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CHARACTERIZING THE
CURRENT STATE OF
RECHARACTERIZATION:
RabpNor 18 Not ALL You
NEED TO KNOW

Jonathan Friedland and Michelle Fisk
Schiff Hardin LLP
Chicago, IL

The concept of recharacterizing debt to equity
is neither new nor complicated. When a bank-
ruptcy court “recharacterizes” debt, it treats as
equity or investment what the parties character-
ized as debt. Not all judges agree, however, that
bankruptcy courts have authority to do this.

Recharacterization may be considered a cousin
of equitable subordination. Courts developed the
doctrine of equitable subordination to ensure that
claimants against a bankruptcy estate who en-
gaged in unfair or fraudulent conduct to the detri-
ment of others were dealt with appropriately.' The
doctrine, of course, is codified in § 510(c), which
states that “a court may—(1) under principles of
equitable subordination, subordinate for purposes
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of distribution all or part of an allowed claim to
all or part of another allowed claim or all or a part
of an allowed interest to all or a part of another
allowed interest[.]”

Equitable subordination however is a remedy for
inequitable conduct, and involves a determination
whether a legitimate creditor s claim should be sub-
ordinated to the extent necessary to offset injury to
other creditors. Recharacterization, in contrast, re-
quires no finding of inequitable conduct.® Courts
claiming authority to recharacterize, rely on their
equitable power under § 105 to do so.

Recharacterization, to be sure, has its detrac-
tors. A prominent decision criticizing the doc-
trine was delivered by Bankruptcy Judge Barliant
in In re Outboard Marine Corp.* Outboard
Marine Corp. (OMC) was a boat manufacturer.
Prior to filing Chapter 11, as it was struggling
to stay afloat in the Fall of 2000, OMC and its
bank lenders completed the 10th amendment to
their loan and security agreement, creating an ad-
ditional $45 million tranche of debt (Tranche B).
Quantum Industrial Partners LDC, which over the
course of two years had become the direct or ben-
eficial owner of nearly 100% of OMC stock, im-
mediately purchased a 100% participation interest
in Tranche B. Quantum agreed with OMC’s bank
lenders that Tranche B would be subordinated to
the $105 million Tranche A loan.

Two months later, OMC filed for Chapter 11
protection. The Chapter 11 trustee asked the
bankruptcy court to use its equitable powers to
decree that the Tranche B loan, allegedly owed to
Quantum, did not give rise to a right to payment
because it was not a loan at all, but merely an eq-
uity security. The bankruptcy court ruled in favor
of Quantum, observing from the bench:

[T]here is no basis in bankruptcy law to re-
characterize a debt as equity. That bizarre
concept arose from a serious misreading of
a few tax cases.... Somehow, those very rea-
sonable cases got read into the bankruptcy
context into some sort of equitable doc-
trine.... In my opinion, no bankruptcy court
has the power to do any such thing under the
Bankruptcy Code.’

The Ninth Circuit Bankruptcy Appellate Panel
also rejected the concept of recharacterization,
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holding that debts can only be subordinated
by invoking the equitable subordination doc-
trine. Unsecured Creditors’ Comm. of Pacific
Express, Inc. v. Pioneer Commercial Funding
Corp. (In re Pacific Express, Inc.).® The Ninth
Circuit BAP explained that because recharacter-
ization has the same result as the successful ap-
plication of equitable subordination, permitting
the recharacterization of debts to equity under
general equitable powers would result improperly
in inconsistent standards under the Code for the
subordination of debts.’

Most courts that have considered the issue
have determined they do have authority to re-
characterize. Indeed, each of the courts of ap-
peal to consider the question have concluded
that they have the authority to recharacterize
purported debt to equity under the appropriate
circumstances.®

The circuits apply various tests to determine
when recharacterization is appropriate. Most tests
look to the baseline question of what the econom-
ic reality of the transaction was, and to do that,
most consider a number of factors, including:’

(1) the names given to the instruments, if any,
evidencing the indebtedness;

(2) the presence or absence of a fixed maturity
date and schedule of payments;

(3) the presence or absence of a fixed rate of
interest and interest payments;

(4) the source of repayments;

(5) the adequacy or inadequacy of capitaliza-
tion;

(6) the identity of interest between the creditor
and the stockholder;

(7) the security, if any, for the advances;

(8) the corporation’s ability to obtain financing
from outside lending institutions;

(9) the extent to which the advances were sub-
ordinated to the claims of outside credi-
tors;

(10) the extent to which the advances were used
to acquire capital assets; and

(11) the presence or absence of a sinking fund
to provide repayments.
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While the emerging trend is the recognition by
courts that they have the authority to recharacter-
ize debt to equity under appropriate circumstanc-
es, most reported decisions then conclude that ex-
ercise of that authority is unwarranted by the facts
presented.'”

The big news in 2006 in recharacterization is
that two more circuits recognized the validity of
the doctrine. The first, Cohen v. KB Mezzanine
Fund IT LP (In re SubMicron Systems Corp.),"!
involved subordinated debt holders who loaned
additional monies shortly before bankruptcy. The
subordinated debt holders later contributed the
secured claims that resulted from these loans to
an acquisition vehicle, which in turn used them to
credit bid for the company’s assets under § 363(k),
in exchange for a large equity stake in the acquisi-
tion vehicle.

To determine whether the subordinated debt
holders’ claims should be recharacterized, the
Third Circuit in SubMicron described the over-
arching inquiry as whether the parties called an
instrument one thing when in fact they intended
it as something else.'? Applying this inquiry, the
Third Circuit held that the district court’s refusal
to recharacterize the debt was not clearly errone-
ous when the district court found evidence outside
the lending documents that the parties intended to
create a debt instrument. '

Even more recently, the Fourth Circuit in
Fairchild Dornier GMBH v. Official Committee
of Unsecured Creditors (In re Official
Committee of Unsecured Creditors for Dornier
Aviation (N. Am.), Inc.),'* also confirmed its au-
thority to recharacterize.'

In Dornier Aviation, the parent of the debtor
sold spare parts to the debtor and billed the debtor
for those parts.'® However, it was agreed between
the parties that the debtor did not have to pay the
parent until the subsidiary became profitable.!’
Discovery also revealed that the parent treated the
debtor “specially” because the parent viewed its
relationship with the debtor as a “market invest-
ment” designed to expand its access to the North
American market.'® Their agreements for repay-
ment also did not have a fixed maturity date."”

The Fourth Circuit in Dornier Aviation ex-
plained that recharacterization is well within the
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broad powers afforded a bankruptcy court under
§ 105(a) because it facilitates the application of
the priority scheme laid out in § 726.% This ap-
pears to be the first circuit-level decision that has
linked the power under § 105(a) to recharacter-
ize with another section in the Bankruptcy Code,
namely § 726. The Fourth Circuit stated:

The Bankruptcy Code instructs a bankruptcy
court to allow a creditor’s claim against the
bankruptcy estate unless a party in interest
objects and a recognized exception applies.
11 US.C. §502. The Code sets forth in
§ 726, a priority scheme for the distribution
of the Debtor’s assets. The statutory scheme
provides, inter alia, that the claims of all un-
secured creditors must be satisfied before
holders of equity interests can recover any-
thing from the estate. See § 726(a). A bank-
ruptcy court may alter the priority of all al-
lowed claim via equitable subordination, that
is, the court may reduce the priority of all or
part of an allowed claim if it finds that the
creditor engaged in equitable subordination.
See § 510(c)(1). The Code also authorizes a
bankruptcy court to “issue any order, pro-
cess, or judgment that is necessary or appro-
priate to carry out the provisions of this title.
11 US.C. § 105(a).”!

The Dornier Aviation court, unlike other cir-
cuit decisions, also actually upheld the rechar-
acterization before it. The court reasoned that a
claimant’s insider status and debtor’s undercapi-
talization alone will normally be insufficient to
support recharacterization of a claim, since in
many cases, an insider will be the only party will-
ing to make a loan to a struggling business and
the courts should not use recharacterization to
discourage good faith loans.?> However, the court
held that when other facts indicate a transaction is
not a loan at all, recharacterization is appropriate
to ensure consistent application of the Bankruptcy
Code.” The Dornier Aviation court found several
factors persuasive of recharacterization, including
the lack of maturity dates on the debt instruments,
that the debtor would not be required to pay until
it was profitable, and that the parent was assum-
ing the debtor’s losses.*

The clear trend is for courts to recognize au-
thority to recharacterize under appropriate cir-
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cumstances.”® The recent decisions by the Third
and Fourth Circuits, at a minimum, further this
trend. However, they also are arguably of greater
moment because each goes further than prior de-
cisions in some aspect. Donier Aviation, as not-
ed above, is important because of the additional
statutory basis it offers in support of the doctrine.
SubMicron should serve as a heavy reminder that
lenders, and not just equity holders, need to un-
derstand and manage the risk. To be fair and accu-
rate, however, we must point out that the lenders
in SubMicron were not, by any means, traditional
lenders. Indeed, perhaps the more apt takeaway is
that with all the new entrants into the bankruptcy
space, such as hedge funds, the lines that tradition-
ally separate players are quickly blurring. This, in
turn, is forcing the evolution of case law at speeds
that can sometimes be unsettling.
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