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ABSTRACT

Convertible debtor-in-possession (“DIP”) financing is sympto-
matic of a paradigm shift in the control of large bankruptcy cases. Dur-
ing the prior era of lender control, distressed investors used DIP fi-
nancing to shape the trajectory of bankruptcy cases and extract
monopolistic rents at the expense of other constituencies. Enter the
original loan-to-own: a common strategy commenced with a DIP loan,
continued with a stalking-horse bid, and culminated in an acquisition
of the debtor’s assets. More recently, private equity sponsors (“Spon-
sors”) and other sophisticated insiders are usurping control of bank-
ruptcy cases. Convertible DIP financing (Loan-to-Own 2.0) is a by-
product. This Article situates convertible DIP financing within the
new era of Sponsor control, examines how it distorts valuation, and
identifies why it violates the Supreme Court’s teachings in Consoli-
dated Rock Products Company v. Du Bois and its progeny.

Loan-to-Own 2.0 reflects Sponsors’ prowess. When Sponsors pro-
pose DIP financing, they can exceed lenders’ gains by leveraging their
command over management, an influence unavailable to third-party
lenders. Convertible DIP financing locks up a discounted stake in re-
organized equity early in the case when the Sponsors’ leverage as the
proposed DIP lender is at its zenith. This precludes a subsequent fair
and equitable allocation under a Chapter 11 plan. Meanwhile,
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Sponsors’ control over management means they can be confident the
bankruptcy case will be orchestrated to maximize their returns.

The Bankruptcy Code incorporates the Supreme Court common
law requirement for an informed valuation prior to the grant of reor-
ganized equity. However, convertible DIP financing is authorized at
the outset of a bankruptcy case, which is too early for an informed val-
uation of the debtor. The result is a lowball guesstimate designed to
augment the Sponsor’s returns at the expense of other stakeholders.
Absent an informed valuation, convertible DIP financing should be
prohibited.
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INTRODUCTION

Objective determinations of value constrain gamesmanship
in bankruptcy.! Without them, insiders use their control to rent-
seek.? Bankruptcy law recognizes this reality and attempts to
constrain this type of distortive behavior.? In the 1940s, the Su-
preme Court adopted a common law rule requiring an in-
formed valuation before confirming a reorganization plan that
issued new securities.* The rule was a response to inflated val-
uations that extended distributions further down the priority
waterfall.> Equity holders, often powerful non-debtor holding
companies, benefited from the dubious valuations at the ex-
pense of higher priority stakeholders whose distributions were
diluted.®

Today’s analog, Sponsors and other powerful insiders, are
not waiting for the plan confirmation process to obtain a wind-
fall. Instead, they are providing DIP financing that is converti-
ble into reorganized equity at the outset of a bankruptcy case,
which is far too early in a case for an informed valuation of the
debtor.” The valuation used to compute the conversion is a dis-
counted, lowball guesstimate designed to augment the

1. Bank of Am. Nat. Tr. & Sav. Ass'n v. 203 N. LaSalle St. P’ship, 526 U.S. 437, 437 (1999)
(holding that value is best determined by exposure to the market).

2. For instance, a debtor may seek to sell a crown jewel asset to an insider in a private sale
without public marketing. Id. at 454.

3. See, e.g., id. at 456-57 (explaining that insiders cannot have the exclusive opportunity to
purchase equity in the reorganized debtor); C & J Clark Am., Inc. v. Carol Ruth, Inc. (In re Wing-
spread Corp.), 92 B.R. 87, 93 (Bankr. S.D.N.Y. 1988) (applying heightened judicial scrutiny to
proposed bankruptcy sale to insider).

4. E.g., Grp. of Inst. Invs. v. Chicago, M., St. P. & P. R. Co., 318 U.S. 523, 540 (1943); Ecker v.
W. Pac. RR. Corp., 318 U.S. 448, 483 (1943); Consol. Rock Prods. Co. v. Du Bois, 312 U.S. 510,
526 (1941).

5. Mark J. Roe & Frederick Tung, Breaking Bankruptcy Priority: How Rent-Seeking Upends the
Creditors’ Bargain, 99 VA. L. REV. 1235, 1289-90 (2013).

6. See id.; Eugene V. Rostow & Lloyd N. Cutler, Competing Systems of Corporate Reorganiza-
tion: Chapters X and XI of the Bankruptcy Act, 48 YALE L.J. 1334, 1349-50 (1939); Roger S. Foster,
Conflicting Ideals for Reorganization, 44 YALE L.J. 923, 933 n.16 (1935) (listing cases and reorgani-
zation plans where non-debtor holding company’s equity stake in subsidiary-debtor allowed it
to manipulate the reorganization for its benefit as a creditor).

7. See infra note 42.
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Sponsor/DIP lender’s returns.® The informed valuation require-
ment, however, continues to apply as part of the “fair and equi-
table” standard for Chapter 11 plan confirmation.” Without an
informed valuation, convertible DIP financing cannot be justi-
fied legally or normatively.

The rise of convertible DIP financing can be traced to a par-
adigm shift in the control of large bankruptcy cases. The Bank-
ruptcy Code’s history has traditionally been split into two eras:
a period of management control followed by one of lender con-
trol.’® While the era of management control was marked by
creditor impotence, during the era of lender control, distressed
investors used DIP financing to shape the trajectory of bank-
ruptcy cases and extract monopolistic rents at the expense of
other constituencies.!’ Lenders’ strategies often culminated in a
purchase of the debtor’s assets, a strategy known as loan-to-
own.'”? It is now the dawn of a new era—where Sponsors and
other sophisticated insiders are taking center stage and building
upon the foundations of the lender control era.”® Convertible
DIP financing or Loan-to-Own 2.0 is the byproduct. Using

8. See infra Section IV.A.

9. E.g., InreNellson Nutraceutical, Inc., No. 06-10072 (CSS), 2007 WL 201134, at *28 (Bankr.
D. Del. Jan. 18, 2007); In re Oneida Ltd., 351 B.R. 79, 87 (Bankr. S.D.N.Y. 2006); In re Cellular Info.
Sys., Inc., 171 B.R. 926, 929-30 (Bankr. S.D.N.Y. 1994); Isaac M. Pachulski, The Cram Down and
Valuation Under Chapter 11 of the Bankruptcy Code, 58 N.C. L. REV. 925, 938 (1980); David A. Skeel,
Jr., Distorted Choice in Corporate Bankruptcy, 130 YALE L.J. 366, 386 n.87 (2020) [hereinafter Skeel,
Distorted Choice].

10. Vincent S.J. Buccola, Sponsor Control: A New Paradigm for Corporate Reorganization, 90 U.
CHI L. REV. 1, 7-8 (2023).

11. Anthony J. Casey, The Creditors’ Bargain and Option-Preservation Priority in Chapter 11,78
U. CHL L. REV. 759, 782 (2011); Charles J. Tabb, What’s Wrong With Chapter 11?, 71 SYRACUSE L.
REV. 557, 576 (2021); Oscar Couwenberg & Stephen J. Lubben, Private Benefits Without Control?
Modern Chapter 11 and the Market for Corporate Control, 13 BROOK. ]J. CORP. FIN. & COM. L. 145,
151-53 (2018); Melissa B. Jacoby & Edward J. Janger, Ice Cube Bonds: Allocating the Price of Process
in Chapter 11 Bankruptcy, 123 YALE L.J. 862, 865 (2014); Melissa B. Jacoby, Corporate Bankruptcy
Hybridity, 166 U. PA. L. REV. 1715, 1730-31 (2018); Jonathan C. Lipson, Controlling Creditor Con-
trol: Jevic and the End (?) of LifeCare, 27 NORTON J. BANKR. L. & PRAC. 563 (2018); David A. Skeel,
Jr., Creditors’ Ball: The “New” New Corporate Governance in Chapter 11, 152 U. PA. L. REV. 917, 925
(2003) [hereinafter Skeel, Creditors’ Ball].

12. See infra Part IL.

13. See, e.g., Samir D. Parikh, Financial Disequilibrium, 171 U. PA. L. REV. 1925-42 (2023); Buc-
cola, supra note 10, at 7-8; Jared A. Ellias, Ehud Kamar & Kobi Kastiel, The Rise of Bankruptcy
Directors, 95 S. CAL. L. REV. 1083, 1098 (2022).
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Loan-to-Own 2.0, Sponsors lock up a discounted stake in reor-
ganized equity early in the case, which precludes a later fair and
equitable allocation in consideration for creditors’ claims.™ This
Article will explain (1) why the goalposts for DIP financing
keep moving into a new era of Sponsor control and (2) how the
goalposts have moved too far (legally and normatively) by al-
lowing convertible DIP financing.

Control of the bankruptcy case is a zero-sum game, and
Sponsors’ gains are made at the expense of lenders (who en-
joyed control in the prior era) as well as the bankruptcy estate.’
Taking from both sides is possible through a combination of
management control, unified ownership, sophistication, fund-
ing, and favorable loan provisions.!® But Sponsors wholly own
their portfolio companies, whose boards are comprised of di-
rectors beholden to the Sponsors.!” As a result, they avoid the
collective action and principal-agent problems endemic to pub-
lic company equity holders and need not rely upon a committee
or ad hoc groups.’® The upshot is that Sponsors” dominance of
their portfolio companies” management allows them to orches-
trate bankruptcy cases for their benefit.”” Much of the commen-
tary on this new era focuses on the Sponsors” advancement at
the expense of lenders,®® who can be pitted against one another
in “lender-on-lender violence.”? Lost in the drama is the dissi-
pation of the traditional tension between at least some lenders

14. See infra Section IV.C.

15. See Buccola, supra note 10, at 7-8.

16. See Daniel B. Kamensky, The Rise of the Sponsor-in-Possession and Implications for Sponsor
(Mis)Behavior, 171 U. PA. L. REV. ONLINE 19, 23 (2024).

17. Seeid.

18. Diane Lourdes Dick, Grassroots Shareholder Activism in Large Commercial Bankruptcies, 40
J. Corp. L. 1, 8-32 (2015) [hereinafter Dick, Grassroots Shareholder Activism] (describing collective
action problems for equity holders in bankruptcy and describing both official and ad hoc com-
mittees).

19. Buccola, supra note 10, at 5-6.

20. Parikh, supra note 13, at 1925-42.

21. Diane Lourdes Dick, Hostile Restructurings, 96 WASH. L. REV. 1333, 1336 (2021) [hereinaf-
ter Dick, Hostile Restructurings] (being characterized from the debtor perspective as “liability
management transactions”).



6 DREXEL LAW REVIEW [Vol. 17:1

on one side and the debtor’s owners and managers on the
other.??

In this new era, Sponsors align themselves with chosen lend-
ers at the expense of others or directly lend money to their port-
folio companies.” Disqualifying lender provisions in syndi-
cated loan documents support these goals by shutting out
distressed investors, who would otherwise compete with Spon-
sors for control.?* The usual public company investor would not
and could not attempt these risky transactions. Sponsors, mean-
while, are heavily invested in their portfolio companies” suc-
cesses and can draw upon significant financial and operational
resources.”

A DIP lender may leverage its position in the debtor’s capi-
tal structure to obtain ownership of the debtor’s assets or reor-
ganized equity —i.e., loan-to-own.?* The DIP lender—focused
on the assets—accomplishes this maneuver by applying the
value of its secured claim as a “credit bid” at the bankruptcy
sale.”” Some commentators decry this strategy,? but safeguards,
such as the ability to disqualify or condition a credit bid, pro-
mote procedural fairness.? Obtaining equity in the reorganized

22. Christopher S. Strickland, In Re Nobelman - A Day Late & A Dollar Unsecured?, 11 BANKR.
DEV.]. 127,127 (1995) (“Properly understood, the relationship between a debtor and his creditor
rides in an element of adversarial tension.”).

23. David Skeel, Bankruptcy’s Identity Crisis, 171 U. PA. L. REV. 2097, 2120 (2023) [hereinafter
Skeel, Identity Crisis].

24. Justin Forlenza, Sid Levinson, James Millar & Paul Silverstein, Special Feature: Disqualified
Lender Provisions in the Spotlight, CREDITOR RIGHTS COAL. (Dec. 20, 2023), https://creditorcoali-
tion.org/special-feature-disqualified-lender-provisions-in-the-spotlight/
[https://perma.cc/7TLS-HV54].

25. Bernard S. Black, The Value of Institutional Investor Monitoring: The Empirical Evidence, 39
UCLA L. REV. 895, 925 (1992).

26. Tally M. Wiener & Nicholas B. Malito, On the Nature of the Transferred Bankruptcy Claim,
12 U.PA.J. Bus. L. 35, 36-37 (2009).

27. See Charles J. Tabb, Credit Bidding, Security, and the Obsolescence of Chapter 11,2013 U. ILL.
L.REV. 103, 105 (2013).

28. Seeid. at 108; Lynn M. LoPucki & Joseph W. Doherty, Bankruptcy Fire Sales, 106 MICH. L.
REV. 1, 3 (2007).

29. See 11 U.S.C. § 363(k); see also In re Takeout Taxi Holdings, Inc., 307 B.R. 525, 536 (Bankr.
E.D. Va. 2004) (demonstrating that credit bid may be denied for cause); In re NJ Affordable
Homes Corp., No. 05-60442 (DHS), 2006 WL 2128624, at *16 (Bankr. D.N.J. June 29, 2006)



2024] LOAN-TO-OWN 2.0 7

debtor is traditionally more challenging because the fulcrum
point where equity allocation occurs may move unpredictably
and current debt holders may not sell.*® A rights offering or pri-
vate placement provides an alternative option to cash out cur-
rent fulcrum holders, but they will recognize their leverage and
play hardball to increase their payout.® If no deal is done, a
messy valuation fight will ensue.?> Unwilling to accept this risk,
DIP lenders are directly obtaining the equity or warrant rights
in the reorganized debtor as consideration for a DIP loan: Loan-
to-Own 2.0. Conservative valuations and high discounts further
sweeten the deal.

Sponsors are tailor-made to benefit from convertible DIP fi-
nancing. They have the most inside knowledge of the debtor,
which allows for a better evaluation of the potential value of
reorganized equity.® Via their management control, Sponsors
direct the reorganization process that will establish the value of
the reorganized equity. Sponsors or other sophisticated insiders
prioritize the receipt of equity as consideration for a DIP loan,
even at the outset of the bankruptcy case before the Chapter 11
plan is filed and intermediate restructuring transactions* are
consummated.® The risk is worthwhile because they possess

(“Further, the language of § 363(k) does not prohibit a bankruptcy court from placing conditions
upon a secured creditor’s ability to credit bid.”).

30. See Lynn M. LoPucki, The Myth of the Residual Owner: An Empirical Study, 82 WASH. U.
L.Q. 1341, 1343 (2004) (“No identifiable, single residual owner class exists in most reorganizing
large public companies. Even by the end of the case, the parties have not been able to identify
such a class.”).

31. Diane Lourdes Dick, Tactical Restructurings 17 (Aug. 18, 2023) [hereinafter Dick, Tactical
Restructuring] (unpublished manuscript) (draft on file with author).

32. Seeid. at 20.

33. See Buccola, supra note 10, at 23 (describing how private equity-owned companies are
“structured to ensure that the sponsor takes as much as possible from any reorganization”).

34. Common examples include asset dispositions (sales and abandonments) as well as the
treatment of executory contracts and unexpired leases (assumption, assignment, and rejection).
See 11 U.S.C. § 365; Asset Disposition, ORACLE, https://docs.oracle.com/en/industries/energy-
water/work-asset-management/2.4.0.0.0/wam-user-guides/in-
dex.html#page/WAM_24000/W1_BG_Asset_Disposition.html [https://perma.cc/5T3V-W95X]
(last visited Oct. 9, 2024).

35. See Kenneth Ayotte & Alex Zhicheng Huang, Standardizing and Unbundling the Sub Rosa
DIP Loan, 39 EMORY BANKR. DEV. J. 523, 528-29 (2023) (explaining that DIP lenders possess an
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both nonpublic information about what they are getting and the
ability to maximize its value.?

While some courts have expressed misgivings, none have
conducted a comprehensive analysis of convertible DIP financ-
ing.?” This Article picks up that baton and identifies how con-
vertible DIP financing violates Supreme Court bankruptcy ju-
risprudence. Unless creditors consent, the distribution of
securities under a Chapter 11 plan must be “fair and equitable,”
a term of art animated by Supreme Court precedent.® Fair and
equitable distribution requires an informed valuation of the re-
organized debtor to confirm the appropriateness of the distri-
bution of securities under the Chapter 11 plan.®® The enterprise
valuation must be based on “an informed judgment” that con-
siders any anticipated developments in the bankruptcy case
and under the Chapter 11 plan.* Yet, convertible DIP financing
is approved at the beginning of the case before the restructuring
transactions are consummated or the Chapter 11 plan and dis-
closure statement are filed, let alone before creditors can con-
sent through plan voting,*! far too early for any valuation of
what the debtor’s reorganized equity will be worth.*?

information advantage that they can weaponize by proposing terms such as equity-linked
rights that “likely . . . benefit them most[,]” which other parties cannot value at the outset of the
case).

36. See Part IIL

37. Including the most recent analysis by the Enviva Inc. bankruptcy court. See infra Section
IV.B.3.

38. Kenneth N. Klee, Cram Down II, 64 AM. BANKR. L.J. 229, 230-31 (1990) [hereinafter Klee,
Cram Down II].

39. Pachulski, supra note 9, at 938.

40. Consol. Rock Prods. Co. v. Du Bois, 312 U.S. 510, 526 (1941).

41. SeeInre LATAM Airlines Grp.S.A., 620 B.R. 722, 818 n.120 (Bankr. S.D.N.Y. 2020) (“Here
[faced with a motion for approval of DIP financing], there is no evidence regarding the Debtors’
enterprise value, and such a valuation analysis is simply not possible at this stage of the bank-
ruptcy.”); Transcript of Hearing on Final Hearing on Debtors” Motion for Entry of an Order at
166, In re Enviva Inc., No. 24-10453-BFK (Bankr. E.D. Va. May 1, 2024) [hereinafter Enviva Tran-
script] (approving DIP financing two months after a voluntary petition for Chapter 11 bank-
ruptcy).

42. E.g., InreSAS AB, 644 B.R. 267, 272 (Bankr. S.D.N.Y. 2022); In re LATAM, 620 B.R. at 818
n.120.
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Not only does the grant of equity rights as consideration for
DIP financing impermissibly put the cart (the grant of securities
in the reorganized debtor) before the horse (intermediate re-
structuring transactions and the Chapter 11 plan process), but
it also turns the case into a speculative exercise where parties
who will control the bankruptcy case extract the upside created
by the reorganization.** Alternative transaction structures for
DIP financing exist and the Bankruptcy Code makes specific
benefits (including priming liens and super-priority claims)
available for DIP lenders.* There is no need for the bankruptcy
system to embrace this latest evolution of DIP financing when
it incentivizes gamesmanship by Sponsors and other powerful
insiders.

This Article first surveys how three developments con-
verged to establish this new version of loan-to-own: the migra-
tion of bankruptcy case-control from managers to lenders (Part
1); loan-to-own, version 1.0 (Part 2); and the new era of Sponsor
control (Part 3). Part 4 examines convertible DIP financing
through the lens of three case studies: LATAM Airlines Group,
SA; SAS, AB; Enviva, Inc.; and Innkeepers USA Trust. Part 5 ex-
plains why Supreme Court precedent precludes convertible
DIP financing and culminates by identifying why this new
transaction strategy is distortive and unnecessary.

I. THE BANKRUPTCY CODE’S FIRST TWO ERAS

Until recently, academics bifurcated bankruptcy practice
under the Bankruptcy Code into two eras—management con-
trol and lender control.** Changes in the scope of security inter-
ests and creditor identity drove the transition from the first to

43. SeeInre LATAM, 620 B.R. at 722, 818 n.120.

44. See11U.S.C. § 364(c)—(d).

45. For a consideration of how the Bankruptcy Code’s eras fit within a longer time horizon,
see Stephen ]. Lubben, Fairness and Flexibility: Understanding Corporate Bankruptcy’s Arc, 23 U. PA.
J. BUs. L. 132, 138 (2020); Mark J. Roe, Three Ages of Bankruptcy, 7 HARV. BUS. L. REV. 187, 190
(2017).
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the second era.* Meanwhile, the Bankruptcy Code remained
largely unchanged, despite the leverage points of the parties
shifting.*” Case-control is central to a loan-to-own strategy and
the history profiled in this Part established the foundation for
the rise of convertible DIP financing. First, Section A examines
the Bankruptcy Code’s framework for DIP financing and cash
collateral. Second, Section B considers the era of manager con-
trol. Lastly, Section C evaluates the era of lender control.

A. The Statutory Scheme

Bankruptcy Code Sections 364 and 363(c) govern debtors’
requests for approval of DIP financing and use of cash collat-
eral, respectively.#® Section 364 authorizes a debtor to obtain
DIP financing and establishes the consideration granted by the
debtor to obtain the loan.* There are three escalating levels of
priority that can be granted to the DIP lender: (1) an adminis-
trative expense claim, (2) a “super-priority” administrative ex-
pense claim/junior lien/lien on unencumbered assets, or (3) a
senior or pari passu lien on already encumbered property (a
“priming lien.”).® To grant a higher level of priority, the debtor
must prove that it could not have obtained the loan by granting
a lower level of priority.” Because of the individualized harm
to the secured creditor who is subordinated by a priming lien,
a further requirement must be met: the debtor must prove that

46. See Douglas G. Baird & Robert K. Rasmussen, The End of Bankruptcy, 55 STAN. L. REV.
751, 754 (2002) (noting that distressed investors embrace the opportunity created by distressed
borrowers and leave no assets unencumbered).

47. One of the statutory provisions most criticized for entrenching management was the
debtor’s ability to obtain unlimited extensions of the exclusivity period to file a Chapter 11 plan.
See Leonard P. Goldberger, Suggestion for the National Bankruptcy Review Commission and Con-
gress: Exclusivity and Successor Liability, 4 AM. BANKR. INST. L. REV. 520, 520 (1996). The era of
lender control was well underway by the time Congress capped exclusivity at eighteen months
as part of the 2005 Bankruptcy Abuse Prevention and Consumer Protection Act. 11 U.S.C. §
1121(d)(2).

48. 11 U.S.C. §§363(c), 364.

49. §364(a).

50. In re Licking River Mining, LLC, 605 B.R. 153, 161 (Bankr. E.D. Ky. 2019).

51. §364(b)—(d); Frederick Tung, Financing Failure: Bankruptcy Lending, Credit Market Condi-
tions, and the Financial Crisis, 37 YALE J. ON REG. 651, 655 (2020).
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the primed creditor’s interests are adequately protected.>? Turn-
ing to cash collateral, debtors can generally use encumbered
property “in the ordinary course of business.”>® Recognizing
both the importance of cash as well as the heightened risk of its
dissipation, Bankruptcy Code Section 363(c)(2) creates an ex-
ception to the default rule and precludes the non-consensual
use of encumbered cash without providing the creditor with ad-
equate protection of its interests.> In both the DIP financing and
cash collateral contexts, what constitutes “adequate protection”
is a case-specific determination, but the Bankruptcy Code lists
three examples: cash payments, additional/replacement liens,
or relief that will provide the “indubitable equivalent” of the
creditor’s interest in its collateral.®

B. Manager Control

For the first decade following the 1978 enactment of the
Bankruptcy Code, debtors’” management enjoyed significant
runway to attempt Chapter 11 restructurings.>® Large debtors
usually had minimal secured debt and relied upon unsecured
bonds for debt financing.”” Between a lack of a security interest
in cash collateral and debtors’ access to unencumbered assets,
creditors were impotent.”® The lack of control constrained op-
portunities for outsized returns and led to the underdevelop-
ment of the claims trading market.>

Cash is king in bankruptcy, and control over the cash
equates to control over the bankruptcy case. Most debtors, then

52. 11 U.S.C. § 364(d)(1)(B)—~(d)(2).

53. §363(c)(1).

54. §363(c)(2).

55. §361.

56. See Buccola, supra note 10, at 2 (describing how “[flor much of the Code’s first twenty
years, incumbent managers dominated the process” and “chose when to invoke Chapter 11”).

57. Skeel, Creditors’ Ball, supra note 11, at 925; see Elisabeth de Fontenay, Do the Securities
Laws Matter? The Rise of the Leveraged Loan Market, 39 J. CORP. L. 725, 737 (2014).

58. See Skeel, Creditors’ Ball, supra note 11, at 925.

59. See generally Robert K. Rasmussen & David A. Skeel, Jr., The Economic Analysis of Corpo-
rate Bankruptcy Law, 3 AM. BANKR. INST. L. REV. 85, 101-04 (1995) (describing the chilling effect
of judicial involvement in the claims trading market).
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and now, have a liquidity problem when they file for bank-
ruptcy.®® However, during this first era, debtors could often use
unencumbered cash to fund operations without paying prepe-
tition creditors.®® As a result, debtors did not service their debt;
recall, it was mostly unsecured.®? This improved their liquidity,
which contributed to lengthy case duration.®

Even when debtors’ cash was encumbered or insufficient to
fund operations, they often had other unencumbered assets,
which could facilitate access to cash.® If the debtor only needed
use of cash collateral, the debtor could access it by granting liens
on the unencumbered property as adequate protection to the
secured party.®® Meanwhile, if a loan was necessary, Section 364
of the Bankruptcy Code authorizes a debtor to obtain DIP fi-
nancing by granting the lender a lien on unencumbered prop-
erty as collateral.®

60. See Rafael Efrat, The Tax Burden and the Propensity of Small-Business Entrepreneurs to File
for Bankruptcy, 4 HASTINGS BUs. L.J. 175, 187 (2008) (describing the results of a 1994-1997 bank-
ruptcy study wherein 28% of participating firms identified “financing problems” as a reason
for filing); see also M. Freddie Reiss & Grant W. Newton, Financial Reporting by Chapter 11 Debtor,
21 CAL. BANKR. ]. 53, 60 (1993) (“In many cases [] a cash shortage is often one of the problems
that causes an entity to conclude that a bankruptcy petition should be filed[.]”).

61. Buccola, supra note 10, at 10. Unencumbered cash can be used “in the ordinary course of
business[] without notice or a hearing.” See 11 U.S.C. § 363(c)(1). Meanwhile, bankruptcy courts
generally prohibit the payment of pre-petition unsecured claims prior to confirmation of a
Chapter 11 plan. In re CoServ, LLC, 273 B.R. 487, 494 (Bankr. N.D. Tex. 2002) (“[B]ankruptcy
court[s] may order payment of unsecured prepetition claims only under the most extraordinary
circumstances.”).

62. Skeel, Creditors’ Ball, supra note 11, at 925.

63. Seeid.

64. See In re Markim, Inc., 15 B.R. 56, 57 (Bankr. E.D. Pa. 1981).

65. See, e.g., id. at 59. Additionally, there may be equity above the secured lender’s claim
(known as an equity cushion) that provides adequate protection when it is unlikely to dissipate.
E.g., In re Harrington & Richardson, Inc., 48 B.R. 431, 433-34 (Bankr. D. Mass. 1985).

66. Approval is generally perfunctory because the debtor’s motion is subject to the business
justification standard, and creditors will not be willing to extend DIP Financing absent the grant
of liens on unencumbered property or that prime existing lien. George W. Kuney, Hijacking
Chapter 11, 21 EMORY BANKR. DEV. ]. 19, 48 (2004); see In re Ames Dep’t Stores, Inc., 115 B.R. 34,
40 (Bankr. S.D.N.Y. 1990) (listing cases). Even if the debtor’s assets were encumbered, an equity
cushion might exist to support a priming lien and associated adequate protection. E.g., Anchor
Sav. Bank FSB v. Sky Valley, Inc., 99 B.R. 117, 123 (N.D. Ga. 1989); In re Stanley Hotel, Inc., 15
B.R. 660, 664 (D. Colo. 1981).
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Available cash and the concomitant lack of creditor leverage
allowed the debtors” management to retain control over bank-
ruptcy cases. Often, this combination resulted in lengthy cases
where management prioritized reorganizing the debtor over a
quicker sale.”” The extended case duration served manage-
ments’ goals, namely continued employment and the option
value of a return to equity, while “playing with creditors’
money.”

The lack of creditor leverage also manifested as an immature
claims trading market.® Without an ability to shape case trajec-
tory, little reason existed to purchase the debtor’s debt.” The
opportunity to obtain outsized returns from owning the
debtor’s assets or reorganized equity was dwarfed by the risk
that the general unsecured creditors would receive little if any-
thing under a debtor’s Chapter 11 plan.”

67. Michael Bradley & Michael Rosenzweig, The Untenable Case for Chapter 11, 101 YALEL.].
1043, 1045-46 (1992).

68. Id. at 1046. (summarizing literature concluding that managers generally prefer reorgan-
ization to liquidation because it allows them to keep their jobs and “effect wealth transfers from
creditors (and perhaps other stakeholders) to equity holders[,]” which usually include manage-
ment).

69. See Chaim J. Fortgang & Thomas Moers Mayer, Trading Claims and Taking Control of Cor-
porations in Chapter 11, 12 CARDOZO L. REV. 1, 4 (1990) (explaining that as of 1990, bankruptcy
claims trading was not conducted on exchanges or over the counter).

70. This is true both during the pre-plan period and plan process. Because most creditors
(and the associated claims) were unsecured, they cannot obtain relief from the automatic stay
to realize on their claims. Thomas G. Kelch, Shareholder Control Rights in Bankruptcy: Disassem-
bling the Withering Mirage of Corporate Democracy, 52 MD. L. REV. 264, 328 (1993). They will often
be classified with all other similarly situated creditors by the Chapter 11 plan. Due to voting
thresholds for acceptance of a Chapter 11 plan “[i]t is by no means clear, however, that it is
possible to control the vote of a class without buying every claim in the class.” Fortgang &
Mayer, supra note 69, at 86.

71. Paul M. Goldschmid, Note, More Phoenix Than Vulture: The Case for Distressed Investor
Presence in the Bankruptcy Reorganization Process, 2005 COLUM. Bus. L. REV. 191, 211 (2005) (dis-
cussing Eastern Airlines’ Chapter 11 case, which resulted in a 93% loss to bondholders from the
petition date). The link between control and returns is further solidified by much earlier evi-
dence of claims trading by members of protective committees in equity receiverships. Protective
Committees and Reorganization Reform, 47 YALE L.J. 229, 231 (1937). Members commonly traded
in distressed securities because their informational advantage and ability to control the case
trajectory mitigated their risk. See id.
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C. Lender Control

The game changed in the 1990s.”? Lenders’ ability to con-
strain debtors” use of cash grew as debtors’ greater reliance on
secured debt upset the bargaining equilibrium that initially pre-
vailed.” Increasing use of secured debt meant fewer assets were
unencumbered while cash was commonly subject to lenders’
liens.” This combination constrained debtors’ options for DIP
financing and use of cash collateral.”” When a typical debtor en-
tered bankruptcy needing liquidity, its cash was more likely to
be encumbered and it usually had few, if any, unencumbered
assets to offer as consideration for DIP financing or adequate
protection for the use of cash collateral.”® Hedge funds and
other distressed investors recognized the opportunity DIP fi-
nancing could provide, and they began to purchase claims both
pre and post-petition with the goal of obtaining ownership of
the debtor’s assets or equity: the initial version of loan-to-own.”
This Section will explain the dynamics that established lender
control.

A pre-bankruptcy lender has both the incentive (protecting
its security interest) and the leverage (control of the debtor’s
cash and a blanket security interest) to pressure the debtor into

72. Jonathan C. Lipson, Bargaining Bankrupt: A Relational Theory of Contract in Bankruptcy, 6
HARv. BUs. L. REV. 239, 277 (2016).

73. The equilibrium existed long enough to generate a robust debate over the need to replace
Chapter 11. E.g., Bradley & Rosenzweig, supra note 67, at 1086-88; Lucian A. Bebchuk, A New
Approach to Corporate Reorganizations, 101 HARV. L. REV. 775, 779 (1988).

74. Kenneth M. Ayotte & Edward R. Morrison, Creditor Control and Conflict in Chapter 11, 1
J. LEGAL ANALYSIS 511, 523 (2009) (noting that for 97% of public firm filers in 2001, secured
creditors held blanket liens on substantially all the debtor’s assets).

75. See id. (finding that 76% of the examined bankruptcies used a DIP or cash collateral or-
der); Skeel, Creditors’ Ball, supra note 11, at 925 (claiming that collateralized cash orders are
“designed to protect the [lender’s] interest” during the bankruptcy).

76. Skeel, Creditors’ Ball, supra note 11, at 925.

77. See Jongha Lim, The Role of Activist Hedge Funds in Financially Distressed Firms, 50 J. FIN.
& QUANTITATIVE ANALYSIS 1321, 1334 (Dec. 2015) (hedge funds participated in 63.3% of sample
inside and outside of court restructurings in sample of large cases between 2001 and 2011); see
also Wei Jiang, Kai Li & Wei Wang, Hedge Funds and Chapter 11, 67 J. FIN. 513, 513-14 (2012)
(discussing impact of hedge funds on Chapter 11 restructuring and their ubiquity (presence in
90% of sample Chapter 11 cases from 1996-2007)).
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a one-sided DIP financing arrangement.” Although the DIP fi-
nancing documentation can itself shape the case trajectory,
many other levers are available to leverage lenders’ influence.”
Bankruptcy’s flexible venue rules allow debtors and lenders to
shop for the court most likely to approve the DIP financing.®
The limited precedent covering DIP financing, a lack of alterna-
tive funding sources, and the uniqueness of each case, all un-
dermine objections to DIP financing.®! Meanwhile, the very def-
erential standard for approval of DIP financing limits oversight.
Once approved, statutory mootness makes reversal on appeal
almost impossible.®? Collectively, these facets are the hallmarks
of the era of lender control, and they remain arrayed against the
other stakeholders in the new era of Sponsor control.

1. Evolution of lender control

The Bankruptcy Code’s scheme for DIP financing strength-
ens pre-petition blanket secured lenders’ leverage and con-
strains the market for DIP financing. When no unencumbered
assets exist, the only option for obtaining DIP financing is to
grant a priming lien.® Threading the needle of finding a new
lender willing to extend credit while also providing the re-
quired adequate protection is challenging.® Indeed, the obvious
option for adequate protection, a lien on unencumbered assets,

78. Tung, supra note 51, at 655.

79. See David A. Skeel, The Past, Present and Future of Debtor-in-Possession Financing, 25
CARDOZO L. REV. 1905, 1918-19 (2004).

80. Kenneth Ayotte & David A. Skeel, Jr., An Efficiency-Based Explanation for Current Corpo-
rate Reorganization Practice, 73 U. CHI. L. REV. 425, 456-57 (2006).

81. Diane Lourdes Dick, The Bearish Bankruptcy, 52 GA. L. REV. 437, 492-93 (2018) [hereinafter
Dick, Bearish Bankruptcy].

82. 11 U.S.C. § 364(e).

83. See Tung, supra note 51, at 658 n.25 (“An outside lender would almost certainly insist on
first-priority liens to secure its new DIP loan, but the court may not authorize such priming
liens unless the debtor can offer the pre-bankruptcy lender ‘adequate protection.””).

84. C.f. Kenneth Ayotte & Jared A. Ellias, Bankruptcy Process for Sale, 39 YALE]. ON REG. 1, 49
(2022) (proposing “to amend 364(d) by creating a presumption that a primed secured creditor
is adequately protected in the initial 60-90 day window, as long as the priming DIP is made on
competitive terms”).
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is by definition unavailable.?> Even if another basis for adequate
protection exists, the pre-petition secured creditor will often
contest it (known as a “priming fight”).8¢ The threat of a priming
fight, including the associated uncertainty and cost, may dis-
suade the debtor, who needs immediate liquidity, or the poten-
tial outside lender.%

The pre-petition lender's common informational ad-
vantages undermine competition from outsider lenders.®® The
pre-petition relationship provides it with current and poten-
tially private information on the debtor’s status.®” In contrast, an
outside lender will need to expend resources on due diligence
to even consider making an offer.”® An outside lender who is
selected by the debtor may also fear overpaying as the pre-pe-
tition lender will not only access its insider information,” but it
will be highly incentivized to protect its positions by becoming
the DIP lender.> Between the due diligence hurdle and a fear of
overbidding, outside lenders seldom compete and pre-petition
lenders are the obvious source for DIP financing.”

The debtor and the proposed DIP lender initially negotiate
the DIP financing.”* Once the terms are agreed upon and the
documentation is finalized, a motion seeking approval of the
DIP financing is filed along with the rest of the debtor’s first-
day filings.” The DIP financing motion is subject to objection by

85. E.g., In re Desert Fire Protection v. Fontainebleau Las Vegas Holdings, LLC (In re Fon-
tainebleau Las Vegas Holdings, LLC), 434 B.R. 716, 754 (S.D. Fla. 2010).

86. PAUL H. ZUMBRO, AN OVERVIEW OF DEBTOR-IN-POSSESSION FINANCING 11 (2010).

87. See Ayotte & Ellias, supra note 84, at 49; In re PTC Alliance Corp., No. 09-13395-CSS, 2009
Bankr. LEXIS 4726 (Bankr. D. Del. Nov. 12, 2009) (authorizing assignment of executory contracts
in a dispute where a potential new lender withdrew its offer of DIP Financing after debtor was
unable to guarantee consensual priming liens).

88. Tung, supra note 51, at 658.

89. Sandeep Dahiya & Korok Ray, A Theoretical Framework for Evaluating Debtor-in-Possession
Financing, 34 EMORY BANKR. DEV. J. 57, 63 (2017).

90. Tung, supra note 51, at 658.

91. Dahiya & Ray, supra note 89, at 62.

92. Tung, supra note 51, at 658.

93. Id.

94. ZUMBRO, supra note 86, at 15.

95. Id.
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any party, but three actors traditionally provide oversight: (1)
the United States Trustee, (2) the Official Committee of Unse-
cured Creditors (“Committee”), and (3) the bankruptcy court.”
The institutional hurdles each of these actors face make policing
the terms of DIP financing challenging.””

The frantic opening cadence combined with the debtors’ fi-
nancing exigency creates obstacles to effective oversight from
the outset. The first-day filings that facilitate operation of the
debtor in bankruptcy, including a motion to approve DIP fi-
nancing on an interim basis, are heard in the first few days of
the bankruptcy case.” There are many moving parts for the par-
ties and the bankruptcy court to coordinate during this hectic
time.”” Indeed, the United States Trustee and the bankruptcy
court will often only have a few hours to evaluate the DIP fi-
nancing motion and the associated documentation because it

96. 1Id.

97. See, e.g., Tung, supra note 51, at 655 (discussing the difficulty of a judge’s task to oversee
what amounts to a private business’s financial decision); Jeffrey P. Bast & Daniel Halperin, Cau-
tion: Committee Communications Causing Chaos—Ethical, Legal, and Strategic Considerations for Coun-
sel in Chapter 11, ABA (Mar. 18, 2022), https://www.americanbar.org/groups/business_law/re-
sources/business-law-today/2022-march/caution-committee-communications-causing-chaos/
[https://perma.cc/5CQ3-RG2G] (claiming that, “[a]lthough creditors generally share a common
goal of maximizing the value of the estate, each creditor’s individual interests create an inherent
conflict”); Lindsey D. Simon, The Guardian Trustee in Bankruptcy Courts and Beyond, 98 N.C. L.
REV. 1297, 1308-09 (2020) (discussing the goal of the United States Trustee program to promote
and protect the bankruptcy system for all stakeholders and the public, which does not neces-
sarily mean protecting the debtor and its estate from DIP lender overreach); Addison Pierce,
Curbing the Exploitation of Passive Creditors in Chapter 11 Reorganization by Leveraging the Oversight
Role of the United States Trustee, 4 AM. U.BUS. L. REV. 95, 121-22 (2015) (noting staffing and fund-
ing challenges for the United States Trustee program).

98. See David H. Conaway, Client Alert: Chapter 11 Trends: Are First Day Hearings “Game
Ower” for Chapter 11 Cases?, SHUMAKER (Apr. 10, 2023), https://www.shumaker.com/latest-think-
ing/publications/2023/03/client-alert-chapter-11-trends-are-first-day-hearings-game-over-for-
chapter-11-cases- [https://perma.cc/FM25-4C4T] (“Material Chapter 11 cases have morphed to
the point that the outcome is often predetermined at the “first day” hearing.”). Due to the exi-
gency and lack of notice, the DIP financing motion or cash collateral motion should narrowly
request relief “only to the extent necessary to avoid immediate and irreparable harm.” FED. R.
BANKR. P. 4001(b)(2) and (c)(2). Whether debtors and DIP lenders abide by this dictate is ques-
tionable.

99. Matthew Stokes, DIP Financing: Comprehensive Guide to Debtor-in-Possession Financ-
ing, LOANBASE (Nov. 8, 2023), https://loanbase.com/cre-loans/dip-financing-comprehensive-
guide-to-debtor-in-possession-financing/ [https://perma.cc/FCX6-46ZC].
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commonly trails the other first-day filings.!® Approval of the
DIP financing motion is the lynchpin for much of the other relief
that is requested; it provides the funds for payment of employ-
ees, critical vendors, and taxing authorities.!* The debtor’s sur-
vival as a going concern may hinge upon rapid approval.!®
Against this backdrop, it should be unsurprising that the DIP
financing is usually approved on an interim basis, with at most
minor tweaks.

After the entry of the interim order, the real action occurs
between the DIP lender and the Committee. The Committee is
established under the Bankruptcy Code to solve the collective
action problem created by disbursed unsecured creditors
whose individual collection costs would likely outstrip their re-
spective recoveries from the bankruptcy estate.’® The Commit-
tee typically consists of three to seven of the debtor's largest un-
secured creditors and is selected by the United States Trustee.'™
Once a Committee is formed and it has retained professional
advisors,'® its first significant order of business is evaluating
the DIP financing motion.'® At this point, the Committee’s pro-
fessionals are drinking from the proverbial firehose in

100. The lag can be the result of last-minute negotiations or the sheer complexity of the DIP
documentation, but one might posit that it is also strategic in order to give any objecting parties
less time to prepare.

101. See James W. Elliott, Timing Is Everything: Understanding the Expedited Funds Availability
Act, 31 AM. BANKR. INST. J. 48, 84 (2012) (asserting that funds should be made available as soon
as possible after approval of the DIP financing motion to allow payments to be made under
first-day motions).

102. Bruce A. Henoch, Postpetition Financing: Is There Life After Debt?, 8 BANKR. DEV. J. 575,
603 (1991).

103. Michelle M. Harner & Jamie Marincic, Committee Capture? An Empirical Analysis of the
Role of Creditors” Committees in Business Reorganizations, 64 VAND. L. REV. 747, 756-57 n.40 (2011)
(summarizing literature on Committee’s role in solving this collective action problem).

104. Chapter 11 Case Administration, in 3 UNITED STATES TRUSTEE PROGRAM POLICY AND
PRACTICES MANUAL 38-40 (2022) (noting the U.S. trustee selects Committee members by con-
sidering the size and nature of the creditor’s claims against the debtor and the responses to a
questionnaire completed by the creditor).

105. 11 U.S.C. § 1103(a). These advisors are paid by the bankruptcy estate.

106. Chapter 11 Case Administration, supra note 104, at 40 (advising that “[c]ase circum-
stances, however, may often require more expedited formation, particularly if significant ‘first
day’ . .. motions will be heard early in the case”); Conaway, supra note 98 (stating “[t]he court
orders entered on the first day almost always compromise rights of unsecured creditors”).
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attempting to understand (1) whether financing is even neces-
sary, (2) whether alternatives to the proposed financing exist,
(3) what are the most-objectionable terms of the DIP financing,
and (4) what leverage does the Committee possess over the pro-
posed DIP lender.'” All this must be rapidly accomplished
(sometimes within a week).!% At the same time, the Commit-
tee’s professionals must wrangle the various representatives of
the Committee members and obtain the members’ agreement
on a path forward. “Effective bargaining requires time and in-
formation.”’” The Committee and its professionals have nei-
ther, which further stacks the deck in favor of the debtor and
the proposed DIP lender.!?

Although the DIP financing motion is only initially ap-
proved on an interim basis, it is challenging to “switch horses”
to a new DIP lender for final approval. Proposing a new lender
creates uncertainty, while keeping the same lender is less risky,
a valuable commodity during the chaotic first month of a bank-
ruptcy case.!'' Moreover, some provisions of the interim order
nonetheless bind the debtor and any subsequent DIP lender."2

The deferential approval standard for DIP financing aug-
ments DIP lenders’ leverage. The statutory text of Section 364
only seeks to ensure that the credit enhancement granted to the
DIP lender is competitive — the debtor could not have obtained

107. See In re Mid-State Raceway, Inc., 323 B.R. 40, 43—46 (Bankr. N.D.N.Y. 2005). The Com-
mittee evaluated competing DIP financing proposals and supported one, but the support was
contingent upon further improvement of terms for constituents. Id.

108. See Conaway, supranote 98. The Committee was formed on December 11, 2020, retained
counsel to appear in the matter two days later, and filed an objection on December 17, 2020. See
In re White Stallion Energy, LLC, No. 20-13037 (Bankr. D. Del. 2020); Notice of Appearance and
Request for Service of Papers, In re White Stallion Energy, LLC, No. 20-13037; see also Lipson,
supra note 72, at 255 (suggesting truncated period available for the Committee and its profes-
sionals to evaluate the DIP financing in the Colt Holdings case undermined their ability to effec-
tively negotiate for concessions from the DIP lender).

109. Lipson, supra note 72, at 255.

110. See Harner and Marincic, supra note 103, at 810.

111. See, e.g., supra note 99 and accompanying text.

112. Vafer Inv. Grp., LLC v. Case (In re Visionaire Corp.), 299 B.R. 530, 535 (BAP 8th Cir.
2003) (noting priority of advances by DIP lender during interim period were not subject to re-
vision in final order); see infra note 278.
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the financing while granting lesser security.'”® None of the other
terms included in the DIP financing documentation (loan size,
fees, covenants, milestones, roll-ups, etc.) are subject to a similar
standard.'* As a result, the default standard for debtor actions
outside the ordinary course of business, the business justifica-
tion standard, is generally applied.'"> This deferential standard
is consistent with bankruptcy courts’” general reluctance to sec-
ond-guess debtor’s business decisions.!!®

The minimal precedent governing DIP financing leaves few
guardrails to constrain debtors and lenders. There are no Su-
preme Court opinions evaluating DIP financing, and most cir-
cuit courts have limited or no binding precedent.!” Even lower
appellate precedent is sparse. Section 364(e) of the Bankruptcy
Code, a statutory mootness provision, has greatly limited deter-
minations on the merits by resolving many appeals by dismis-
sal.!’® In the rare instances when a district court or bankruptcy
appellate panel issues an appellate opinion, the binding nature
of first-level appellate precedent is uncertain as courts are
split."’” Meanwhile, when a DIP financing motion is denied, the
order will be an interlocutory order that is not generally appeal-
able.’?? That leaves just bankruptcy court opinions, but as Judge

113. George G. Triantis, Theory of the Regulation of Debtor-in-Possession Financing, 46 VAND.
L.REV. 901, 902 (1993).

114. Id. at 903 (noting lack of theoretical framework for evaluating DIP financing motions
and suggesting a model to correct financial agency conflicts and ensure that debtors in posses-
sion invest value maximizing projects); see In re Farmland Indus., Inc., 294 B.R. 855, 879-80
(Bankr. W.D. Mo. 2003) (identifying factors considered by courts in evaluating whether to ap-
prove a DIP financing motion).

115. E.g., In re Olde Prairie Block Owner, LLC, 448 B.R. 482, 495 (Bankr. N.D. IIl. 2011).

116. Dick, Bearish Bankruptcy, supra note 81, at 486-87.

117. See KENNETH N. KLEE & WHITMAN L. HOLT, BANKRUPTCY AND THE SUPREME COURT:
1801-2014 252 (2015); see also Dick, Bearish Bankruptcy, supra note 81, at 492-93 (noting paucity of
DIP financing opinions at all levels). Perhaps the best indication of the lack of precedent is the
repeated use of the same precedent in DIP financing motions and accompanying objections,
regardless of the case venue.

118. 11 U.S.C. § 364(e).

119. Jonathan Remy Nash & Rafael I. Pardo, An Empirical Investigation into Appellate Structure
and the Perceived Quality of Appellate Review, 61 VAND. L. REV. 1745, 1761-62 (2008).

120. 28 U.S.C. § 158(a)(3) (interlocutory orders are not appealable as of right) (“A noncon-
sensual cash-collateral order [is] interlocutory” but could be appropriately appealed when it
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Buschman succinctly stated in the Ames bankruptcy case:
“There are few reported decisions under § 364. The need for
cash is usually immediate. If the court is inclined to grant an
application for authority to obtain credit, the time necessary to
write an opinion could effectively doom any chance of reorgan-
ization.”' Thus, the bankruptcy court is predisposed to rule
from the bench without a written opinion. Even in the busiest
jurisdictions, few written opinions exist.!??

The venue rules governing corporate bankruptcy cases al-
low debtors and their lenders to select advantageous forums for
approval of controversial DIP financing provisions.'? Although
the debtor files the bankruptcy case, “many lenders condition
the availability of their loans or the terms of their financing on
the debtor's filing in a particular location.”'** Debtors and DIP
lenders are free to pick their preferred district because the per-
missive venue rules only require minimal planning to file any-
where in the United States.’? The key selection criteria is the
likelihood of the court making favorable rulings on major is-
sues, including proposed DIP financing.'?* Through rulings and
signaling, certain courts highlight their willingness to rule

was combined with appeal of DIP financing); see In re Fontainebleau Las Vegas Holdings, LLC,
434 B.R. 716, 735 (S.D. Fla. 2010).

121. In re Ames Dept. Stores, Inc., 115 B.R. 34, 38 n.4 (Bankr. S.D.N.Y. 1990).

122. Although thousands of DIP financing motions have been contested in the Southern
District of New York, only a few significant written opinions exist. See, e.g., In re LATAM Air-
lines Grp. S.A., 620 B.R. 722 (Bankr. S.D.N.Y. 2020); In re Republic Airways Holdings Inc., No.
16-10429 (SHL), 2016 WL 2616717 (Bankr. S.D.N.Y. May 4, 2016); In re Barbara K. Enter., Inc.,
No. 08-11474 (MG), 2008 WL 2439649 (Bankr. S.D.N.Y. June 16, 2008); I re Ames, 115 B.R. at 38
n.4.

123. James J. White, Death and Resurrection of Secured Credit, 12 AM. BANKR. INST. L. REV. 139,
190 (2004).

124. Laura Napoli Coordes, The Geography of Bankruptcy, 68 VAND. L. REV. 381, 437 (2015);
see Ayotte & Skeel, supra note 80, at 456-57 (asserting that DIP lenders have significant sway
over venue selection).

125. Tabb, supra note 11, at 583. Many commentators have criticized this flexibility and sug-
gested it has led to a “race to the bottom” that favors debtors and chosen stakeholders. id.; e.g.,
LYNN M. LOPUCKI, COURTING FAILURE: HOW COMPETITION FOR BIG CASES IS CORRUPTING THE
BANKRUPTCY COURTS (2005); accord Adam J. Levitin, Purdue’s Poison Pill: The Breakdown of Chap-
ter 11’s Checks and Balances, 100 TEX. L. REV. 101, 108-09 n.16 (2022) (canvassing the rich literature
on this issue).

126. See Levitin, supra note 125, at 152-53.
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favorably on DIP financing.'”” The result is a proliferation of
cases filed in jurisdictions with only a nominal connection to the
debtor and the rise of three dominant jurisdictions for mega
cases: the District of Delaware, the Southern District of Texas,
and the Southern District of New York.!?

Once the DIP financing is approved, Section 364(e) generally
nullifies appellate review of an approved DIP loan.'* If a bank-
ruptcy court approves a DIP financing motion, the transaction
cannot be reversed on appeal unless the order has been stayed
or the lender did not act in good faith.* Courts have held that
Section 364(e) “broadly protects any requirement or obligation
that was part of a post-petition creditor's agreement to fi-
nance.”®! Thus, an unstayed appeal of any provision in an order

127. Signaling includes the adoption of specific local rules for mega cases or the designation
of a panel of judges to handle mega cases. See Procedures for Complex Cases in the Southern District
of Texas, U.S. DIsT. & BANKR. CT. S. DisT. OF TeEXx. 1 (Oct. 18, 2023),
https://www.txs.uscourts.gov/sites/txs/files/Complex_11_Procedures_101820231.pdf; see also
Complex ~ Chapter 11 Cases, US. BANKR. Cr. S. Dist. OF  OHIO,
https://www.ohsb.uscourts.gov/complex-chapter-11-cases [https://perma.cc/3LFE-FEP7] (last
visited July 31, 2024); see also Gen. Ord. 26-2019 (Bankr. N.D. Ga. 2023) (assigning loosely de-
fined “complex” cases filed in the Atlanta division to one of two judges); Gen. Ord. 30-4 (Bankr.
S.D. Ohio 2021) (assigning complex cases to one of two judges); Gen. Ord. 30-1 (Bankr. S.D.
Ohio 2018) (assigning complex cases to one of two judges); Gen. Ord. 2018-1 (Bankr. S.D. Tex.
2018); Gen. Ord. 2016-1 (Bankr. S.D. Tex. 2016). For a discussion of the signaling by the Southern
District of Texas and its impact, see Adam J. Levitin, Judge Shopping in Chapter 11 Bankruptcy,
2023 U. ILL. L. REV. 351, 366-67 (2023) (discussing signaling by the Southern District of Texas
and its impact); Robert K. Rasmussen, COVID-19 Debt and Bankruptcy Infrastructure, 131 YALE
L.J.F. 337, 352-53 (2021).

128. See generally Rasmussen, supra note 127 (noting that some commentators have sug-
gested that this problem is not as significant as others have suggested); Terrence L. Michael,
Nancy V. Alquist, Daniel P. Collins, Dennis R. Dow, Joan N. Feeney, Frank J. Santoro & Mary
F. Walrath, NCBJ Special Committee on Venue: Report on Proposal for Revision of the Venue Statute
in Commercial Bankruptcy Cases, 93 AM. BANKR. L.J. 741, 782 (2019) (noting that the majority of
large ($50 million plus assets and liabilities) cases are not filed in Delaware and Southern Dis-
trict of New York); Levitin, supra note 127, at 341 (although recent changes have decreased the
opportunity for selecting a particular judge, it remains possible in some instances).

129. 11 US.C. § 364(e).

130. Id.

131. Weinstein, Eisen & Weiss, LLP v. Gill (In re Cooper Commons, LLC), 430 F.3d 1215,
1219 (9th Cir. 2005); see White Rose Food v. Gen. Trading Co. (In re Clinton St. Food Corp.), 170
B.R. 216, 220-21 (Bankr. S.D.N.Y. 1994).
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approving DIP financing will be dismissed as statutorily
moot.'32

The option of obtaining a stay pending appeal is largely il-
lusory.’®* This is true for both the stay as of right and a discre-
tionary stay. If the appellant seeks a stay as of right, the accom-
panying supersedeas bond must be sufficient to both secure the
value of the judgment and protect against the cost of delay in-
herent in the appellate process.’** Because of the risk that the
bankruptcy estate will liquidate if the DIP financing is reversed,
the bond will likely need to cover the entire value of the bank-
ruptcy estate, sometimes billions of dollars.’® When seeking a
discretionary stay, the most important determination is the ap-
pellant’s chances of success on the merits.’** A high bar under
any circumstances, but particularly challenging in these cases
because the bankruptcy judge, who just approved the proposed
financing, is unlikely to agree that her ruling is questionable.’”
Additionally, the appellant may only have an opportunity to
obtain a stay from the bankruptcy court, which can further un-
dermine an appellant’s attempt to preserve its appellate rights.
Although there is ordinarily a 14-day automatic stay of an order
approving a DIP loan, the bankruptcy court can order a

132. E.g., Boullioun Aircraft Holding, Co. v. Smith Mgmt. Co. (In re W. Pac. Airlines, Inc.),
181 F.3d 1191, 1197 (10th Cir. 1999).

133. Robert J. Keach & Lindsay Zahradka Milne, The Unconstitutional Confluence of Statutory
Mootness Under Bankruptcy Code § 363(m) & Bankruptcy Courts’ Discretion Under Bankruptcy Rule
6004(h), 71 SYRACUSE L. REV. 493, 496 (2021).

134. ACC Bondholder Grp. v. Adelphia Commc’'ns Corp. (In re Adelphia Commc'ns Corp.),
361 B.R. 337, 350 (S.D.N.Y. 2007) (noting under Federal Rule of Bankruptcy Procedure 8005, a
party can obtain a stay as of right by posting a surety bond (known as a supersedeas bond) or
other court-approved form of security).

135. E.g., Ad Hoc Comm. of Non-Consenting Creditors v. Peabody Energy Corp. (In re Pea-
body Energy Corp.), No. 4:17-CV-01053-AGF, 2017 U.S. Dist. LEXIS 47231, at *22 n.6 (E.D. Mo.
Mar. 30, 2017) (noting that if the court were to grant a stay, the required supersedeas bond would
be approximately $4 billion); In re Tribune Co., 477 B.R. 465, 482 (Bankr. D. Del. 2012) (setting
supersedeas bond at $1.5 billion).

136. InrePeabody Energy Corp., 4:17-CV-01053-AGF, 2017 WL 1177911, at *4 (E.D. Mo. Mar.
30, 2017).

137. Capital Factors, Inc. v. Kmart Corp., 291 B.R. 818, 823 (N.D. Ill. 2003) (“It would be
inconsistent for the bankruptcy court to enter the orders on the theory that prompt payments
were necessary to keep Kmart operational, and then turn around and stay those orders.”).
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different stay length'® or even eliminate the stay entirely.’®
Courts regularly eliminate the stay, which allows the lender
and the debtor to close and moot the appeal before the appellant
can seek to obtain a stay from a higher court.!

2. Bargaining for DIP financing under lender control

Parties bargain in the shadow of the known jurisprudential
tendencies of the judge, applicable precedent, and the potential
for reversal on appeal. These factors typically favor the pro-
posed DIP lenders at the expense of debtors and their bank-
ruptcy estates. Armed with this leverage, DIP lenders control
the bankruptcy case trajectory, shield their pre-petition loans,
and obtain outsized returns.

Despite Section 364’s focus on ensuring that the terms of DIP
loans are competitive, DIP lenders obtain above-market re-
turns. As Professor Tung has highlighted, the interest rates for
DIP loans are similar to those for non-investment grade and
highly speculative bonds.'*! Yet, the payment default rate for
DIP loans is virtually zero, while the default rate for similarly
priced non-DIP loans is 10%.4? This pricing divergence sug-
gests that the institutional and structural factors favoring DIP
lenders make the market for DIP lending uncompetitive.!** As
discussed in the next Part, issuing a DIP loan as a component of
a loan-to-own strategy provides an alternative option for ob-
taining above-market returns.

138. Keach & Milne, supra note 133, at 496 (discussing truncation of automatic stay in the
analogous context of bankruptcy sales that are subject to statutory mootness under 11 U.S.C. §
363(m)).

139. See, e.g., Mission Prod. Holdings, Inc. v. Old Cold LLC, 879 F.3d 376, 388 (1st Cir. 2018)
(holding that bankruptcy court did not abuse its discretion in eliminating entire Bankruptcy
Rule 6004 stay period, notwithstanding objection to entry of order); Palladino v. S. Coast Oil
Corp., 566 F. App’x 594, 595 (9th Cir. 2014) (holding that bankruptcy court did not abuse its
discretion in waiving Bankruptcy Rule 6004 stay period where time was of the essence).

140. See Keach & Milne, supra note 133, at 497-99.

141. Tung, supra note 51, at 685-86.

142. 1d. at 687.

143. Tabb, supra note 11, at 576; see Tung, supra note 51, at 656-60 (suggesting institutional
factors make the market for DIP lending uncompetitive).
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The negative covenants and milestones included in DIP fi-
nancing documentation restrict the debtor’s operational auton-
omy."* Negative covenants preclude certain actions by a debtor
absent the lender's consent.'*> They often cover material deci-
sions like asset dispositions, capital expenditures, sale terms,
exit strategies, and prohibitions on changes in management,
control, or ownership.!* Deadlines, known as “milestones,”
force the debtor to meet the lender’s preferred timeline by set-
ting deadlines for key achievements in the bankruptcy case.'*”
Although milestones are tailored to fit the needs of the case and
the debtor’s business, they usually culminate in sales or plan
confirmation.!*® Lenders use covenants and milestones to en-
force their control because tripping a covenant or failing to
achieve a milestone “entitl[es] the lender to relief from the stay
and the ability to immediately realize upon its security, begin
assessing default interest rates and penalty fees, and terminate
any further financing.”'#

One of the more controversial lender protections is the pay-
ment of pre-petition claims using proceeds from the DIP financ-
ing (a “roll-up”).’®® The roll-up elevates a lender’s pre-petition

144. See Harvey R. Miller & Shai Y. Waisman, Is Chapter 11 Bankrupt?, 47 B.C. L. REV. 129,
154 (2005) (“[L]everage has enabled DIP lenders to impose increasingly severe covenants and
conditions on the debtor and its activities”); Kuney, supra note 66, at 56 (suggesting “overall
effect” of negative covenants is to give “the DIP lender almost complete control over the
debtor’s reorganization”).

145. Triantis, supra note 113, at 910-11 (noting that negative covenants “are a well-known
mechanism for controlling financial agency problems” that arise from a firm’s insolvency and
the shift to creditors as the fulcrum security holders who “enjoy the marginal gains and bear
the marginal losses of firm actions”).

146. See Kuney, supra note 66, at 53-56 (listing common examples of negative covenants).

147. Ayotte & Ellias, supra note 84, at 12.

148. Tung, supra note 51, at 672.

149. Kuney, supra note 66, at 56.

150. Prior to the advent of roll-ups, DIP lenders would seek to cross-collateralize the debt
provided in a DIP financing, meaning that the new super-priority secured lien would cover not
just the new money advanced but also the DIP lender’s pre-petition claim. See Charles J. Tabb,
A Critical Reappraisal of Cross-Collateralization in Bankruptcy, 60 S. CAL. L. REV. 109, 112 (1986).
Cross-collateralizations were approved by some courts but remained subject to legal uncer-
tainty. See Shapiro v. Saybrook Mfg. Co., Inc. (In re Saybrook Mfg. Co., Inc.), 936 F.2d 1490, 1495
(1992) (rejecting cross-collateralization). In contrast, roll-ups “avoid the technical
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claim by refinancing it with priority debt.”>! A roll-up can be
harmless when a creditor has a perfected and fully-secured
blanket lien because the creditor will likely receive full payment
at the end of the case.’® However, roll-ups are also granted to
DIP lenders who are not fully secured, which creates a valua-
tion and timing problem, a theme we will revisit when evaluat-
ing convertible DIP financing.'>

If the lender is not fully secured, the roll-up satisfies not only
the secured portion of the DIP lender’s pre-petition claim, but
also the unsecured portion.’> The roll-up’s payment of the un-
secured portion of the DIP lender’s claim violates the Bank-
ruptcy Code’s priority scheme by “authorizing the debtor to
pay certain pre-petition unsecured claims in full while others
remain unpaid.”’* Indeed, unsecured creditors often receive
very small pro-rata recoveries (there is a reason they are de-
scribed as “tiny bankruptcy dollars”), but an undersecured DIP
lender (whose pre-petition claim outstrips the value of its col-
lateral) avoids this fate and is able to “skip priority” pursuant
to a roll-up.’®® At worst, the lender receives payment immedi-
ately upon final approval of the DIP after the second-day

collateralization of any pre-petition position[,]” which distinguishes them, while providing sub-
stantially similar protection. Craig R. Bucki, Cracking the Code: The Legal Authority Behind Extra-
statutory Debtor-in-Possession Financing Mechanisms and Their Prospects for Survival, 2005 COLUM.
Bus. L. REV. 357, 373 (2005).

151. See Tung, supra note 51, at 668. “A variation is a gradual or ‘creeping’ roll-up.” Richard
M. Hynes & Steven D. Walt, Inequality and Equity in Bankruptcy Reorganization, 66 U. KAN. L.
REV. 875, 882 (2018). Instead of immediate satisfaction of the pre-petition loans upon the
debtor’s draw from the DIP financing or its origination, the creeping roll-up operates through
the debtor’s use of cash collateral. Receipts of cash collateral are applied against the prepetition
indebtedness while advances are deemed post-petition loans. “The amount of postpetition debt
increases as the prepetition debt is repaid. As post-petition loans, the advances are entitled to
administrative expense priority or are secured (or both).” Id.

152. Roe & Tung, supra note 5, at 1251.

153. Other common benefits granted to DIP lenders include liens on unencumbered assets
and liens on avoidance actions and associated proceeds. E.g., In re Murray Metallurgical Coal
Holdings, LLC, 623 B.R. 444, 456 (Bankr. S.D. Ohio 2021).

154. Tung, supra note 51, at 670 (noting that the roll-up “eliminates any reorganization risk
for that paid-in-full debt”).

155. See Transamerica Com. Fin. Corp. v. Citibank, N.A. (In re Sun Runner Marine, Inc.), 945
F.2d 1089, 1094 (9th Cir. 1991).

156. See Roe & Tung, supra note 5, at 1251-52.
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hearing —too early in the case to determine what portion, if any,
of the DIP lender’s pre-petition claim is unsecured.!” Some re-
cent cases have even allowed partial roll-ups upon entry of the
interim DIP financing order before a Committee is even
formed.'

Even when a debtor does not need new financing, using
cash collateral still often grants the lender control of the case.
Debtors can obtain access to cash collateral when the secured
creditor consents.’® Consent, however, almost always comes
with a steep price; secured creditors know they can extract sig-
nificant concessions from the debtor who is desperate for li-
quidity and eager to avoid the expense and uncertainty of a con-
tested cash collateral hearing.'®® As a result, cash collateral
orders include many of the same lender-friendly provisions
commonly approved in DIP financings.®!

Recognizing the opportunities to achieve alpha,'®> asset
managers known as distressed investors classified bankruptcy

157. Committees often request authority to unwind a roll-up if it is ultimately determined
to be unsecured. See 3 COLLIER ON BANKRUPTCY P 364.06 (Alan N. Resnick & Henry J. Som-
mer eds., 16th ed.). Due to their limited leverage, the Committee may be unable to extract this
concession. Recognizing this reality, some jurisdictions have adopted local rules that require
the unwinding of roll-ups that are not secured. E.g., S.D.N.Y. LBR § 4001-2(g)(5).

158. E.g., Interim Order (I) Authorizing the Debtors to (A) Obtain Postpetition Financing,
and (B) Use Cash Collateral; (II) Granting Liens and Providing Superpriority Administrative
Expense Claims; (III) Granting Adequate Protection to the Prepetition Secured Parties; (IV)
Modifying the Automatic Stay; (V) Scheduling Final Hearing; And (VI) Granting Related Relief,
In re Genesis Care Pty Ltd., No. 23-90614 (DR]) (Bankr. S.D. Tex. June 2, 2023) (No. 22); Interim
Order (I) Authorizing Debtors to (A) Obtain Postpetition Financing and (B) Use Cash Collateral,
(II) Granting Liens and Providing Claims with Superpriority Administrative Expense Status,
(II) Granting Adequate Protection to the Prepetition Secured Party, (IV) Modifying the Auto-
matic Stay, (V) Scheduling a Final Hearing and (VI) Granting Related Relief, In re Virgin Orbit
Holdings, Inc., No. 23-10405 (KBO) (Bankr. D. Del. Apr. 5, 2023) (No. 12-55).

159. 11 U.S.C. § 363(c)(2)(B).

160. Kuney, supra note 65, at 46-47.

161. E.g., InreLicking River Mining, LLC, 605 B.R. 153, 156 (Bankr. E.D. Ky. 2019); In re Cent.
Grocers, Inc., No. 17-10993 (LSS), 2017 WL 5483319, at *10-15 (Bankr. D. Del. May 5, 2017);
Ayotte & Morrison, supra note 74, at 523 (noting 26% of firms in a study of public firm bank-
ruptcy filers in 2001 had cash collateral orders that included provisions granting substantially
similar creditor protection to those commonly found in DIP financing orders).

162. Alpha is the portion of returns attributable to manager-specific strategies that result in
superior performance compared to a relevant market benchmark. Suren Gomtsian, Voting En-
gagement by Large Institutional Investors, 45 J. CORP. L. 659, 666 (2020).
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as “a general investment opportunity.”'® The market for bank-
ruptcy claims, large and small, became increasingly liquid.'*
One of the primary reasons for this development is that dis-
tressed investors could operationalize their leverage to control
the bankruptcy case trajectory or ride the coattails of others who
could pressure the debtor’'s management.'®> The maturation of
the claims trading market led to the development of different
investor archetypes. Some buyers with short time horizons
sought to quickly flip purchased claims and make margins on
the buy/sell spread.'*® Others, with longer horizons, hold the
debt until either it matures, or it is redeemed.!” A third type
seeks to use the debt to become owners of the assets or equity
of the debtor —Loan-to-Own 1.0, the topic of the next part.'®

II. LoANTOOWN 1.0

The rise of distressed investors is synonymous with the pro-
liferation of loan-to-own strategies. Distressed investors ac-
quire the debtor’s debt or provide DIP financing with the goal
of transforming the debt into ownership of the debtor’s assets
or equity.!® This Part profiles the two original loan-to-own
strategies available to lenders in bankruptcy: a credit bid to pur-
chase a debtor’s assets and obtaining the fulcrum security to

163. Adam ]. Levitin, Bankruptcy Markets: Making Sense of Claims Trading, 4 BROOK. J. CORP.
FIN. & COM. L. 67, 68 (2009). A rich literature has debated its normative implications for Chapter
11. See id. at 73, 75 (summarizing arguments of proponents and opponents to claims trading in
bankruptcy).

164. See Anne Marrs Huber & Thomas H. Young, The Trading of Bank Debt In and Out of
Chapter 11,15 J. BANKR. L. & PRAC. 1 Art. 3, 1 (2006). Indeed, this was arguably true by the early
1990s. See Frederick Tung, Confirmation and Claims Trading, 90 Nw. U. L. REV. 1684, 1685 (1996)
(discussing growth of claims trading market in early 1990s).

165. See Goldschmid, supra note 71, at 212-13.

166. Michelle M. Harner, The Corporate Governance and Public Policy Implications of Activist
Distressed Debt Investing, 77 FORDHAM L. REV. 703, 716 (2008).

167. 1Id.

168. Id. Indeed, some entities cannot or do not want to own equity (likely illiquid, if it is not
publicly held) or the assets of a debtor. See Fortgang & Mayer, supra note 69, at 7.

169. Michelle M. Harner, Activist Distressed Debtholders: The New Barbarians at the Gate?, 89
WaASH. U. L. REV. 155, 157 (2011) [hereinafter Harner, Activist Distressed Debtholders]; David Per-
ess & Thomas C. Prinzhorn, Nontraditional Lenders and the Impact of Loan-to-Own Strategies on the
Restructuring Process, 25 AM. BANKR. INST. J. 48, 48 (2006).
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acquire the reorganized debtor’s equity. Lender control facili-
tates loan-to-own strategies by allowing the distressed investor
to manipulate the case trajectory.””” However, the procedural
protections applied to asset sales can constrain returns. Mean-
while, equity-based strategies pose valuation and timing
risks.””! As will be discussed in Part IV, convertible DIP financ-
ing is a substitute that minimizes these drawbacks.

A. Assets

An asset-focused loan-to-own strategy applies the value of
the secured claim as a credit bid to buy the assets in a bank-
ruptcy sale. Although some commentators criticize this strat-
egy, safeguards such as the ability to disqualify or condition a
credit bid and oversight of the sale process disincentivize over-
reach.’”” These safeguards “are calculated to balance the inter-
ests of the secured lender and the protection of the reorganized
entity [and do not] ensure an advantageous return on a secured
investment.”1”? Regardless of whether they achieve a balance,
credit bidding is ubiquitous.'”

Secured creditors retain the ability to credit bid following a
debtor’s bankruptcy filing.!”> Outside of bankruptcy, a secured

170. See infra Section IL.A.

171. See infra Section IL.B.

172. See supra note 29 (listing sources discussing the ability to control credit bidding). But see
Wiener, supra note 26 (claiming that investors use credit bidding to stake claims on specific
assets of bankrupt companies).

173. In re Phila. Newspapers, LLC, 599 F.3d 298, 316-17 (3d Cir. 2010).

174. See]John T. Gregg, A Review of Credit Bidding Under 11 U.S.C.A. § 363(k), 2008 ANN. SURV.
BANKR. LAW 17 (2008).

175. 11 U.S.C. § 363(k). An asset sale under a Chapter 11 plan must also generally provide
the secured party the right to credit bid. See 11 U.S.C. § 1129(b)(2)(A)(ii); RadLAX Gateway
Hotel, LLC v. Amalgamated Bank, 566 U.S. 639, 647 (2012). Section 1129(b), known as the
cramdown, is only triggered when a class of claims does not approve the Chapter 11 plan. D.
Michael Lynn, The Toolbox: Cramdown and the Absolute Priority Rule Under Section 1129(b),
BLOOMBERG L. (Feb. 4, 2015, 2:48 PM), https://news.bloomberglaw.com/bankruptcy-law/the-
toolbox-cramdown-and-the-absolute-priority-rule-under-section-1129-b
[https://perma.cc/35LR-KLVX]. This is unlikely to forestall a secured creditor’s request to be
allowed to credit bid since secured claims are almost always classified separately to allow for
bespoke treatment. Patrick B. Bauer, Where You Stand Depends on Where You Sit: A Response to
Professor White’s Sortie Against Chapter 12, 13 J. CORP. L. 33, 34 n.12 (1987). Thus, the affected



30 DREXEL LAW REVIEW [Vol. 17:1

creditor’s rights in collateral are established under applicable
(usually state) law.'”® The right to participate in the sale of its
collateral by bidding the value of the debt (a credit bid) is tradi-
tionally available under non-bankruptcy law."”” Consistent with
bankruptcy law’s general status as a procedural overlay on sub-
stantive law,'” the Bankruptcy Code recognizes this right by al-
lowing the secured creditor to bid the allowed amount of its se-
cured claim.' Because the DIP lender’s first-priority lien
encumbers the debtor’s assets, it is in prime position to credit
bid.!s

The extra-statutory advantages can be magnified by the DIP
documentation.’® Among the common milestones included in
DIP documentation are sale or plan-related deadlines crafted to
maximize the chances that the DIP lender’s credit bid will be
successful.’® The more truncated the process, the less time for
other parties to conduct due diligence, and the more likely no

creditor could vote against Chapter 11 plan, which would cause the class to similarly disap-
prove, thereby triggering Section 1129(b)’s cramdown protections.

176. Seee.g., Sec. Serv. Fed. Credit Union v. First Am. Mortg. Funding, LLC, 861 F. Supp. 2d
1256, 1263-64 (D. Colo. 2012) (discussing credit bidding under California and Colorado law).

177. Louisville Jt. Stock Land Bank v. Radford, 295 U.S. 555, 594-95 (1935) (“The right to
realize upon the security by a judicial public sale . .. [and] [t]he right to protect its interest in
the property by bidding at such sale whenever held, and thus to assure having the mortgaged
property devoted primarily to the satisfaction of the debt, either through receipt of the proceeds
of a fair competitive sale or by taking the property itself.”).

178. Robert W. Miller, A Comprehensive Framework for Conflict Preemption in Federal Insolvency
Proceedings, 123 W. VA. L. REV. 423, 423 (2020). I do not mean to wade into the rich discourse
between “proceduralists” and “traditionalists.” Compare Douglas G. Baird, Bankruptcy’s Uncon-
tested Axioms, 108 YALE L.J. 573, 577 (1998) (examining the competing groups and the tensions
between them), with Anthony J. Casey, Chapter 11's Renegotiation Framework and the Purpose of
Corporate Bankruptcy, 120 COLUM. L. REV. 1709, 1716 (2020) (proposing a New Bargaining The-
ory).

179. See Ayotte and Huang, supra note 35, at 528-29.

180. See Robert J. Keach, Stalking-Horse Lenders and Good Faith: The Availability of Appellate
Protection Under §§ 363(m) and 364(e) for Asset Purchasers Extending DIP Financing, 23 AM. BANKR.
INST. J. 28, 28 (2004) (coining the apt-term “DIP-to-buy”).

181. See Robin Phelan & Ocean Tama, The Use of Dip Financing as a Mechanism to Control the
Corporate Restructuring Process, 44 TEX. ]. BUS. L. 15, 18-19 (Spring 2011); see also Kenneth N. Klee
and Richard Levin, Rethinking Chapter 11, 21 J. BANKR. L. & PRAC. 5 Art. 2.2 (Nov. 2012) (dis-
cussing potential need for reform due to lenders’ perceived “almost absolute-veto power” over
trajectory of reorganization case).

182. See Klee & Levin, supra note 181, at Art. 3.1-3.2.
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other parties will bid, leaving the DIP lender as the winner by
default.’®® Moreover, the DIP lender can limit available financ-
ing to force a quick sale process.’® On a more basic level, the
greater the fees and interest owed under the DIP financing, the
more inflated the credit bid, which may deter competing bid-
ders from participating in the sale process.'® This is true even if
the claim was purchased at a discount because the lender is al-
lowed to bid the full “face” amount of the claim.!¢

The sale process can tip the scales in favor of a credit bid by
the DIP lender. To set the floor for bidding, a debtor designates
a stalking-horse bidder.”®” The debtor (with oversight by the
Committee) will negotiate the sale procedures with the stalk-
ing-horse bidder.'®® The DIP lender is the natural choice for a
stalking-horse bidder. The DIP lender has already conducted
due diligence based on its loan-to-own strategy and its relation-
ship with the debtor predates the bankruptcy.'® Stalking-horse
bidders receive bid protections as consideration for establishing
a bidding floor.”® Common bid protections include high bid

183. See Phelan & Tama, supra note 181, at 19.

184. Klee & Levin, supra note 181, at Art. 3.3.

185. See Ayotte & Huang, supra note 35, at 533-34 (explaining how DIP financing interest
and fees would depress recovery for other creditors in J.C. Penney bankruptcy case).

186. See In re Dollar Assocs., 172 B.R. 945, 952 (Bankr. N.D. Cal. 1994).

187. In re Bouchard Transp. Co., Inc., 639 B.R. 697, 702 (S.D. Tex. 2022).

188. Seeid. at 702-03. The Committee, the DIP Lender, and other significant parties are some-
times described as “consultation parties.” See, e.g., Corp. Assets, Inc. v. Paloian, 368 F.3d 761,
763 (7th Cir. 2004). When the sale procedures motion is filed very early in the case, the Commit-
tee may be at a disadvantage not dissimilar to a DIP financing motion. See Debra I. Grassgreen,
Laura Davis Jones, James H.M. Sprayregen & James A. Stempel, Who Wins in the Race to Get
Break-Up Fees Approved?, 22 AM. BANKR. INST. J. 16, 52 (2003) (discussing Pillowtex global bid
procedures motion that was heard six days after the Committee was formed). This process dif-
fers from the direct democracy where stakeholders are entitled to vote on the Chapter 11 plan.
Ralph Brubaker & Charles Jordan Tabb, Bankruptcy Reorganizations and the Troubling Legacy of
Chrysler and GM, 2010 U. ILL. L. REV. 1375, 1386 (2010) (describing the Committee’s role in the
363 Sales process as creating a “‘representative democracy’ model (and indeed an extremely
diluted one at that)”).

189. See T. Daniel Reynolds, A Lesson in DIP Financing Due Diligence, JONES DAY (June 7,
2018), https://www jonesday.com/en/insights/2018/06/a-lesson-in-dip-financing-due-dili-
gence [https://perma.cc/CN3H-U93Q)] (illustrating the need for thorough due diligence when
evaluating the collateral for a DIP loan).

190. Ross]. Switkes, An Overview of a § 363 Sale Involving a Stalking-Horse Bidder, AM. BANKR.
INST. ], Jan. 2023, at 76, 76-77.
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increments and breakup fees,’' a form asset purchase agree-
ment crafted by the stalking horse that other purchasers must
use,'”? and elevated thresholds for participation at the auction
as a “qualified bidder.”' Lastly, “[d]ebtor ha[s] [the] discretion
to determine the highest and best bid.”'** The DIP lender can
leverage its control to pressure the debtor to support bid pro-
tections and favor its credit bid.!

Limitations on the right to credit bid can temper a secured
creditor’s control of the sale process. The credit bid right only
applies to secured creditors holding an “allowed claim.”*® The
Committee may challenge the alleged secured claim based on
any non-bankruptcy defense to the underlying claim or bank-
ruptcy-specific causes of action found in Chapter 5 of the Bank-
ruptcy Code, such as avoidance of the liens as preferential
transfers or equitable subordination of the liens.’” Moreover, 11

191. William Wallander, Katie Drell Grissel, Bradley Foxman, Garrick Smith, & Reese
O’Connor, Dealing in Distressed Energy Assets, 4 LSU J. ENERGY L. & RES. 175, 206-08 (2016) (dis-
cussing factors used to evaluate propriety of break-up fees).

192. Steven Fruchter, Section 363 Sales After the Covid-19 Pandemic, 95 AM. BANKR. L.J. 367,
379 (2021).

193. These are transaction-dependent but may include proof of financial wherewithal to
close the transaction and the ability to close within a short window. See Corp. Assets, Inc. v.
Paloian, 368 F.3d 761, 763 (7th Cir. 2004) (discussing qualified bidder requirements).

194. See, e.g., In re Mt. States Rosen, LLC, 619 B.R. 750, 753 (Bankr. D. Wyo. 2020). This dis-
cretion is often exercised after discussions with the consultation parties. Id. Taken to the ex-
treme, lenders are sometimes granted an absolute veto over other bids. E.g., In re Palm Springs
II, LLC, 65 F.4th 752, 764 (5th Cir. 2023) (noting that a lender veto is “not uncommon”).

195. The DIP lender’s status as a consultation party ensures that it has an open line of com-
munication with the debtor to voice its demands. See Daniel P. Winikka & Debra K. Simpson,
Will Bankruptcy Courts Limit the Right to Credit Bid?, 17 NORTON J. BANKR. L. & PRAC. Art. 6 (2008)
(discussing the chilling effect a financer’s communication with a debtor can have on bidding).
But see James J. White, Bankruptcy Noir, 106 MICH. L. REV. 691, 708 (2008) (asserting that bid
procedures only minimally chill bidding).

196. See Winikka & Simpson, supra note 195.

197. In re Radnor Holdings Corp., 353 B.R. 820, 840-41, 845-47 (Bankr. D. Del. 2006) (illus-
trating an adversary complaint filed attacking credit bid as party based equitable subordination,
disallowance of proof of claim, and preferential transfer). A Committee’s challenge may delay
a sale process, but “courts can expedite proceedings, as the Radnor court did, or condition the
credit bid so that the sale may proceed quickly, with lien or claim challenges adjudicated at a
later date.” Winikka & Simpson, supra note 195, at 4. Courts have also adopted other worka-
rounds to protect the estate in the event the secured claim is disallowed. See In re RML Dev.,
Inc., 528 B.R. 150, 156-57 (Bankr. W.D. Tenn. 2014) (allowing the secured creditor to bid the
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U.S.C. § 363(k) includes an exception to the default rule of credit
bidding when “the court for cause orders otherwise.”'”® This
flexible standard can be applied when inequitable conduct or a
procedurally defective sale process has “chilled” the bidding.'*

Court guidelines and understood norms for the conduct of
bankruptcy sales can further level the playing field among bid-
ders.? “All potential bidders . . . have access to the virtual data
room” to conduct due diligence.*™ They can affect the auction
process by objecting to the unreasonable sales procedures.?’?
Judges may reject proposed procedures and sale orders that vi-
olate local custom and grant too much control to stalking
horses.?

The secured creditor can still manipulate the sale process by
using the DIP documentation to truncate the challenge period
for its liens, limit the Committee’s investigation budget, and set
milestones requiring an expedited sale process.?* Yet, taken to-
gether, the restrictions on the right to credit bid and best sale
practices prioritize the bidding of fair value. In sum, sales of

undisputed portion of its claim and hold the balance of the proceeds in escrow pending deter-
mination of the dispute or the secured creditor could post a bond, letter of credit or other secu-
rity device in the amount of the credit bid); In re Octagon Roofing, 123 B.R. 583, 592 (Bankr. N.D.
111. 1991) (allowing bank to credit bid conditioned upon the “posting [of] an irrevocable letter of
credit” to protect the estate in the event the lien was later avoided). Another option is to allow
the lender to credit bid if it bids, but reserve other parties’ rights to seek to disqualify the lender
as a bidder. See Corrected Final Order (A) Authorizing Debtor to Obtain Postpetition Financing,
(B) Granting Liens and Superpriority Claims, and (C) Granting Related Relief, In re Masten
Space Sys., Inc., No. 22-10657 (BLS) (Bankr. D. Del. Aug. 31, 2022) (No. 118).

198. 11 U.S.C. §363(k).

199. See In re Aéropostale, Inc., 555 B.R. 369, 416-18 (Bankr. S.D.N.Y. 2016) (explaining that
those courts that have applied the “for cause” exception in 11 U.S.C. § 363(k) due to “chilled
bidding” have also relied upon the bidder’s inequitable conduct). But see In re Phila. Newspa-
pers, LLC, 599 F.3d 298, 315-16 n.14 (3d Cir. 2010) (suggesting that any policy supported by the
Bankruptcy Code can sustain the “for cause” exception, not just inequitable conduct).

200. See Barry E. Adler & George Triantis, Debt Priority and Options in Bankruptcy: A Policy
Intervention, 91 AM. BANKR. L.J. 563, 583 (2017).

201. Jared A. Wilkerson, Defending the Current State of Section 363 Sales, 86 AM. BANKR. L.J.
591, 609 (2012).

202. Id.

203. See Bruce Grohsgal, Absolute Priority Redux: First-Day Orders and Pre-Plan Settlements in
Chapter 11 Post-Jevic, 10 WM. & MARY BUS. L. REV. 61, 103 n.233 (2018).

204. See, e.g., In re Coda Holdings, Inc., No. 13-11153 (CSS), 2013 WL 6840242, at *7-9 (Bankr.
D. Del. May 3, 2013).
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substantially all the debtors” assets under 11 U.S.C. § 363 (“363
Sales”) reduce the risk for mis-valuation by applying a market-
based auction process with safeguards against “insider rigging
of the sale.”?%

B. Equity

Although a post-petition lender may employ a loan-to-own
strategy seeking equity in the reorganized debtor, it presents
different challenges than one premised on a credit bid for the
debtor’s assets.?” The credit bidder is only concerned with ab-
solute priority, which it can control by obtaining the highest-
priority secured claim through DIP financing.?” The would-be
equity holder must consider priority relative to valuation at the
time of confirmation and obtain the correct slice of the debt to
receive the new equity in the reorganized debtor under the
Chapter 11 plan.?®® Put another way, the creditor must identify
and hold the “fulcrum security” in the capital structure. This is
the debt that the chapter 11 plan will exchange for reorganized
equity, which will grant corporate governance control once the
debtor emerges from bankruptcy.?” This is easier said than
done.?1?

205. Roe & Tung, supra note 5, at 1260; see Barry E. Adler & Ian Ayres, A Dilution Mechanism
for Valuing Corporations in Bankruptcy, 111 YALE L.J. 83, 90 (2001).

206. Among the considerations that may support a loan-to-own equity strategy is a desire
to obtain third-party releases in a Chapter 11 plan or to evade the marketing process that ac-
companies a 363 Sale. See DAVID A. WENDER & CHRISTOPHER K. COLEMAN, LOAN TO OWN
TRANSACTIONS 1-3 (2021), https://www.alston.com/-/media/files/insights/publica-
tions/2022/02/alston-bird-2021-cyber-soi-(002).pdf.

207. A first priority secured creditor can credit bid the amount of its entire secured claim
before any lower priority secured creditor can credit bid. See In re Daufuskie Island Props., LLC,
441 B.R. 60, 6465 (Bankr. D.S.C. 2010).

208. See Sam Roberge, Maneuvering in the Shadows of the Bankruptcy Code: How to Invest in or
Take Over Bankrupt Companies Within the Limits of the Bankruptcy Code, 30 EMORY BANKR. DEVS. J.
73,77 (2013).

209. WACHTELL, LIPTON, ROSEN & KATZ, DISTRESSED MERGERS AND ACQUISITIONS 174 (2019),
https://www.wlrk.com/files/2019/DistressedMergers_Acquisitions.pdf. This is “the most junior
class of claims or interests that is not entirely ‘out of the money’ and is therefore entitled to the
debtor’s residual value.” Id.

210. LoPucki, supra note 30, at 1345-48 (explaining why the residual owner (i.e., fulcrum
security holder) is challenging to identify due to changing valuation).
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The loan-to-own equity strategy presents a classic timing
mismatch.?"! Unlike convertible DIP financing, this mismatch
does not favor the lender. DIP financing is authorized early in
the bankruptcy case when it is hard to anticipate where the ful-
crum security will fall.?'? The valuation establishing the fulcrum
position occurs at confirmation stage and is predicated upon re-
structuring transactions by the debtor and treatment of credi-
tors in the Chapter 11 plan.?”®* Indeed, the fulcrum security is
always a moving target because plan supplements and industry
conditions can dramatically alter the valuation of the reor-
ganized debtor, even at the eleventh hour.?!

The priority of the DIP loan must have a goldilocks-quality
of being just right (in both size and priority) to include the ful-
crum security.?® Too high of priority relative to the reorganized

211. See Peress & Prinzhorn, supra note 175, at 48.

212. In the analogous context of identifying the residual owner, Professor Skeel explained
that “the fortunes of a bankrupt firm rise or fall during the course of a Chapter 11 case, the
firm’s residual owner could change.” David A. Skeel, Jr., The Nature and Effect of Corporate Voting
in Chapter 11 Reorganization Cases, 78 VA. L. REV. 461, 500 (1992).

213. Roberge, supra note 208, at 77.

214. See id. at 104. The industry conditions risk can be particularly acute in commodity-fo-
cused debtors who “enter bankruptcy in declining or bearish price markets.” Dick, Bearish Bank-
ruptcy, supra note 81, at 448 (describing them as “bearish bankruptcies”); A Look at Chesapeake
Energy’s Exit from Bankruptcy, SEEKING ALPHA (Feb. 10, 2021, 3:30 PM), https://seekingal-
pha.com/article/4405011-look-chesapeake-energys-exit-from-bankruptcy
[https://perma.cc/ST3N-983E] (describing increase in value of Chesapeake Energy of over $1
billion between filing of valuation in amended disclosure statement and valuation by bank-
ruptcy court as part of confirmation).

215. This is not true if the senior secured creditor partners with the debtor to obtain pre-
ferred plan treatment. A senior class may receive lower priority securities under a plan, but it
must be compensated by the loss of priority. See Consol. Rock Prods. Co. v. Du Bois, 312 U.S.
510, 528-29 (1941); In re Penn Cent. Transp. Co., 596 F.2d 1127, 1144-45 (3d Cir. 1979); Klee,
Cram Down II, supra note 38, at 233. Thus, a Chapter 11 plan could provide for a DIP lender to
receive a distribution on account of its claims in reorganized equity. Indeed, discount to plan
value could be an appropriate mechanism for providing compensation to a DIP lender whose
claims are higher priority than the fulcrum security (the historical term for this discount or bo-
nus is a “step-up”), but it must be done at the confirmation stage pursuant to an informed val-
uation. Citibank, N.A. v. Baer, 651 F.2d 1341, 1348 (10th Cir. 1980) (“Therefore even if the senior
debt holders received property with an ‘equitable value’ in excess of the amount of their claims,
that excess can be justified as compensation for the seniority rights they have surrendered.”).
However, the debtor must be willing to propose such a plan and, unless the creditor is a Sponsor
or other friendly lender, there may be significant risk for management to be displaced, which
could lead to a misalignment.
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debtor’s valuation and the lender will remain a secured credi-
tor, while too low of priority and the lender risks being out of
the money and not receiving a distribution.”’® The size of the
claim must include the entire fulcrum security; otherwise, there
may be conflict with other holders, which could make corporate
governance challenging and undermine future returns.?’” Accu-
rately predicting the fulcrum security is particularly challeng-
ing when general unsecured creditors are potential holders. The
cumulative size of their claims (and the associated impact on
the location of the fulcrum security) may remain uncertain for
years while a claims reconciliation process proceeds.?® Recog-
nizing these problems, senior creditors may attempt to seize the
reorganized equity by offering a cash settlement to lower-prior-
ity fulcrum security holders.?»® However, any deals must be
consensual and fulcrum security holders use their leverage to
try to obtain a better valuation and greater distribution.”® An
impasse would result in an expensive valuation fight.

216. See Edward Wolkowitz, Barry Russell, Johnathan Rosenthal & Richard L. Wynne,
Debtor-in-Possession Financing in Mega-Cases: Transcript of Proceedings, 39 SW. L. REV. 643, 654
(2010).

217. See LoPucki, supra note 30, at 1357, 1359 (noting that split residual owners—also known
as fulcrum security holders—occurred in over 60% of cases in data set). Majority owners may
resort to Squeeze-Out Mergers and other coercive measures to obtain ownership of all the reor-
ganized equity. E.g., Cygnus Opportunity Fund, LLC v. Wash. Prime Grp., LLC, 302 A.3d 430,
456 (Del. Ch. 2023).

218. See WACHTELL ET AL., supranote 209, at 176 (“The ultimate size of the general unsecured
class may be difficult to predict with any certainty, as it will be affected by contract rejection,
liquidation of contingent or unliquidated claims, and the materialization of other previously
unknown claims such as environmental and tort liabilities.”). The general unsecured creditors
will typically be the fulcrum security “[w]hen a debtor has adequate collateral to refinance or
reinstate all of its secured debt, the fulcrum security is likely to be the unsecured debt. In con-
trast, when a debtor can reinstate or repay its first-lien lenders, but not lenders with junior liens,
the company’s second- or even third-lien debt will be the fulcrum security. And in situations
where a debtor is solvent, prepetition equity interests are the fulcrum security.” Id. at 174.

219. Dick, Tactical Restructurings, supra note 31, at 17.

220. Daniel P. Winikka & Paul M. Green, Rights Offerings in Bankruptcy: More Than New Cap-
ital, 24 ASS'N INSOLVENCY & RESTRUCTURING ADVISORS J. 1, 14 (2011) (describing negotiations
between old equity and noteholders in In re GSI Group, Inc.). In the era of management control,
the fulcrum security holders were almost always general unsecured creditors who may not be
willing or able to leverage their position as fulcrum security holders. Now, more sophisticated
secured or subordinated secured creditors are often the fulcrum security holders and they can
recognize the value inherent to their position in the capital structure. See Skeel, Distorted Choice,
supra note 9, at 401-02.



2024] LOAN-TO-OWN 2.0 37

A distressed investor could avoid some of this risk by pur-
chasing the debt occupying the fulcrum security later in the
case.”?! However, current fulcrum holders may not be willing to
sell at all (let alone at the discount the investor may want), or a
competitor may have a similar perspective and start a bidding
war with the distressed investor for the debt.?22 Moreover, the
proliferation of multi-tiered lien structures increases the
chances that the fulcrum security will span different classes, a
further complication and opportunity for hold-out tactics.??

Participating in a rights offering or a private placement to
fund the debtor’s emergence from Chapter 11 provides an ef-
fective alternative for obtaining reorganized equity.??* A rights
offering is usually offered to a class of creditors who may sub-
scribe and receive equity in the reorganized debtor (usually at
a discount-to-plan value).?”® A private placement, as the name
implies, involves the sale of equity to a select group (again, of-
ten at a discount-to-plan value) rather than to a class as a
whole.??® The proceeds of both transaction types can be used to
pay fulcrum security holders under Chapter 11 plans.?”” Select
parties who backstop the rights offering and undertake the risk
of ensuring it is fully subscribed receive further consideration
in the form of lucrative fees or additional equity in the

221. Harner, Activist Distressed Debtholders, supra note 166, at 161-62. However, changes to
valuation, even during the confirmation process, can shift the fulcrum security so some risk still
remains even if the debt is purchased late in the bankruptcy case. WACHTELL ET AL., supra note
209, at 176.

222. H.Slayton Dabney Jr. & Richelle Eisendrath, When Hedge Funds Compete, 26 AM. BANKR.
INST. J. 22, 22 (2008).

223. WACHTELL ET AL., supra note 209, at 192. It is easy to envision another creditor who
knows its claim is the key to controlling the fulcrum security bargaining holding out for a pre-
mium. See Steven L. Schwarcz, Sovereign Debt Restructuring: A Bankruptcy Reorganization Ap-
proach, 85 CORNELL L. REV. 956, 960 (2000) (describing holdout problem).

224. See Stephen D. Zide, David E. Blabey Jr., Nathaniel Allard, & Hunter Blain, Backstop and
Private Placement Agreements: Commitment or Plan Treatment?, 30 NORTON J. BANKR. L. & PRAC.
Art. 4,1 (2021).

225. Id.

226. Id.

227. Id.
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reorganized debtor.?® Although academics commonly criticize
backstop agreements and private placements as discriminatory,
they have proliferated.”” Plan sponsorship and rights offerings,
in contrast, expose the reorganized equity to market valuation,
thereby reducing the opportunity for exclusive windfalls.?*
Valuation of the debtor is crucial for all equity-based loan-
to-own strategies. A stakeholder’s claim or equity may be fully
compensated, occupy the fulcrum security, or be completely
out of the money, depending upon the valuation of the
debtor.?! The high stakes do not translate to certainty. As the
Supreme Court explained, enterprise valuation “requires a pre-
diction as to what will occur in the future, an estimate, as dis-
tinguished from mathematical certitude, is all that can be
made.”?? When valuation is contested, multiple methods can
be applied in a paradigmatic battle of the experts.?®* Courts may
select a preferred valuation, pick the midway point between the
valuations, or even mix and match the inputs and variable
weighting of the two experts.?* Recognizing the strategic value
of their claims, the fulcrum security holders who are being
cashed out by the proceeds from the sale of reorganized equity
will likely contest valuation.?> The risk for the debtors and new

228. Shelby V. Saxon, Chapter 11 Rights Offerings and Private Placements: How Creditors Can
Strike a Windfall, 94 AM. BANKR. L.J. 357, 361-62 (2020).

229. Skeel, Distorted Choice, supra note 9, at 418. They, however, have been subject to only a
few published decisions. E.g., In re Peabody Energy Corp., 933 F.3d 918 (8th Cir. 2019); In re
LATAM Airlines Grp., S.A., 643 B.R. 756 (S.D.N.Y. 2022).

230. Mark J. Roe & Michael Simkovic, Bankruptcy’s Turn to Market Value, U. CHI. L. REV. 1, 4
(forthcoming 2025).

231. See Wolkowitz et al., supra note 216, at 654.

232. Consol. Rock Prods. Co. v. Du Bois, 312 U.S. 510, 526 (1941).

233. Valuation experts are commonly described as “hired guns” whose opinions are shaped
to benefit their clients. E.g., In re Iridium Operating, LLC, 373 B.R. 283, 293 (Bankr. S.D.N.Y.
2007). However, valuation (of assets, liabilities, or both) is the foundation of bankruptcy. Schol-
arship has suggested numerous fixes. See Kenneth Ayotte & Edward R. Morrison, Valuation
Disputes in Corporate Bankruptcy, 166 U. PA. L. REV. 1819, 1820-21 (2018).

234. Compare In re TOUSA, Inc., 422 B.R. 783, 859 (Bankr. S.D. Fla. 2009) (adopting Commit-
tee’s expert’s valuation and disregarding the lenders’ expert’s valuation), with In re UAL Corp.,
374 B.R. 625, 637 (Bankr. N.D. Ill. 2007) (selecting mid-point between two experts’ respective
discount rates).

235. Dick, Tactical Restructurings, supra note 31, at 38.
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equity holders is that a higher valuation requires more funds to
satisfy the fulcrum security holders’ claims, which in turn re-
quires a greater investment from the new equity holders and
lowers their returns. As explained in Part IV, convertible DIP
financing shifts the grant of equity earlier in the case so the fu-
ture fulcrum security holders will not know their position and
cannot leverage it.?*

III. THE PRIVATE EQUITY SPONSOR ERA

During the lender control era, large bankruptcy cases were
still synonymous with public entities.”” Public entities are
marked by separate ownership and control.?® Widely dis-
bursed shareholders own public entities and largely independ-
ent boards of directors govern them.? Times have changed.
Most distressed large entities are now private equity portfolio
companies.?® Sponsors, like most equity holders, generally at-
tempt to avoid bankruptcy filings.**! This aversion, however,
should not be interpreted as feebleness. In bankruptcy, Spon-
sors enjoy significant institutional advantages compared to the
equity holders of a public company.?*? As unified owners with
significant resources, control of management, and deep connec-
tions to capital markets, they are better equipped to negotiate

236. See infra pp. 65-66.

237. Buccola, supra note 10, at 15.

238. See ADOLF A. BERLE, JR. & GARDINER C. MEANS, THE MODERN CORPORATION AND
PRIVATE PROPERTY 277-79 (1933).

239. Lynn A. Stout, The Corporation as a Time Machine: Intergenerational Equity, Intergenera-
tional Efficiency, and the Corporate Form, 38 SEATTLE U. L. REV. 685, 690 (2015) (“the canonical
public company [has] widely disbursed share ownership”); Lisa M. Fairfax, Government Gov-
ernance and the Need to Reconcile Government Regulation with Board Fiduciary Duties, 95 MINN. L.
REV. 1692, 1713 (2011) (noting that most directors are independent and “[b]y definition, inde-
pendent directors are people who have no employment relationship with the company, which
means that such directors often have outside engagements, including other full-time jobs.”).

240. Mayra Rodriguez Valladares, Over Half of Rated Company Defaulters Are Owned by Pri-
vate Equity Firms, FORBES (July 16, 2020, 5:32 PM), https://www.forbes.com/sites/mayrarodri-
guezvalladares/2020/07/16/over-half-of-rated-company-defaulters-are-owned-by-private-eq-
uity-firms/ [https://perma.cc/44M7-MF3Q)].

241. Buccola, supra note 10, at 26.

242. See infra notes 243-250 and accompanying text.
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with lenders.?# Taken together, these factors enable Sponsors’
strategies to capture bankruptcy-specific benefits.?** Indeed,
Sponsors” advantages enable convertible DIP financing.?*
Sponsors are predisposed to avert bankruptcy filings for
portfolio companies because their equity interests may be can-
celed.?*® This perspective is generally shared with other equity
holders who similarly hold the lowest level priority claims
against the debtor.?” Bankruptcy’s absolute priority rule opera-
tionalizes the priority waterfall by precluding equity holders
from receiving any distribution on account of their equity inter-
ests unless creditors’ claims are fully paid.**® An equity holder
can participate in the reorganized debtor’s ownership only if it
contributes fresh capital subjected to market testing.?*® Some

243. Kamensky, supra note 16, at 27 (claiming that internal documents showed sponsors
“stood on both sides of these transactions, cherry picking which assets [they] would buy and
hand picking the parent-company directors that would consider approving the transactions
on behalf of [Ceasars]”); MAX FRUMES & SUJEET INDAP, THE CAESARS PALACE COUP: HOW A
BILLIONAIRE BRAWL OVER THE FAMOUS CASINO EXPOSED THE POWER AND GREED OF WALL
STREET 65, 70 (2021) (describing how management of the parent company threatened investors
that the sponsors would pull out if they did not get a favorable deal).

244. Seeid.

245. See infra Part IV.

246. See Bryan V. Uelk, Preparing PE Sponsors and Private Credit Lenders for a Potential Bank-
ruptcy Wave, MIDDLE MARKET GROWTH (June 21, 2022), https://middlemarketgrowth.org/pre-
paring-pe-sponsors-lenders-bankruptcy-wave/ [https://perma.cc/2E45-DKMQ)]. Subchapter V,
Chapter 11 bankruptcy cases are the exception as Congress eliminated the absolute priority rule
and allowed owners to retain equity in consideration for payment of projected disposable in-
come over the applicable plan period. 11 U.S.C. § 1191(c)(2)(A). Most portfolio companies ex-
ceed the $7.5 million debt limit for subchapter V and must proceed under the default Chapter
11 statutory scheme, which includes the absolute priority rule. 11 U.S.C. § 1182(1)(A).

247. Chizoba Morah, Which Creditors Are Paid First in a Liquidation, INVESTOPEDIA (Aug. 28,
2023), https://www.investopedia.com/ask/answers/09/corporate-liquidation-unpaid-taxes-
wages.asp [https://perma.cc/X4XF-7K92].

248. 11 U.S.C.§1129(b)(2)(B); Bank of Am. Nat'l Tr. & Sav. Ass'n v. 203 N. LaSalle St. P’ship,
526 U.S. 434, 449 (1999) (“Subsection (b)(2)(B)(ii) forbids not only receipt of property on account
of the prior interest but its retention as well.”).

249. Whether this rule is derived from application of the textual term “on account of” or the
new value corollary to the absolute priority rule is uncertain as the Supreme Court refused to
provide clarification. Bank of Am. Nat'l Tr. & Sav. Ass'n, 526 U.S. at 449.
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courts and commentators characterize this rule as the new value
corollary to the absolute priority rule.?

Sponsors” anti-bankruptcy incentives are often stronger
than even generic equity holders. Besides the loss of potential
dividends and share price appreciation, portfolio companies
also pay Sponsors lucrative advisory fees.®® When the equity
interests are extinguished, so are the fees.?> The Sponsor is also
considered by other parties, including the Committee, to be a
“deep pocket” and is commonly a target for breach of fiduciary
duty and fraudulent transfer claims.?® A portfolio company’s
bankruptcy can also tarnish the Sponsor’s reputation and un-
dermine its future funding efforts.”*

Despite the countervailing incentives, Sponsors” acquisition
strategies and upstreaming of their portfolio companies’ cash
often leads to financial distress. Sponsors” purchases are often
majority debt-financed through a leveraged buyout of existing
equity holders.” The portfolio company’s resulting capital
structure is highly leveraged.” The conventional wisdom is
that this debt load instills discipline and reduces wasteful

250. See id. at 442, 446 (listing cases and commentary). The new value corollary is a pre-
Bankruptcy Code common law rule that allowed old equity to retain interests in the debtor
notwithstanding the absolute priority rule when they “contribute new capital in money or
money’s worth, reasonably equivalent to the property’s value, and necessary for successful re-
organization of the restructured enterprise.” Id. at 442. However, the Supreme Court has up-
dated the inquiry to require market testing of both the reasonably equivalence and necessity
elements. See id. at 442, 456-57.

251. Steven N. Kaplan & Per Stromberg, Leveraged Buyouts and Private Equity, 23 ]J. ECON.
PERSPs. 121, 121-24 (2009).

252. Buccola, supra note 10, at 5, 32.

253. See, e.g., Youngman v. Yucaipa Am. All. Fund I, L.P. (In re ASHINC Corp.), 640 B.R. 1,
57-58 (Bankr. D. Del. 2022) (finding private equity sponsor liable for breach of fiduciary duty
and its claims were equitably subordinated); Halperin v. Morgan Stanley Inv. Mgmt., Inc. (In re
Tops Holding II Corp.), 646 B.R. 617, 691 (Bankr. S.D.N.Y. 2022) (denying motion to dismiss
regarding litigation trust’s breach of fiduciary duty claims and fraudulent transfer claims
against Sponsor).

254. See Elisabeth de Fontenay, The Myth of the Ideal Investor, 41 SEATTLE U. L. REV. 425, 444
(2018) [hereinafter Fontenay, The Myth]; Christopher W. Kirkham & Jennifer M. Taylor, Working
Through a Workout: A Practitioner’s Guide from the Perspective of Private Equity Sponsors, Venture
Capital Funds and Other Significant Equity Investors, 5 HASTINGS BUS. L.J. 355, 360 (2009).

255. Elisa Kantor Perlman, Risky Business: Applying the Failing Firm Defense in Private Equity
Merger Reviews, 34 ANTITRUST 38, 3940 (2020).

256. Seeid.
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projects.?” While the validity of this hypothesis has been chal-
lenged,?® it is unquestionable that the aggressive use of debt fi-
nancing leaves little margin for error before the portfolio com-
pany becomes distressed.? This is particularly true when the
Sponsor also receives rich advisory fees and distributions.?*
Consistent with these tenets, empirical research has concluded
that portfolio companies experience financial distress at a
higher rate than peer firms.?¢!

Bankruptcy is not the sole restructuring option for dis-
tressed portfolio companies. “Hostile restructurings” orches-
trated by the Sponsors can effectuate nonconsensual out-of-
court workouts.?®> Sponsors weaponize weak loan covenants
and narrowing of liens by adopting “technical constructions of
loan documents in ways that some view as breaking with com-
mercial norms.”?** Sponsors” control of management promotes
these hardball tactics; managers are beholden to Sponsors and
may be less worried about reputational risk.*** A Sponsor can-
not implement these transactions unilaterally; they are facili-
tated by a subset of lenders who obtain super-priority liens (or
other non-pro-rata consideration) in exchange for new

257. See Edward ]. Janger, Private Equity & Industries in Transition: Debt, Discharge & Sam
Gerdano, 71 SYRACUSE L. REV. 521, 522, 527 (2021); William Magnuson, The Public Cost of Private
Equity, 102 MINN. L. REV. 1847, 1859 (2018).

258. Elisabeth de Fontenay, Private Equity’s Governance Advantage: A Requiem, 99 B.U. L. REV.
1095, 1122 (2019) [hereinafter Fontenay, A Requiem] (“[E]mpirical studies call into question
whether private equity’s returns remain exceptional today among the major asset classes.”); see
Janger, supra note 257, at 527-28 (suggesting underlying assumptions of the market-discipline
narrative are no longer accurate).

259. Henry Ordower, The Regulation of Private Equity, Hedge Funds, and State Funds, 58 AM. J.
Cowmp. L. 295, 316 (2010).

260. See Jared A. Ellias & Robert J. Stark, Bankruptcy Hardball, 108 CAL. L. REV. 745, 768-69
(2020) (describing Colt Holdings Company’s journey to financial distress and noting that over
$200 million of the entities” cash was distributed to its private equity sponsor and not rein-
vested, which caused it to lag behind its rivals and eventually become financially distressed).

261. Edith S. Hochkiss, David C. Smith & Per Stromberg, Private Equity and the Resolution of
Financial Distress, 10 REV. CORP. FIN. STUD. 694 (2021).

262. See Dick, Hostile Restructurings, supra note 21, at 1333, 1352.

263. In re TPC Grp. Inc., No. 22-10493 (CTG), 2022 WL 2498751, at *1 (Bankr. D. Del. July 6,
2022).

264. Buccola, supra note 10, at 32, 35-36; Kamensky, supra note 16, at 23.
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liquidity,*® hence the alternative descriptor, “lender-on-lender
violence.”?* Even with hostile restructurings at their disposal,
portfolio companies do not always avoid bankruptcy. Poster
children Serta, ] Crew, and Revlon all ended up in bankruptcy
court after using hostile restructurings to unlock liquidity.?¢”

Once a portfolio company files for bankruptcy, the Spon-
sor’s unified ownership and management control provides a
platform for wielding its influence in a bankruptcy case. Alt-
hough a private equity fund may have many investors, the in-
vestors are not direct owners of the portfolio company.?® The
investors’ funds (along with debt financing) are used to pur-
chase the portfolio company, but the Sponsor is the sole equity
owner of each portfolio company.?®® The portfolio company’s
board is dominated by insiders whose careers depend on the
Sponsor.”® Management and equity have the same goal: the
Sponsor’s success.””! The contrast with public companies is
sharp.

The interests of public company equity holders may deviate
from those of management and the entity.?”? Public company’s

265. See Diane Lourdes Dick, Alliance Politics in Corporate Debt Restructurings, 39 EMORY
BANKR. DEVS. J. 285, 313 (2023) [hereinafter Dick, Alliance Politics].

266. Dick, Grassroots Shareholder Activism, supra note 18, at 1336. From the debtor’s perspec-
tive, they are called “liability management transactions.” Id.

267. See In re Serta Simmons Bedding, LLC, No. 23-90020, WL 4275019 (Bankr. S.D. Tex. June
29, 2023); In re RML, LLC, 657 B.R. 709 (Bankr. S.D.N.Y. 2023); In re Chinos Holdings, Inc., No.
20-32181 (KLP) (Bankr. E.D. Va. May 5, 2020).

268. Fontenay, A Requiem, supra note 258, at 1103.

269. Sung Eun (Summer) Kim, Typology of Public-Private Equity, 44 FLA. ST. U. L. REV. 1435,
1442 (2017).

270. “Private equity firms generally staff the board of a portfolio company with the lead
principals responsible for the investment, and they intentionally tie these principals’ compen-
sation closely to the portfolio company’s success.” Fontenay, A Requiem, supra note 258, at 1103.
“One board member will be, in effect, the lead director, who will drive the PE firm’s engage-
ment with the portco. This person will have substantial personal financial gain/loss on the line,
not only from portco-specific payoffs in an IPO or private exit but also in terms of his/her career
within the PE firm.” Ronald ]. Gilson & Jeffrey N. Gordon, Board 3.0: An Introduction, 74 BUS.
LAw. 351, 359 (2019). These smaller boards “meet more frequently than public-company boards
[and] managers viewed as underperforming are quickly replaced.” Fontenay, The Myth, supra
note 254, at 442.

271. See infra note 273.

272. See Berle & Means, supra note 238, at 278.
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equity holders “tend to be widely dispersed and possess diver-
gent economic interests.”?”® As a result, they must organize and
coordinate even to participate in negotiations with lenders.?* A
bankruptcy filing does not eliminate the coordination prob-
lem.?”> Although equity holders may petition for the appoint-
ment of an official committee to represent their interests, the ap-
plicable standard is challenging and rarely satisfied.?”®

A public company’s management has less institutional mo-
tivation to support equity than a portfolio company’s. Public
company boards are largely populated by independent direc-
tors who have other full-time jobs.?”” Put another way, they are
not beholden to equity holders like the insider directors of a
portfolio company. Moreover, they do not, and realistically can-
not, have a “particular allegiance” to the ever-changing body of
equity holders.?”® The hardball tactics and hostile restructurings
employed by portfolio companies’ directors do not square with
independent directors’ reputational goals.?””

Professor Buccola has recently profiled how Sponsors’ con-
trol manifests in bankruptcy. The upshot of his work is that
Sponsors are well-placed to exact Sponsor-unique considera-
tion at the expense of other constituencies.?® In contrast to the
public entity equity holders of the lender control era, Sponsors’

273. Dick, Grassroots Shareholder Activism, supra note 18, at 8.

274. Seeid. at 8-9.

275. Equity holders may organize as an ad hoc committee, but they face structural hurdles to
participation. They organize the committee on their own. Additionally, the expenses of an ad
hoc committee are directly borne by its members. Id. at 29-32.

276. Although courts apply a balancing test, the most important factor is whether the equity
holders show “there is a substantial likelihood that they will receive a meaningful distribution.”
In re Celsius Network LLC, 645 B.R. 165, 174 (Bankr. S.D.N.Y. 2022). For a discussion of the
evolution of this standard, see Dick, Grassroots Shareholder Activism, supra note 18, at 13-25.

277. Fairfax, supra note 239, at 1713.

278. Buccola, supra note 10, at 15.

279. Id. at 27, 35.

280. Seeid. at 31-43; Kamensky, supra note 16, at 31.
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prowess allows them to either coopt or even resist distressed
investors.?!

Ex ante, Sponsors can obtain releases from lenders as part of
a restructuring support agreement (“RSA”) drafted before
bankruptcy.?®> An RSA is a contract between a debtor and other
signatories in which the parties agree prior to petition to sup-
port the debtor’s proposed Chapter 11 plan and/or transaction
in return for the plan/transaction including certain provi-
sions.” [t brings order to an often chaotic process by establish-
ing a consensual framework.?®* Even though it is not compre-
hensive (unexpected twists are common when an entity
experiences financial distress), an RSA provides, in the words
of Professor Baird, a “base camp” for the parties.?®> The RSA

281. See, e.g., Kamensky, supra note 16, at 31. Sponsors can also employ extensive operational
and financial knowhow to support their portfolio companies. FRUMES & INDAP, supra note 243,
at 4 (discussing how private equity’s “relentless financial engineering [] had sustained Apollo’s
investment in Caesars,” as if it were “a modern day casino heist”); Kamensky, supra note 16, at
29 (claiming that “with the advent of ever-more complex debt arrangements and the help of
sophisticated (and as explained below, conflicted) lawyers, Apollo and Ares would use gray
areas of interpretation as another weapon in their private equity playbook to accomplish their
goals.”).

282. See Declaration of John Linker in Support of Debtors’ Chapter 11 Petitions and First
Day Relief at 9, In re Serta Simmons Bedding, LLC, No. 23-90020 (Bankr. S.D. Tex. Jan. 24, 2023)
(No. 26) (RSA proposed resolution of fraudulent transfer litigation as to consenting creditors,
but adversary proceeding would be filed as to non-consenting creditors).

283. Edward J. Janger & Adam Levitin, Badges of Opportunism: Principles for Policing Restruc-
turing Support Agreements, 13 BROOKLYN J. CORP. FIN. & CoM. L. 169, 173 (2020); Robert K. Ras-
mussen, Lessons for Academic Leaders from Modern Restructuring Practice, 92 AM. BANKR. L.J. 233,
247 (2018); see Robert W. Miller, A New Bankruptcy Subchapter for Institutions of Higher Education:
A Path but Not a Destiny, 97 AM. BANKR. L.J. 313, 383-88 (2023) (discussing potential use of RSAs
in the context of a restructuring for a higher education institution).

284. Free fall Chapter 11s are often unsuccessful. There are too many things that can go
wrong post-petition when a debtor is insolvent, subject to legal obligations imposed by the
Bankruptcy Court, and under the microscope of the bankruptcy court and parties in interest for
the filing and the goals to not be planned for in advance. Even when a case must be filed rapidly,
providing the appearance of a path forward is vital. Consider the bankruptcy filing of crypto-
currency brokerage Voyager Digital Holdings, Inc. Although the bankruptcy case was filed
within 3 weeks of legal counsel being retained, a proposed Chapter 11 plan was filed along with
the other usual first day motions. See Declaration of Stephen Ehrlich, Chief Executive Officer of
the Debtors, In Support of Chapter 11 Petitions and First Day Motions at 1, 6, In re Voyager
Digital Holdings, Inc., No. 22-10943 (Bankr. S.D.N.Y. July 6, 2022) (No. 15).

285. Douglas G. Baird, Bankruptcy’s Quiet Revolution, 91 AM. BANKR. L.J. 593, 604 (2017); see
David A. Skeel, Jr. & George Triantis, Bankruptcy’s Uneasy Shift to a Contract Paradigm, 166 U.
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release only directly operates among the Sponsor, the debtor-
portfolio company, and the other signatories, but it also estab-
lishes momentum for confirmation of a Chapter 11 plan based
on the RSA 2%

Ex post, the Chapter 11 plan promises the potential for a
broader third-party release of the Sponsor.”®” The RSA also may
work in tandem with the DIP financing because a termination
of the RSA may constitute an event of default under the DIP
financing.?®® Thus, the approval of the DIP financing forestalls
any deviation from the RSA’s proposed case trajectory.

The Sponsor’s and the lenders’ goals for the bankruptcy case
may also align. The Committee will investigate the lender’s se-
curity interests using the lender’s cash collateral.?®* Cash collat-
eral will similarly pay for any litigation against the Sponsor, but
the proceeds will likely flow to the unsecured creditors.?® Both
lenders and sponsors benefit from cheaper and less searching
inquiries. To undermine the Committee’s remit, the debtor can
appoint a special committee of independent directors to launch
parallel investigations into claims against the Sponsor and the

PA. L. REV. 1777, 1808 (2018) (discussing RSAs’ coordination function). Although the RSA can
be assumed after the bankruptcy filing, it is also subject to a “fiduciary-out” whereby the debtor
is not bound to its terms if a better transaction or plan option arises. See Janger & Levitin, supra
note 283, at 173.

286. See Buccola, supra note 10, at 41.

287. See Skeel, Identity Crisis, supra note 23, at 2126 (suggesting that venue decisions are
made in part due to availability of third-party releases for powerful insiders, including Spon-
sors).

288. Objection of Ad Hoc Equity Group to the Emergency Motion of Debtors for Entry of
Interim and Final Orders (A) Authorizing the Debtors to Obtain Postpetition Financing, (B) Au-
thorizing the Debtors to Use Cash Collateral, (C) Granting Liens and Providing Claims With
Superpriority Administrative Expense Status, (D) Granting Adequate Protection to the Prepe-
tition Secured Parties, (E) Modifying the Automatic Stay, (F) Scheduling A Final Hearing, and
(G) Granting Related Relief at 12, In re Core Sci., Inc., No. 22-90341 (Bankr. S.D. Tex. Jan. 27,
2023) (No. 375); see Ayotte & Ellias, supra note 84, at 3 (describing this dynamic in J. Crew and
Neiman Marcus bankruptcy cases).

289. See Andrew L. Turscak Jr. & Alan R. Lepene, Must A Secured Creditor Pay to Play in
Chapter 117, AM. BANKR. INST. ]. 1, 2. (2013).

290. See id.
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lenders.*' These “bankruptcy directors,” as Professors Ellias,
Kamar, and Kastiel call them, do not have any direct ties to the
lenders or the Sponsor, but they are repeat players in bank-
ruptcy cases where the same Sponsors are involved.?> Given
they are appointed by the Sponsors who will be investigated,
some have questioned their independence.?® A meager Com-
mittee budget, a bankruptcy director investigation, and a com-
pressed case timeline benefit both lenders and Sponsors. Be-
tween their aligned interests and the collaborative RSA process,
a “collusive arrangement” between the Sponsor and the lenders
is natural.?** The relationship is even tighter when the Sponsor
is itself a member of the lending group bound by the RSA.?*
Disqualifying lender provisions can further support Spon-
sors’ attempts to retain control of a workout or bankruptcy by
restricting who can hold the portfolio company’s debt.?*® Syndi-
cated loan agreements, which commonly govern portfolio com-
pany debt, generally allow the borrower to prohibit designated
entities from owning the borrower’s debt by either assignment
or participation.?” Traditionally, disqualifying lender provi-
sions targeted the borrower’s competitors because lenders have

291. See Ellias et al., supra note 13, at 1083, 1098. Commentators have criticized the independ-
ence of these special committees based upon the incentive for the directors to be hired for future
engagements and their connections with debtor’s counsel, who are themselves repeat players.
Id.

292. Id. at 1088 (describing a small stable of bankruptcy directors as “super-repeaters” due
to their frequent reappointment).

293. Id. at 1088-89. See Robert W. Miller, Everyone is Talking About Bankruptcy Directors, FLA.
ST. BUS. J. (forthcoming 2024).

294. Buccola, supra note 10, at 42.

295. E.g., Declaration of Salvatore Lombardi in Support of the Debtors” Chapter 11 Petitions
and First Day Relief, In re Convergeone Holdings, Inc., No. 24-90194 (Bankr. S.D. Tex. Apr. 4,
2024) (describing how a non-debtor affiliate of the debtors’ Sponsor-owner, CVC Capital Part-
ners, participates in DIP financing pursuant to an RSA with an ad hoc group of first lien lend-
ers).

296. Forlenza et al., supra note 24.

297. See Ken Rothenberg, David J. Hoyt, Russell Chiappetta, Matthew Gray, Jason Cygiel-
man, Thomas Kelly & Christina Preminger, Distressed Debt & Claims Trading Advisory: Disquali-
fied Lender Provisions: Broader Borrower/Sponsor Powers Pose Problems for Secondary Loan Market
Participants, ALSTON BIRD LLP (July 26, 2023), https://www.alston.com/en/insights/publica-
tions/2023/07/disqualified-lender-provisions.

[https://perma.cc/BS4M-N3WS5].
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access to confidential and/or proprietary information concern-
ing the borrower’s business and financial affairs.”® In the era of
Sponsor control, the breadth of disqualifying lender provisions
has expanded.?” These provisions “allow the borrower to ex-
clude as a direct lender or even as a participant, any entity that
the borrower does not want as a lender.”*® By designating dis-
tressed investors as disqualified from holding the portfolio
company’s debt, the Sponsor can eliminate the primary source
of competition for control of the portfolio company’s financial
distress.’®! Left with pliant lenders, the Sponsor will be better
placed to retain primacy by orchestrating RSAs and issuing DIP
financing.3*

Just because Sponsors may attempt to shut out distressed
investors from their portfolio company’s capital structure does
not mean that they disregard traditional loan-to-own tactics.
When Sponsors use them, it may seem like they occupy almost
all the seats at the bargaining table. This is the pinnacle of Spon-
sor control, and unsurprisingly, it has resulted in the continued
shift of the baseline for DIP financing.

For instance, in Performance Powersports Group Investor, the
debtors sought approval of DIP financing provided by an affil-
iate of the Sponsor and proposed another Sponsor affiliate as
the stalking-horse purchaser.’” The Sponsor was the sole equity
holder under a leveraged buyout, and it held multiple board

298. See RICHARD CARRIZOSA & YUYN (ROBERT) ZHOU, SYNDICATED LOAN LENDER
DISQUALIFICATIONS 6 (2022), https://ssrn.com/abstract=4027006.

299. See Forlenza et al., supra note 24.

300. Id.

301. See CARRIZOSA & ZHOU, supra note 298, at 2. Subsequent amendments to disqualified
lender lists, which has already impaired some distressed investors, may further chill their in-
terest in portfolio company-debt. See Forlenza et al., supra note 24.

302. See Forlenza et al., supra note 24.

303. Motion of the Debtors for Entry of Interim and Final Orders, Pursuant to 11 U.S.C. §§
105, 361, 362, 363, 364, 503, and 507 (I) Authorizing the Debtors to Obtain Senior and Junior
Secured Superpriority Postpetition Financing; (II) Granting Liens and Superpriority Adminis-
trative Expense Claims; (III) Authorizing Use of Cash Collateral; (IV) Modifying the Automatic
Stay; (V) Scheduling a Final Hearing; and (VI) Granting Related Relief at 32, Inn re Performance
Powersports Grp. Inv., LLC, No. 23-10047 (Bankr. D. Del. Jan. 16, 2023) [hereinafter Perfor-
mance Powersports DIP Motion].
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seats.3® Although it was not the senior lender, the Sponsor
avoided a priming fight because the senior lenders agreed to the
consensual use of cash collateral.*® This agreement was made
possible by the Sponsor’s agreement to provide its new funding
on a junior basis and the assumption of the senior debt under
the proposed stalking-horse agreement.?* Among the proposed
consideration for the DIP financing was a release of claims
against the Sponsor and its affiliates.’” A bankruptcy director
conducted a prepetition investigation of any potential claims
and negotiated the DIP financing and sale process on behalf of
the debtors.3® This same strategy can be used to insulate a con-
vertible DIP loan.*” The DIP financing motion and the bidding

304. Omnibus Objection of the Official Committee of Unsecured Creditors to the Debtors’
(I) Motion for Entry of Interim and Final Orders Authorizing the Debtors to Obtain Postpetition
Financing and (II) Motion for Entry of Order Approving Bidding Procedures for Sale of Sub-
stantially all of the Debtors’ Assets at 7, In re Performance Powersports Grp. Inv., LLC, No. 23-
10047 (Bankr. D. Del. Feb. 20, 2023) [hereinafter Performance Powersports Committee Objec-
tion]. The most noteworthy facet of the debtors’ financial distress was its rapidity as the lever-
aged buy-out predated the bankruptcy by less than two years.

305. Performance Powersports DIP Motion, supra note 303, at 5.

306. Id. at4-5.

307. As originally proposed, the DIP financing included a release of any related individual,
but the release was subsequently narrowed to only include the Sponsor and affiliates. Id. at 30.

308. Final Order Pursuant to 11 U.S.C. §§ 105, 361, 362, 363, 364, 503, and 507 (I) Authorizing
the Debtors to Obtain Senior and Junior Secured Superpriority Postpetition Financing; (II)
Granting Liens and Superpriority Administrative Expense Claims; (III) Authorizing Use of
Cash Collateral; (IV) Modifying the Automatic Stay; (V) Scheduling a Final Hearing; and (V)
Granting Related Relief at 2-3, In re Performance Powersports Grp. Inv., LLC, No. 23-10047
(Bankr. D. Del. Mar. 27, 2023) [hereinafter Performance Powersports DIP Order]; Final Order
(I) Authorizing the Debtors to Obtain Postpetition Financing, (II) Granting Liens and Providing
Superpriority Administrative Expense Claims, (III) Modifying Automatic Stay, and (IV) Grant-
ing Related Relief at 37-38, In re Katerra Inc., No. 21-31861 (Bankr. S.D. Tex. July 20, 2021) (No.
630) (releasing claims against Sponsor SoftBank Vision Fund L.P. and affiliates).

309. The independent director’s presence may remove the transaction from the heightened
entire fairness standard and cause the court to apply the deferential business justification stand-
ard. See Order (I) Approving the Asset Purchase Agreement Among Sellers and Buyer, (II) Au-
thorizing the Sale of Certain of the Debtors’ Assets Free and Clear of Liens, Claims, Interests
and Encumbrances, (III) Authorizing the Assumption and Assignment of Certain Executory
Contracts, and Leases in Connection Therewith, and (IV) Granting Related Relief, In re Sears
Holdings Corp., No. 18-23538 (Bankr. S.D.N.Y. Feb. 8, 2019), ECF No. 5-6 (applying deferential
standard to sale to insiders negotiated by independent directors and overruling objections by,
inter alia, the Committee). Even when the appointment of a bankruptcy director does not trigger
the business justification standard, the mere presence of an independent director provides use-
ful optics that are helpful in obtaining court approval. In re LATAM Airlines Grp. S.A., 620 B.R.
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procedures motion included terms that improved the Sponsor’s
credit bid chances, such as a short sale process and traditional
bid protections.’'’ Indeed, a 363 Sale was particularly attractive
to the Sponsor because it would allow it to retain its interest in
the debtor’s assets free and clear of the multi-million dollar ven-
dor dispute.®™ When no alternative transactions emerged, the
court approved the DIP financing (including the release), as
well as the sale, over the Committee’s objections.?'?

When financial distress manifests as a bankruptcy filing,
Sponsors enjoy significant institutional advantages over public
company equity holders. Sponsors can operationalize this
strength by issuing DIP financing or symbiotically working
with lenders at the expense of other stakeholders. Until re-
cently, however, the missing benefit was a shortcut to retain eq-
uity in the reorganized debtor.

IV. LOAN-TO-OWN 2.0

As the Sponsor joins the DIP lender and the debtor in an al-
liance supporting DIP financing and an RSA, the losers in the
constellation are the bankruptcy estate and the Committee. In
the context of DIP financing, the terms become even more one-
sided. Why stop with milestones and roll-ups when you can
further increase returns through convertible DIP financing or
Loan-to-Own 2.0?

First, Subsection A overviews the use of reorganized equity
as consideration for DIP financing. The perspectives of the
lender, the debtor, and the estate will be considered. One of the
reasons convertible financing is so attractive to lenders is that
the reorganized equity is discounted either explicitly or

722,775, 778-79 (Bankr. S.D.N.Y. 2020); see In re Collab9, LLC, 631 B.R. 255, 259 (Bankr. C.D.
Cal. 2021) (detailing independent director’s extensive involvement in sale process and court’s
prior approval of sale under heightened/entire fairness standard).

310. See Performance Powersports Committee Objection, supra note 303, at 9.

311. Seeid. at5.

312. See Performance Powersports DIP Order, supra note 308, at 5.
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implicitly against the value of the reorganized debtor.3™® The
lender can use its control over the debtor to pressure it to pro-
vide a high discount, low plan value, or both, to augment its
expected return.®* The uncertainty surrounding both the ap-
propriate level of discount and debtor’s reorganized value pro-
vide cover for this distortion. An evaluation of the DIP fees paid
in reorganized equity follows. Although this subcategory has
engendered less controversy, it is not legally distinguishable.
Lastly, it analyzes disguised versions of convertible DIP financ-
ing where conditions on the repayment of the DIP force the
debtor to issue reorganized equity as a payment.>'®

Next, Subsection B provides four case studies. In re LATAM
Airlines Group, SA and In re SAS AB are the only written opin-
ions addressing convertible DIP loans. The sophisticated pro-
posed lenders who controlled both equity and corporate gov-
ernance in LATAM possess traits associated with Sponsors,
while concerns about insider DIP financings animated the SAS
opinion. Enviva, Inc. presents the natural progression of con-
vertible DIP financing because the Sponsor engineered the con-
vertible DIP financing to evade LATAM'’s reasoning. The last
case study, In re Innkeepers USA Trust, illustrates how a Sponsor
can use a plan support agreement (a species of RSA) in lieu of
DIP financing to capture discounted reorganized equity early
in the case.

Subsection C explains why the Supreme Court’s teachings
preclude convertible DIP financing without an informed valua-
tion. An informed valuation of the reorganized debtor is a pre-
requisite to the issuance of reorganized equity in any form.3'
Otherwise, benefits will be appropriated by a preferred group
of stakeholders, usually insiders.?!” DIP financing is approved

313. See infra notes 316-22 and accompanying text.

314. Id.

315. See Objection of the Official Committee of Unsecured Creditors to Debtors” Emergency
Motion to Obtain Post-Petition Debtor-In-Possession Financing at 8, In re Core Sci., Inc., No. 22-
90341 (Bankr. S.D. Tex. Jan. 26, 2023) (No. 363).

316. See infra Section IV.C.

317. See Consol. Rock Prod. Co. v. Du Bois, 312 U.S. 510, 529 (1941).
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before either intermediate restructuring transactions are con-
summated or the Chapter 11 plan and accompanying valuation
are solicited. An informed valuation is impossible. That being
said, convertible DIP financings should not be precluded when
the bankruptcy judge can conduct an informed valuation. For
instance, the debtors’ valuation analysis in pre-packaged Chap-
ter 11 cases can support informed valuations.’'®

Lastly, Section D explores convertible DIP financing’s lack
of practical or normative value. Limiting the manipulation of
the debtor’s valuation and associated distributions remains a
strong policy rationale for requiring an informed valuation. The
temptation to engage in the manipulation is likely even greater
today as bankruptcy judges apply more sophisticated market
valuation methods.*” Locking in a windfall at the outset of the
case evades this scrutiny. Although convertible DIP financings
may be approved sparingly at first, the history of “rarely used”
bankruptcy innovations suggests that it will likely proliferate.>®
The normative issues surrounding convertible DIP financing
make the potential for creeping popularity even more concern-
ing. Convertible DIP financings will do little to thaw the frozen
market for DIP financing because non-insider parties lack insid-
ers’ informational advantage and control of management dur-
ing the case duration. Meanwhile, the insiders can leverage
their position to obtain a windfall at the expense of other con-
stituencies.

A. “Benefits” of Convertible DIP Financing

The increased salience of DIP lending is tied to lenders’ con-
trol of cash and the debtor’s emergence. The importance of cash,
however, does not disappear when the debtor seeks to confirm
its Chapter 11 plan. A convertible DIP loan “allows the debtors
to leverage a valuable, though intangible, asset: the equity value

318. See infra notes 382-85 and accompanying text.
319. Roe & Simkovic, supra note 230, at 6.
320. See infra note 389 and accompanying text.
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of the [reorganized] company.”?* Unencumbered assets are
rare, while prepetition liens are usually blanket. The prolifera-
tion of roll-ups (and the associated super-sizing of DIP fi-
nancings) has exacerbated the challenge of funding the cash
necessary to satisfy DIP financings at confirmation.’?? A con-
vertible DIP financing obviates this risk because the debtor can
use reorganized equity to satisfy the DIP financing claims with-
out paying cash.’

Reflecting the tradeoff between debt and equity, convertible
DIP financing has both a larger upside and downside than tra-
ditional DIP financing. Loan values are capped to the upside by
the terms of repayment.® In the context of a traditional DIP
loan, downside protection is provided by the super-priority ad-
ministrative expense status and priming lien.?” These credit en-
hancements reduce the risk of payment default to virtually
zero.*?® In contrast, equity holders have no downside protection
but unlimited upside, which can far outstrip the returns earned
by the debt investor.’”

One common sweetener for convertible DIP lenders is the
receipt of reorganized equity at a discount, which can be either
expressed, implied, or through tag rights.3?® Convertible DIP

321. Timothy Graulich, Stephen Piraino & Matthew Masaro, International Airlines and the
Benefits of Chapter 11, 15 INSOLVENCY & RESTRUCTURING INT'L 22, 24 (2021).

322. See Tung, supra note 51, at 673; see supra notes 152-160.

323. See Debtors” Motion For Entry Of An Order (A) Authorizing The Debtors To Obtain
Postpetition Financing, (B) Authorizing The Debtors To Continue To Use Cash Collateral, (C)
Granting Liens And Providing Superpriority Administrative Expense Status, (D) Modifying
The Automatic Stay, And (E) Granting Related Relief at 6, In re Bristow Group Inc., No. 19-32713
(Bankr. S.D. Tex. July 25, 2019) (No. 466).

324. Jack Wroldsen, Crowdfunding Investment Contracts, 11 VA. L. & BUS. REV. 543, 554 (2017).

325. 11 U.S.C. § 364(c)(1), (d).

326. Tung, supra note 51, at 687 (noting that only two payment defaults had occurred for
DIP loans in large cases).

327. Wroldsen, supra note 324, at 554.

328. In a vanilla permutation where no discount is applied, the DIP lender is confirming
that it will receive reorganized equity as the distribution on account of its DIP claims. The lender
is attempting to reserve the fulcrum security. Although there is no valuation issue, a “friendly
buyer” may be preferred by management, thereby preordaining the corporate governance of
the reorganized debtor outside of the plan process. In re SAS AB, 644 B.R. 267, 269 (Bankr.
S.D.N.Y. 2022); c.f. Couwenberg & Lubben, supra note 11, at 163 (describing how bankruptcy
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financing can be based on the valuation of the reorganized
debtor pursuant to the Chapter 11 plan. However, DIP lenders
(especially Sponsors) can use their influence to obtain reor-
ganized equity at a discount. In some cases, the discount is ex-
pressed as a particular percent-to-plan value.?? In this circum-
stance, the lender will be paid with more equity than it would
otherwise have received if the conversion was calculated using
the plan value. For example, if a lender were to receive 100
shares based on the conversion of its DIP claim and the debtor’s
plan value, then with a 20% discount, the same lender would
receive 125 shares. An alternative option, which I characterize
as the implied discount, is when the equity is to be distributed
based on a fixed valuation. If the fixed valuation is lower than
the debtor’s plan value, it effectively constitutes a discount.?*
Although the converse could also be true, and the conversion
would be at a premium to the debtor’s enterprise value, the lev-
erage dynamic suggests that the lender will pressure the debtor
to use a low fixed valuation that will likely be less than the plan
value. Lastly, a lender can obtain “tag rights,” which allow the
lender to convert its loan to reorganized equity based on the
fixed value or discount granted to any other investor.*! It has
become commonplace for parties that backstop exit financing to
receive discounted reorganized equity.*® The “market” dis-
counts range from 20% at the low end to almost 45% at the high

can redistribute control and the associated value). The flexible sub rosa inquiry may be better
equipped to assess these concerns. In any event, undiscounted DIP financings are rare because
lenders have leverage over debtors and naturally want to augment their returns by maximizing
the conversion discount.

329. In re LATAM Airlines Grp. S.A., 620 B.R. 722, 730 (Bankr. S.D.N.Y. 2020) (proposing
DIP financing which provided a 20% discount to plan value).

330. SeeInre SAS AB, 644 B.R. at 269.

331. Id.

332. Backstops function as insurance to ensure that the underlying securities offering will
be fully subscribed. If securities are undersubscribed, the backstop party will purchase any re-
maining securities. See Zide, supra note 224 and accompanying text. Although outside the scope
of this Article, exit financing and associated backstop fees have been criticized for granting pre-
ferred parties windfalls. Indeed, both transactions have been described as examples of “exclu-
sive opportunism.” The Peabody Award: Exclusive Opportunism in Bankruptcy, CREDITOR RIGHTS
COALITION (May 15, 2024, 11:42 AM), https://creditorcoalition.org/the-peabody-award-exclu-
sive-opportunism-in-bankruptcy/ [https://perma.cc/MXN9-DSES].
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end.’*® A DIP lender with tag rights will have matching conver-
sion rights at whatever discount the exit financing backstop
party (or any other party) receives.>*

The opportunity to obtain reorganized equity at a discount
represents the biggest benefit for the lender of a convertible DIP
over the original version of loan-to-own. When a DIP Lender
credit bids, it can bid up to the entirety of its claim; there is no
discount.?®® The DIP lender can also exert leverage to help en-
sure this discount arises by using the common information
rights included in the DIP documentation. For instance, the
debtor may be required to provide the DIP lender with its val-
uation analysis, proposed capital structure, and description of
exit financing in advance of filing the disclosure statement,
Chapter 11 plan, or exit financing.** Armed with this
knowledge, an insider DIP lender, like a Sponsor, may use its
position to pressure the debtor to ensure that the discount oc-
curs.’?

333. In re LATAM Airlines Group S.A., No. 20-11254, 2022 WL 790414, at *28 (Bankr.
S.D.N.Y. Mar. 15, 2022).

334. The value of the discount to the exit financiers or backstop parties is usually based on
the valuation of the debtor included as part of the disclosure statement. James J. Mazza, Jr. &
Zahed A. Haseeb, Rights Offerings in Chapter 11 Bankruptcies, 36 REV. BANKING & FIN. SERVS. 77,
79 (2020). The same discount will be applied to the DIP lender with tag rights, which will allow
for an indirect consideration of the DIP lender’s discount as part of the approval of the exit
financing.

335. As previously discussed, the claim can be inflated by high fees and interest rates, which
can increase the size of the credit bid. See supra note 185 and accompanying text.

336. See Motion of Debtors for Entry of Interim and Final Orders, Pursuant to 11 U.S.C. §§
105, 361, 362, 363, 364, 503, 506, 507 and 552 (I) Authorizing the Debtors to Obtain Secured Su-
perpriority Postpetition Financing, (II) Granting Liens and Superpriority Administrative Ex-
pense Claims, (III) Scheduling a Final Hearing, and (IV) Granting Related Relief at 19-20, In re
Grupo Aeroméxico, S.A.B. de C.V., No. 20-11563 (SCC) (Bankr. S.D.N.Y. Aug. 13, 2020) (No.
271).

337. Objection of the Ad Hoc Group of Opco Creditors to Debtors’ Motion for Entry of an
Order (I) Authorizing the Debtors” Entry Into, and Performance Under, the Debt Financing
Commitment Letter, (I) Authorizing the Debtors’ Entry Into, and Performance Under, the Eq-
uity Commitment Letter, (III) Authorizing the Debtors’ Entry Into, and Performance Under, the
Subscription Agreement, and (IV) Authorizing Incurrence, Payment, and Allowance of Related
Premiums, Fees, Costs, and Expenses as Superpriority Administrative Expense Claims at 11, In
re Grupo Aeroméxico, S.A.B. de C.V., No. 20-11563 (SCC) (Bankr. S.D.N.Y. Dec. 2, 2021) (No.
2228) (asserting that DIP lenders, which included an insider, were in the “driver’s seat” to en-
sure they benefited from an “artificially depressed valuation” based on tag rights).
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DIP fees present another opportunity for a DIP lender or
backstop party to receive reorganized equity as consideration.
DIP financing commonly includes customary fees paid to the
DIP lender including a closing fee, a participation fee, an exit
fee, a backstop fee, and an extension fee.’® These fees can be
significant and have traditionally been paid either in cash or in-
kind (known as “PIK”).3¥ An alternative payment option is for
them to be paid in reorganized equity, which again is often dis-
counted.? For instance, in the Neiman Marcus bankruptcy
cases, the DIP financing included a 6% backstop fee and a 3%
exit fee, both to be paid in reorganized equity at a 35% discount
to a then-unknown plan value for the reorganized equity.3*
Based on the disclosure statement’s $1.02 billion valuation for
the reorganized equity, the DIP fees were worth approximately
$93 million.3*2

DIP fees paid in reorganized equity have engendered less
controversy than convertible DIP loans. Perhaps this is because
the fees can be more easily buried in fee letters and backstop
commitment letters that require more effort to review.’* Re-
gardless of the reason, the equity-linked fees have drawn less

338. See Kenneth A. Rosen & Wojciech F. Jung, Bankruptcy Lending Is Very Profitable,
VALUEWALK (Aug. 17, 2021, 10:52 AM), https://www.valuewalk.com/utilizing-dip-loans-
higher-returns-less-risk/ [https://perma.cc/WZ39-CJQV].

339. Fees that are denominated as PIK are capitalized as part of the principal.

340. See Debtors’ Motion for Entry of Interim and Final Orders (I) Authorizing the Debtors
to Obtain Postpetition Financing, (II) Authorizing the Debtors to Use Cash Collateral, (III)
Granting Liens and Providing Superpriority Administrative Expense Claims, (IV) Granting Ad-
equate Protection, (V) Modifying the Automatic Stay, (VI) Scheduling a Final Hearing, and (VII)
Granting Related Relief at 17, In re Careismatic Brands, LLC, No. 24-10561 (VFP) (Bankr. D.N.J.
Jan. 23, 2024) (No. 17) (proposing backstop, commitment, and exit fees to be paid in reorganized
equity at 40% discount to plan value).

341. DIP Credit Agreement 2.09 at 6, 40, In re Neiman Marcus Group Ltd LLC, No. 20-32519
(Bankr. S.D. Tex. May 7, 2020) (No. 104-1, Ex. B).

342. The reorganized equity valuation is based on the mid-point in Lazard Freres & Co.
LLC’s (the Debtors’ investment banker’s) valuation. Valuation Analysis, In re Neiman Marcus
Group Ltd LLC, No. 20-32519 (Bankr. S.D. Tex. Aug. 6, 2020) (No. 1452-3, Ex. D).

343. See Fee Letter, In re Neiman Marcus Group Ltd LLC, No. 20-32519 (Bankr. S.D. Tex.
May 7, 2020) (No. 104-1, Ex. D).
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scrutiny than convertible DIP loans.** However, they present
the same substantive legal issues as convertible DIP loans: eqg-
uity in the reorganized debtor is being granted without any val-
uation and before the debtor’s restructuring is even proposed.
This was part of Judge Owens’s reasoning for denying a pro-
posed participation fee to be paid in reorganized equity at a 25%
discount to an unknown plan value at the first-day hearing in
the Cano Health, Inc. cases.’®

As if policing DIP financing terms was not challenging
enough, DIP lenders have begun embedding trap provisions
that can virtually ensure a recovery in reorganized equity.34
Core Scientific is an apt illustration.’”” The initial DIP financing
provided for an intentionally steep termination fee of 15% if the
DIP loan was satisfied in cash during the case.?*® Faced with this

344. Christopher Hopkins & Lara Luo, Debtor in Possession Financing Trends in the United
States — Equity-Based Terms and Fees, CHAMBERS & PARTNERS (Nov. 15, 2022), https://cham-
bers.com/legal-trends/debtor-in-possession-financing-trends-in-the-us [https://perma.cc/6229-
G3Q7].

345. See Hearing Audio at 2:13-14, In re Cano Health, Inc., No. 24-10164 (KBO) (Bankr. D.
Del. Feb. 6, 2024) (No. 82). The convertible fee provisions were approved as part of the final
order with some tailoring to protect the rights of general unsecured creditors. See Final Order
Pursuant to 11 U.S.C. §§ 105, 361, 362, 363, 364, 507, and 552 and Fed. R. Bankr. P. 2002, 4001,
6003, 6004, and 9014 for (I) Authority (A) Obtain Postpetition Financing, (B) Use Cash Collateral,
(C) Grant Liens and Provide Superpriority Administrative Expense Status, (D) Grant Adequate
Protection, (E) Modify the Automatic Stay, and (II) Related Relief at 67, In re Cano Health, Inc.,
No. 24-10164 (KBO) (Bankr. D. Del. Mar. 6, 2024) (No. 271).

346. Bundling DIP financing with an RSA or other type of “lockup agreement” strips voting
rights and eliminates alternative transactions or Chapter 11 plans. See Ayotte & Huang, supra
note 35, at 529-30.

347. See Restructuring Support Agreement, In re Core Sci., Inc., No. 22-90341 (Bankr. S.D.
Tex. Dec. 21, 2022) (No. 72-1, Ex. C).

348. Although the initial DIP loan was refinanced, the termination fee was approved in the
interim order. See Objection of Ad Hoc Equity Group to the Emergency Motion of Debtors for
Entry of Interim and Final Orders (A) Authorizing the Debtors to Obtain Postpetition Financ-
ing, (B) Authorizing the Debtors to Use Cash Collateral, (C) Granting Liens and Providing
Claims with Superpriority Administrative Expense Status, (D) Granting Adequate Protection
to the Prepetition Secured Parties, (E) Modifying the Automatic Stay, (F) Scheduling a Final
Hearing, and (G) Granting Related Relief at 2-3, In re Core Sci., Inc., No. 22-90341 (Bankr. S.D.
Tex. Jan. 27,2023) (No. 375). The interplay between the DIP financing termination fee and equity
link with the RSA is particularly troubling from a notice perspective as creditors have minimal
time to evaluate DIP financing compared to robust due process protections for plan confirma-
tion. See FED. R. BANKR. PRO. 2002(b). Judge Jones indicated in the Second Day hearing that he
had approved the termination fee. Hearing Audio at 11:00, In re Core Sci., Inc., No. 22-90341
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penal fee, the debtor would have little choice but to roll the DIP
financing into an exit facility. The RSA then governed the gen-
erous consideration for rolling over the DIP, penny warrants for
up to 30% of the new reorganized equity.’* No value could be
ascribed to these warrant rights because no valuation of the re-
organized debtor had been undertaken.® Indeed, wild swings
in the value of crypto-assets (the debtors’” primary assets) un-
dermined any ability to predict a valuation of the debtors early
in the case.® As noted previously, these types of valuation is-
sues are not singular to crypto-assets. Judge Jones made this
point well at the Second Day hearing: “This is just the modern
digital ASARCO case, right? . .. We were in the money, we were
out of the money based on the price of copper and this is just a
different commodity.”352

B. Case Studies

The convertible DIP financings proposed in LATAM Airways
Group S.A. (“LATAM”) and Scandinavian Airlines (“SAS”) high-
light many of the distortive effects of convertible DIP fi-
nancings—specifically, insider manipulation of the DIP process
and an inability to value the proposed equity rights, including
the discount to plan value. However, the LATAM opinion re-
jected the DIP financing as a sub rosa plan, while the SAS DIP
financing was approved, albeit with significant qualms.

(Bankr. S.D. Tex. Feb. 2, 2023) (No. 428). However, he left open the opportunity for an argument
for a lesser fee based on changed circumstances. The standard for approval of DIP financing
does not change from an interim basis to a final basis. As a result, the terms of the initial DIP
financing in Core Scientific provide some precedential value for future DIP financings.

349. Restructuring Support Agreement, In re Core Sci., Inc., No. 22-90341 (Bankr. S.D. Tex.
Dec. 21, 2022) (No. 72-1, Ex. B).

350. See Objection of the Official Committee of Unsecured Creditors to Debtors” Emergency
Motion to Obtain Post-Petition Debtor-In-Possession Financing at 2, In re Core Sci., Inc., No. 22-
90341 (Bankr. S.D. Tex. Jan. 26, 2023) (No. 363).

351. See id. (asserting that an over 36% increase in the price of bitcoin in less than a month
had drastically changed the valuation of the debtors” assets). As previously discussed, this is a
general (if often less dramatic) feature of commodity bankruptcy cases. See Harner, supra note
166, at 716. See Hearing Audio at 2:27, In re Core Sci., Inc., No. 22-90341, (Bankr. S.D. Tex. Feb.
1, 2023) (No. 428) (“[T]he company is essentially in many respects a levered bitcoin option.”).

352. See Hearing Audio at 7:30-39, In re Core Sci., Inc., No. 22-90341 (Bankr. S.D. Tex. Feb.
1, 2023) (No. 428).
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Reflecting lessons learned from these decisions, the proposed
DIP financing in Enviva, Inc. skirted the sub rosa issue and estab-
lished a template for future convertible DIP financings. The fi-
nal case study, Innkeepers USA Trust (“Innkeepers”), illustrates
how an RSA or similar agreement with equity conversion fea-
tures can trigger equivalent valuation distortions.

1. LATAM

Judge Garrity’s opinion in LATAM provides the most com-
prehensive evaluation of convertible DIP financing. LATAM
was a quintessential “COVID casualty” when the market for its
travel services virtually disappeared overnight at the beginning
of the pandemic. LATAM'’s liquidity position continued to de-
teriorate, which led to its Chapter 11 filing in May 2020.3%

To understand the legal maneuvers and motivations of the
parties, it is important to survey LATAM’s pre-petition equity
structure and corporate governance. LATAM'’s pre-petition eq-
uity was split among the Cueto family, corporate shareholders,
Chilean pension funds, and individual investors.?®* The Cueto
family was LATAM'’s largest shareholder with direct and indi-
rect ownership of 21.46% of the common shares, which in-
cluded Costa Verde Aeronautica S.A.’s (“Costa Verde”) hold-
ings of 11.19%.3% The Cueto family and its affiliates were
entitled to designate three board seats.’*® Qatar Airways Invest-
ments (UK) Ltd. (“Qatar Air”) was the second largest corporate
shareholder with 10% of the common equity and it was entitled
to designate one director to the board.?”

LATAM'’s propo