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Unilateral action against a troubled debtor
will not necessarily maximize the proceeds
of a loan. This article shows how to use
intercreditor agreements to avoid
foreclosure, bankruptcy, and liquidation.

Intercreditor Agreements in
Workouts

GERALD M. MAYER
JOHN D. ROSENBERG
PAUL A. MOHTARES

AN INTERCREDITOR AGREEMENT is a contract.
Historically, intercreditor agreements have been used to establish and
document relative lien priorities among creditors, but an intercreditor
agreement may address matters other than lien priorities.

Often, intercreditor agreements enhance a creditor’s ability to re-
cover or secure loans from distressed borrowers. However, potential
problems must be evaluated carefully before a bank makes agreements
with other creditors. This article will discuss the creative use of inter-
creditor agreements and similar consentual arrangements as an alter-
native to foreclosure, bankruptey, and liquidation.

There are few hard and fast rules or requirements for intercreditor
agreements other than general principles of contract law, which vary
from state to state. Generally, an intercreditor agreement, like any
other contract, is interpreted according to the intent of the parties as
set forth in the agreement. Intercreditor agreements offer the parties
tremendous flexibility and a legitimate alternative to measures like
bankruptey or liquidation.

One of the most common intercreditor agreements is a waiver or
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subordination of a landlord’s lien. In such an arrangement, the land-
lord of the debtor will subordinate its contractual or statutory liens to
the lien of a secured lender or waive them. Other intercreditor agree-
ments are more complex. They may involve the debtor’s promise to
establish and to maintain detailed financial and operational controls
for the benefit of all lenders and creditors. Often, the debtor is an
essential party to such agreements.

Unilateral Action, Reduced Returns

An event-oriented approach to workout generally results not in a restora-
tion to profitability but in liquidation or restructuring. An event is a
significant unilateral action by either a creditor or a debtor that harms
the other party. Examples of an “event” are foreclosure or liquida-
tion by a creditor and the filing for relief by a debtor under federal
bankruptcy laws.

The secured creditor may take action because it realizes that a
troubled borrower has exhausted all external credit resources and that
the foundation of the secured lending arrangement—the collateral—is
endangered. Other lenders, most notably trade suppliers, react to their
perceptions of debtor duress by ceasing credit sales or taking formal
legal action to position themselves ahead of other creditors.

Even creditors with clear priority positions benefit from a more
cooperative approach to other creditors. A secured creditor that does
not cooperate with other creditors can lose a chance to maximize the
value of its collateral. Often, the greatest value of an asset may be
realized by other creditors. Unsecured creditors may unlock value in a
workout or liquidation because of their special knowledge of the trade
and potential users of collateral.

Unilateral action such as foreclosure or liquidation could lead to
legal action by other creditors. Claims for equitable subordination or
claims based upon alleged fraudulent conveyance or control of the bor-
rower may be instituted not only by debtors but also by other credi-
tors claiming injury as a result of the actions of an aggressive secured
lender. The creditors should make a collective effort to understand
fully the debtor’s position and viability.

Give-and-Take Leads to Resolution

Successful workouts generally result from cooperative management,
systematic problem identification and solving, and careful plans. Trade
creditors, lessors, security holders, government agencies, and employ-
ees should be involved. Independent analysis by outsiders is essential.

Early recognition of the problem is crucial. Ideally, the troubled
debtor will disclose problems voluntarily. Secured and unsecured cred-
itors should communicate openly and regularly with the debtor. The
lender’s analysis should include collateral control, document review,
independent verification of the causes and effects of the debtor’s prob-
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lems, and a realistic evaluation of the debtor’s short- and long-term
viability.

All parties must recognize that the phrase “give to get” applies in
workouts. In a cooperative environment, trade creditors can replace
credit risks the bank is unwilling or unable to assume. In manufac-
turing and distribution, inventory is often the lifeblood of a troubled
company. If a lender is unwilling to share liens, it may nevertheless
assist the debtor and its suppliers by implementing controlled release
and remittance programs. Many traditional workouts fail when se-
cured and unsecured creditors fail to recognize mutual needs and the
cash-to-cash cycle of the debtor.

Intercreditor agreements may be used effectively in many other sit-
uations. For example, leveraged buyouts generally require extensive
and detailed intercreditor agreements because of the varied and nu-
merous lenders and creditors as well as the relatively high levels of
debt incurred.

Competing creditors, common goals

Intercreditor agreements may be used by suppliers as a prerequi-
site to continued sales to a troubled customer. For example, if the
debtor has a secured financing arrangement with a commercial bank,
the bank will have a blanket lien on the debtor’s property, including
property to be acquired in the future. A significant inventory supplier
often demands, at a minimum, a security interest in the inventory it
sells. The supplier who creates and perfects a purchase money security
interest in the inventory will hold a security interest superior to the
bank’s security interest, notwithstanding the bank’s prior filing and
perfection. To create an enforceable purchase money security interest
in inventory, the supplier does not need the bank’s consent.

In many cases, the superior purchase money security interest of the
supplier will impair the bank’s collateral position. So the bank may
cease to advance additional funds or declare the loan due in full at the
earliest opportunity. Default or acceleration generally means disaster
for all parties.

As an alternative to such measures, the two creditors may enter into
an agreement to establish and protect their respective rights. The in-
tercreditor agreement may cover additional matters, such as inventory
controls and related safeguards and financial reporting requirements,
and other covenants of the debtor. Many of these covenants benefit
both the bank and the supplier.

Identifying parallel, although potentially competing, interests of
the trade creditor and the secured lender is the key to effective in-
tercreditor agreements. The bank may take comfort in knowing that
the debtor will purchase goods or services from a relatively small num-
ber of suppliers known to the bank. In many cases, the bank may have
little, if any, incentive to cooperate with the supplier and other cred-
itors because of its superior blanket first lien position. If, however,
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the bank wants the supplier to continue to finance the debtor’s inven-
tory without risk to the bank, an intercreditor agreement is extremely
useful.

Each party must be willing to give something up to gain additional
overall protection while maximizing the chances for a debtor’s survival.
Although the bank may relinquish or subordinate its security interest
in inventory, for example, the supplier is often better able to maximize
the proceeds from such collateral upon foreclosure. Creditors that un-
derstand each other’s concerns and objectives learn that they share
many common goals.

Example: Cooperation increases final payout

For example, a lender may negotiate to provide direct remittances
from loan proceeds to suppliers through a third party, subject to the
collateral controller’s administrative oversight, in exchange for those
suppliers providing credit for purchases by the debtor on an open ac-
count or unsecured basis.

In the recent workout of a distribution company, the trade creditors
used a collateral manager to bring product to the debtor’s warehouse
and control inventory movement. Working through a mediator, the
suppliers agreed to replace inventory that was liquidated to repay the
bank with new title-retained inventory. The bank’s desire to maintain
receivables financing and the related first lien were achieved. By using
the resources of the suppliers, the debtor was afforded new product on a
title-retained basis. The intercreditor agreement preserved the respon-
sibilities and duties of the parties without altering the lien priorities
or the underlying loan agreement. In return for being relieved of the
inventory financing burden, the bank provided the suppliers with an
automatic direct remittance program under which the collateral man-
ager invoiced the debtor with a copy to the bank. The bank, with
debtor consent, remitted vendor invoices through draws against eligi-
ble receivables and remitted on the due date without compromising its
superior lien position. The suppliers were paid directly and continued
to provide inventory financing.

Keeping the accounts receivable proceeds out of the hands of the
debtor provides security for the supplier to continue to provide credit.
The bank gives its trustee services and gets raw materials or prod-
ucts that increase receivables to the debtor, thereby improving its col-
lateral position without increasing exposure. The remittances to the
supplier(s) can include negotiated payments in excess of the current
invoice amounts to reduce or pay off any delinquent balances.

In this case, the debtor and its creditors ultimately decided to lig-
uidate. The bank liquidated with assistance from the debtor and other
creditors in a mutually cooperative environment. The liquidation pro-
ceeds exceeded the parties’ expectations. Only a small portion of the
accrued interest, including expenses, was written off by the bank. The
principal was paid in full. The suppliers reclaimed their product and
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the memo invoices outstanding were paid. The unsecured creditors
were no worse off from working with the debtor and the bank. Since
the bank had waived enforcement of the guaranties because the debtor
cooperated, the principals were able to establish a new entity and the
trade creditors enjoyed a new, healthier customer.

This example shows the benefits of cooperation. The debtor gains
working capital and credit, the supplier gains sales and antecedent
debt payments, and the bank expands or strengthens its collateral base
without lending additional funds. The proceeds were maximized be-
cause a cooperative management and its employees were more knowl-
edgeable than the bank or any of its appointed liquidators in disposing
of the assets. The trade creditors assisted in disposing of the resid-
ual inventory and procuring buyers for most of the repurchased assets
through their contacts and knowledge of the market.

In certain situations, lenders may be wise to consider minor conces-
sions to guarantors and other creditors to create an incentive to allow
the entire business to be sold as a going concern or to otherwise max-
imize the ultimate recovery. This approach may be useful if a lender
concludes that a piecemeal sale of assets and pursuit of guarantors
may result in a smaller recovery of outstanding indebtedness.

Constraints on Intercreditor Agreements

Intercreditor agreements often are implemented in conjunction with a
workout. While creditors and debtors often benefit from them, such
agreements may eventually be critically examined by a bankruptcy
court and trustee, by creditors of the debtor, or by an antagonistic
debtor. Issues include rights of third parties, lender liability claims,
preference payments, and fraudulent conveyances questions.

Rights of third parties

An intercreditor agreement that is otherwise enforceable between
the parties must comply with the Uniform Commercial Code (UCC) to
ensure that the agreement is enforceable against third parties. Section
9.316 of the UCC expressly acknowledges that nothing in Article 9 pre-
vents subordination by agreement by any person entitled to priority.
While this principle is true for arrangements between creditors who
are parties to an intercreditor agreement, a creditor still must perfect
security interests to ensure that the priorities established under the
intercreditor agreement are enforceable against third-party creditors
(that is, creditors who are not parties to the intercreditor agreement).
The possible existence of other liens, such as purchase money security
interests, tax liens, or mechanics’ liens, should be investigated to en-
sure that the claims of third parties do not frustrate the intent of the
agreement.

For example, it is imperative that the debtor remain current on its
federal, state, and local tax obligations, especially federal employment
taxes. In many instances, the Internal Revenue Service will shut down
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operations for failure to pay employment taxes. Typically, the IRS will
not waive or subordinate its rights to subsequent lenders.

Lender liability

The strategic advantage lenders have over a troubled debtor has
stimulated numerous lawsuits. Intercreditor agreements that regulate
the operation of a debtor may lend credence to a claim that the lenders
conspired to control the debtor, enhance their own positions relative to
that of other creditors, or in other ways inequitably treat the debtor or
its other creditors.

Claims that a lender is liable for damages or other relief often in-
volve the lender’s “control” over the debtor. Many courts distinguish
between control over the management of the debtor and control over
the finances of the debtor to protect a security interest.

The case law is not clear about whether the controlling person must
actually exercise the ability to control or whether the ability itself may
be sufficient to establish liability. Many courts are not hesitant to ac-
cept broad theories about control over a debtor. In some cases, a domi-
nant corporation has been found to be liable for the claims against the
subservient corporation if the latter corporation is used as the agent or
instrumentality of the former corporation for its own purposes. Con-
sequently, intercreditor agreements should not be structured to allow
lenders to make decisions or to dictate to a debtor about the manage-
ment of the debtor or day-to-day business decisions.

Preference problems

A lender’s exercise of control over a debtor may have other ramifi-
cations in bankruptcy. The Bankruptcy Code empowers the trustee
to recover preference payments made by the debtor to most creditors
within 90 days of bankruptcy. However, the trustee may recover pref-
erence payments to insiders made within one year of bankruptcy. A
preference payment is one that is made (1) to or for the benefit of a cred-
itor, (2) for or on account of an antecedent debt owed by the debtor,
(3) when the debtor is insolvent, (4) within the applicable 90-day or
one-year period, and (5) when the creditor received more than it would
without the payment in a Chapter 7 liquidation proceeding.

If it received a preferential payment or transfer, a creditor is pro-
tected to the extent that it gave new value to or for the benefit of the
debtor. If the debtor is a corporation or partnership, an insider un-
der the Bankruptcy Code includes, “a person in control of the debtor.”
Consequently, a lender found to be in control of the debtor may be
subject to the extended one-year period for the recovery of preference
payments. For example, if as part of an intercreditor agreement the
debtor agrees that the lenders can veto the debtor’s personnel decisions
and if the debtor files for bankruptcy, a bankruptcy court may find that
the one-year period should be used in considering whether lenders re-
ceived preferential payments. Lenders should structure intercreditor
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agreements to avoid having control over the debtor that may define
them as insiders subject to the extended period for consideration of
preference payments.

Fraudulent transfers

Intercreditor agreements may require the debtor to pledge substan-
tial assets to secure the lenders or require the debtor to abandon as-
sets or allow lenders to foreclose their security interests. Certain vol-
untary and involuntary transfers of interests or obligations incurred
by the debtor on or within one year of bankruptcy are condemned as
fraudulent under the Bankruptcy Code and may be avoided by the
bankruptcy trustee. A fraudulent transfer includes any transfer of an
interest or any obligation incurred with the actual intent to hinder, de-
lay, or defraud any entity to which the debtor was or became indebted
on or after the date of the transfer or the date the obligation was in-
curred. A fraudulent transfer also includes transactions in which the
debtor received less than reasonably equivalent value in exchange for
the transfer or obligation and (1) was insolvent on the date the trans-
fer was made or the obligation was incurred or became insolvent as a
result of the transaction; (2) was engaged in business or was about to
engage in a business or transaction for which any property remaining
was an unreasonably small amount of capital; or (3) intended to incur,
or believed it would incur, debts beyond the debtor’s ability to pay as
they mature.

It is important for lenders to evaluate and document the value of
the debtor’s property before structuring intercreditor agreements or
foreclosing on property pursuant to or outside of an intercreditor agree-
ment. To minimize any preference or fraudulent transfer problems, a
lender should document clearly that the value of any property trans-
ferred or pledged by the debtor is “reasonably equivalent” to the value
received by the debtor. With the debtor’s consent, a bank may foreclose
its security interest and sell the collateral to a third party that leases
the collateral to the debtor. The amount that the lender bids for the
collateral at the foreclosure sale or the amount for which it sells the
collateral is critical. If the lender bid or agreed to sell the collateral
for less than its reasonably equivalent value, the transaction may be
considered a fraudulent transfer of the debtor’s property.

Treatment of Intercreditor Agreements in Bankruptcy

Some intercreditor agreements may be considered to be executory con-
tracts if the debtor files for or is involuntarily put in bankruptcy. The
Bankruptcy Code does not define executory contracts, and the case
law differs in its definition. A definition accepted by many is “a con-
tract under which the obligation of both the bankrupt and the other
party to the contract are so far unperformed that the failure of either
to complete performance would constitute a material breach excusing
the performance of the other” (Countryman, Executory Contracts in
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Bankruptcy, 57 Minn L.Rev. 439, 460 [1973]). Under certain condi-
tions, executory contracts may be assumed or rejected by the debtor in
bankruptcy.

For example, an agreement may require the debtor to establish and
maintain financial and operational controls for the benefit of lenders
by employing a third party to monitor and report the results of the
debtor’s operations. Thus, the lenders receive unbiased financial infor-
mation with independent controls and minimize the risk of allegations
of lender control. In the event of bankruptcy, the agreement between
the debtor and the third party establishing inventory control may be
considered an executory contract and rejected by the debtor. On the
other hand, such an agreement may provide the basis for a reorgani-
zation or provide adequate protection to the lenders so that the debtor
can continue to use the collateral. Consequently, a debtor often will
assume such a contract in bankruptcy. Lenders should not overreach
in such agreements so the debtor has some incentive to continue the
agreement. For example, a lender may want to avoid a catchall provi-
sion that if it deems itself insecure, this would be an event of default
allowing the lender to pursue its remedies or to terminate the agree-
ment. Intercreditor agreements also may be part of an overall plan of
reorganization agreed to by the debtor and the lenders to try to pay the
debts outside of bankruptcy. Often, the debtor ends up in bankruptcy
after some, but not all, of the creditors agree to the plan. Under cer-
tain conditions, the Bankruptcy Code and Rules allow acceptances or
rejections of a plan of reorganization to be obtained before the com-
mencement of a bankruptcy case.

Conclusion

Creditors who use a long-term cooperative approach to workouts are
more likely to be successful than those that take unilateral action.
Creditors and debtor may benefit from intercreditor agreements, but
the problems with such arrangements must be considered carefully.
The effective use of intercreditor agreements is limited only by the
parties’ imaginations and willingness to agree.



