent to the contrary and became the sixth
federal circuit court of appeals to hold that the Bankruptcy Code authorizes a
court to recharacterize debt as equity. The decision is a cautionary tale for pri-
vate equity sponsors and other corporate insiders who advance money to their
businesses, as well as lenders considering taking an equity stake in a borrower.

EQUITABLE SUBORDINATION AND RECHARACTERIZATION

Although the distinction between courts of equity and law has largely be-
come irrelevant in modern times, courts of equity have traditionally been em-
powered to grant a broader spectrum of relief in keeping with fundamental
notions of fairness, as distinguished from principles of black-letter law. One
of the tools available to a bankruptcy court in exercising its broad equitable
mandate is “equitable subordination.”

Equitable subordination is a remedy developed under common law prior
to the enactment of the current Bankruptcy Code to remedy misconduct
that results in injury to creditors or shareholders. It is expressly recognized in
Bankruptcy Code Section 510(c), which provides that the bankruptcy court
may, “under principles of equitable subordination, subordinate for purposes
of distribution all or part of an allowed claim to all or part of another allowed
claim or all or part of an allowed interest to all or part of another allowed
interest.” However, the statute explains neither the concept nor the standard
that should be used to apply it.

This has been left to the courts. In 7 re Mobile Steel Co.,* the Fifth Circuit
Court of Appeals articulated what has become the most commonly accepted
standard for equitable subordination of a claim. Under the Mobile Steel stan-
dard, a claim can be subordinated if the claimant engaged in some type of
inequitable conduct that resulted in injury to creditors (or conferred an unfair
advantage on the claimant) and if equitable subordination of the claim is con-
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sistent with the provisions of the Bankruptcy Code. Courts have refined the test
to account for special circumstances. For example, many courts make a distinc-
tion between insiders (e.g., corporate fiduciaries) and noninsiders in assessing
the level of misconduct necessary to warrant subordination.

A related but distinct remedy is “recharacterization.” Like equitable sub-
ordination, the power to treat a debt as if it were actually an equity inter-
est is derived from principles of equity. It emanates from the bankruptcy
court’s power to ignore the form of a transaction and give effect to its sub-
stance. However, because the Bankruptcy Code does not expressly empower
a bankruptcy court to recharacterize debt as equity, some courts disagree as
to whether they have the authority to do so and, if so, the source of such au-
thority. According to some courts (albeit a minority), because the statute au-
thorizes subordination but is silent concerning recharacterization, Congress
intended to deprive bankruptcy courts of the power to recharacterize a claim.

This was the approach taken by a Ninth Circuit bankruptcy appellate
panel in /n re Pacific Express, Inc.® Pacific Express has been widely criticized,
however, for failing to distinguish between equitable subordination and re-
characterization.*

In fact, no fewer than four federal circuit courts of appeal have held that
a bankruptcy court’s power to recharacterize debt derives from the broad eg-
uitable powers set forth in Section 105(a) of the Bankruptcy Code, which
provides that “[tlhe court may issue any order, process, or judgment that
is necessary or appropriate to carry out the provisions of [the Bankruptcy
Code].”

In Grossman v. Lothian Oil Inc. (In re Lothian Oil Inc.),° the Fifth Circuit
adopted a nuanced approach to the question, ruling that a bankruptcy court’s
ability to recharacterize debt as equity is part of the courts authority to allow
and disallow claims under Section 502 of the Bankruptcy Code. In Lothian Oil,
the Fifth Circuit explained that the U.S. Supreme Court’s ruling in Butner v.
United States’ makes clear that when a bankruptcy court is called upon to rule
on an objection to a claim under Section 502(b), state law determines whether,
and to what extent, a claim is “unenforceable against the debtor and property
of the debtor, under any agreement or applicable law.” “Taken together,” the
court reasoned, “Butner and § 502(b) support the bankruptcy courts’ author-
ity to recharacterize claims.” Thus, if an asserted interest would be classified as
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equity rather than debt under applicable state law, the bankruptcy court would
be empowered to recharacterize, rather than disallow, the claim.

The Fifth Circuit distanced itself from sister circuits that predicate the
power to recharacterize debt as equity upon the bankruptcy courts’” equitable
authority under Section 105(a). According to the court, given its interpretation
of Section 502(b), “resort to § 105(a) is unnecessary.” “We agree with sister
circuits’ results,” the Fifth Circuit wrote, “but not necessarily their reasoning.”

Courts also disagree about the law that should apply in deciding whether
a purported debt should be recharacterized as equity. Some, including the
Fifth Circuit in Lothian, view applicable state law as being determinative on
this issue. Others have adopted or fashioned tests that include various factors
drawn from a wide variety of sources under state, federal, and common law.
For example, in AutoStyle Plastics, the Sixth Circuit applied an 11-factor test
derived from federal tax law first articulated in Roth Steel Tube Co. v. Commis-
sioner of Internal Revenue.® Among the enumerated factors are:

* the labels given to the debt;

*  the presence or absence of a fixed maturity date, interest rate, and sched-
ule of payments;

*  whether the borrower is adequately capitalized;
* any identity of interest between the creditor and the stockholder;
e whether the loan is secured; and

* the corporation’s ability to obtain financing from outside lending insti-
tutions.

Under this test, no single factor is controlling. Instead, each factor is to be
considered in the particular circumstances of the case.

In SubMicron, the Third Circuit rejected a factor-based inquiry as a
“mechanistic scorecard,” opting instead to focus on the parties’ intent at the
time of the transaction through a common-sense evaluation of the facts and
circumstances. Even so, the Third Circuit affirmed a ruling below refusing to
recharacterize debt as equity using a factor-based analysis derived in part from
state law, noting that the lower court’s findings “overwhelmingly support the
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Court’s decision to characterize the [funding transaction] as debt (under any
framework or test).”

The Ninth Circuit had an opportunity to weigh in on these and other
issues in Fitness Holdings.

FITNESS HOLDINGS

California-based Fitness Holdings International, Inc. (“FHI”) was a sell-
er of treadmills, cross-trainers, and exercise bikes for home use. Between 2003
and 2006, FHI borrowed nearly $25 million from Hancock Park Capital 11,
L.P. (“Hancock Park”), its sole shareholder. The loans were evidenced by a
series of unsecured subordinated promissory notes with stated maturity dates
bearing interest at 10 percent per annum.

In July 2004, Pacific Western Bank (“Pacific Western”) provided financ-
ing to FHI in the form of a $7 million revolving loan and a $5 million install-
ment loan, both of which were secured by a lien on all of FHI’s assets. Han-
cock Park guaranteed the loans. Due to FHI’s ongoing financial difficulties,
the loan agreements were amended several times during the next three years
to extend maturities and waive defaults.

In June 2007, FHI and Pacific Western entered into a refinancing agree-
ment whereby:

*  Pacific Western provided new financing to FHI in the form of a $17 mil-
lion term loan and an $8 million revolving line of credit, both of which
were secured by a lien on all of FHI’s assets;

*  $9 million of the loan proceeds was used to pay off Pacific Western’s
original secured loan;

e $12 million of the loan proceeds was disbursed to Hancock Park to pay
off its unsecured loans; and

*  Hancock Park was released from its guaranty obligations.
The refinancing did not rescue FHI from its financial difficulties, and the

company filed for Chapter 11 protection in California on October 20, 2008.
FHI’s unsecured creditors’ committee was subsequently authorized to com-

666



A CAUTIONARY TALE FOR INSIDER LENDERS

mence litigation on the estate’s behalf against Hancock Park, Pacific West-
ern, and certain individual insider defendants to recover the payments made to
Hancock Park as part of the refinancing transaction. Among other things, the
complaint stated causes of action for actual and constructive fraudulent trans-
fers under Section 548 of the Bankruptcy Code and California’s version of the
Uniform Fraudulent Transfer Act, recharacterization, breach of fiduciary duty,
and equitable subordination under Section 510(c) of the Bankruptcy Code.

In January 2010, the bankruptcy court dismissed each count of the
complaint for failure to state a claim. Among other things, the bankruptcy
court concluded that: (i) because the $12 million payment to Hancock Park
was a dollar-for-dollar satisfaction of an antecedent debt (i.e., “reasonably
equivalent value”), there was no constructive fraudulent transfer under either
California state law or federal bankruptcy law; (ii) the ruling in Pacific Express
defeated the count of the complaint seeking recharacterization; and (iii) the
complaint insufficiently pleaded inequitable conduct to support a claim for
equitable subordination.

After FHI’s Chapter 11 case was converted to a Chapter 7 liquidation,
the trustee (who succeeded to the committee as plaintiff in the avoidance liti-
gation) appealed the order dismissing the adversary proceeding to the district
court. The district court affirmed. Addressing the trustee’s recharacterization
claim, the court wrote that “[w]hile Plaintiff correctly points out that other
circuits have allowed claims for recharacterization, /n re Pacific Express re-
mains good authority here and the Court therefore rejects Plaintiff’s claim for
recharacterization.” The trustee appealed to the Ninth Circuit.

THE NINTH CIRCUIT’S RULING

A three-judge panel of the Ninth Circuit reversed and remanded the
case below for additional determinations consistent with its ruling. Writing
for the court, circuit judge Sandra S. Ikuta explained that, in the context
of avoidance litigation under Section 548(a)(1)(B) (dealing with construc-
tive fraudulent transfers), “reasonably equivalent value” is not defined in the
Bankruptcy Code, but “value” is defined in Section 548(d)(2)(A) to include
the “satisfaction or securing of a present or antecedent debt of the debtor.”
“Under this definition,” she wrote, “‘[pJayment of a pre-existing debt is value,
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and if the payment is dollar-for-dollar, full value is given.”” Therefore, the
judge concluded, a transaction involving dollar-for-dollar repayment of an
antecedent debt cannot be constructively fraudulent.

Judge Ikuta then examined the meaning of the term “debt,” which is
defined in Section 101(12) of the Bankruptcy Code to mean “liability on a
claim.” The term “claim” is defined in Section 101(5)(A) in relevant part to
mean “a right to payment, whether or not such right is reduced to judgment,
liquidated, unliquidated, fixed, contingent, matured, unmatured, disputed,
undisputed, legal, equitable, secured, or unsecured.” In accordance with these
“interlocking definitions,” the judge wrote, “to the extent a transfer is made
in satisfaction of a ‘claim’ (i.e., a ‘right to payment’), that transfer is made
for ‘reasonably equivalent value’ for purposes of § 548(a)(1)(B)(i),” thereby
precluding avoidance of the transfer as being constructively fraudulent.

According to Judge lkuta, U.S. Supreme Court precedent, including
Butner and Travelers Cas. & Sur. Co. of Am. v. Pac. Gas & Elec. Co.," es-
tablishes that, unless Congress provides otherwise, the “scope of a right to
payment is determined by state law.” Relying on Butner, she explained, the
Supreme Court held in Z7avelers that a court should not use a federal rule to
determine whether a prepetition contract guaranteeing attorneys’ fees created
a “right to payment” giving rise to a “claim” under the Bankruptcy Code.

On the basis of this authority, the judge concluded that a court may not
“fashion a rule ‘solely of its own creation’ in determining what constitutes
a ‘claim’ for purposes of bankruptcy.” Instead, she wrote, “subject to any
qualifying or contrary provisions of the Bankruptcy Code,...a court must
determine whether the asserted interest in the debtor’s assets is a ‘right to
payment’ recognized under state law.”"" Judge Ikuta explained that, in the
context of fraudulent-transfer litigation, if a defendant claims that a transfer
constituted the repayment of a debt, the court must determine whether the
purported “debt” constitutes a right to payment under state law. If no right
to payment exists as a matter of state law, “the court may recharacterize the
debtor’s obligation to the transferee under state law principles.”

According to Judge Ikuta, the district court erred by relying on Pacific
Express. She explained that an Article III district court is not bound by the
rulings of a bankruptcy appellate panel. Moreover, the judge wrote, “Pacific
Express erred in holding that the ‘characterization of claims as equity or debt’
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is governed by § 510(c).” According to Judge Ikuta, recharacterization and
equitable subordination address distinct concerns. A court considering a mo-
tion to avoid a constructively fraudulent transfer, she emphasized, “must de-
termine whether the transfer is for the repayment of a ‘claim’ at all.”

Although Judge Ikuta agreed with rulings by sister circuits concluding
that the Bankruptcy Code gives courts the authority to recharacterize claims,
she took issue with circuits that “have fashioned a federal test for recharacter-
izing an alleged debt in reliance on their general equitable authority under
11 U.S.C. § 105(a).” Instead, the judge concluded that the Fifth Circuit’s
approach in Lothian Oil is more consistent with Supreme Court precedent.
“Given the Supreme Court’s direction,” she wrote, “courts may not rely on §
105(a) and federal common law rules ‘of [their] own creation’ to determine
whether recharacterization is warranted” (quoting Zravelers).

Having determined that state law must govern whether a “right to pay-
ment” exists, Judge Ikuta ruled that dismissal of the complaint was improper
because the lower courts’ assumption that they did not have the ability to
recharacterize a debt as equity was erroneous. She therefore vacated the rul-
ing and remanded the case below for consideration of the matter “under the
proper legal framework.”

OUTLOOK

With the ruling in Fitness Holdings, six federal circuit courts of appeal—
and the great majority of bankruptcy and lower appellate courts—have now
ruled that recharacterization is among the powers conferred upon a court
under the Bankruptcy Code. This is a positive development for Chapter 11
debtors in possession, bankruptcy trustees, and stakeholders standing to ben-
efit by the potential for enhanced recovery from a bankruptcy estate.

Even so, by aligning itself with the Fifth Circuit — and against the
Third, Fourth, Sixth, and Tenth Circuits — on the issue of choice of law in
determining whether a debt should be recharacterized as equity, the Ninth
Circuit in Fitness Holdings has added to the already considerable confusion
in the courts concerning the circumstances under which the remedy should
be applied. Under the approach adopted by the Fifth and Ninth Circuits,

choice-of-law provisions in loan agreements may have an important role in
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litigation concerning whether a purported loan is treated as debt or a capital
contribution.

Does this rift among the circuits create a distinction largely without a
difference? Perhaps and perhaps not. Some states apply a factor-based anal-
ysis drawn from federal tax law (some citing AuzoStyle Plastics or Roth Steel)
in deciding whether a debt should be recharacterized as equity.'? Other
states do not."?

In a separate unpublished memorandum decision, the Ninth Circuit af-
firmed dismissal of the complaint seeking avoidance of the payment to Han-
cock Park as an actual fraudulent transfer. The court wrote that “[w]e cannot
reasonably infer that [FHI] was attempting to ‘hinder, delay, or defraud’ its
creditors....simply because it took on secured debt to replace unsecured debt;
borrowers regularly give security interests to obtain financing.”'* However, the
court reversed dismissal of the cause of action seeking equitable subordination,
writing that “[t]he trustee’s allegations...that insiders ‘contrived’ to benefit
themselves by knowingly funneling money to themselves out of a failing com-
pany plausibly alleged the elements of a claim for equitable subordination.”

Taken as a whole, the Ninth Circuit’s rulings are a cautionary tale to
corporate insiders (including private equity sponsors) that make loans to a
company or attempt to cash out in a refinancing or dividend recapitalization
transaction shortly before the company files for bankruptcy.
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