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By Gary D. Chamblee

As defaults increase, the strengths and weaknesses of these
existing agreements are being tested both inside and outside

of bankruptcy.

fter more than three years of work, a task
Aforce formed under the auspices of the Com-

mercial Finance Committee of the American
Bar Association (ABA) recently completed a Model
First Lien/Second Lien Intercreditor Agreement (the
model agreement'). When the first draft was pub-
lished in March 2007, so-called second lien financing
was still at its height. This type of financing typically
involves a first lien loan secured by a first priority
lien in substantially all of the assets of the borrower
and a separate pari passu

transaction, one syndicated group of lenders has a
first lien on all of the assets of the borrower and its
subsidiaries, and the second syndicated group holds
a second lien on the same collateral.’ The issuers of
the second lien financing piece may be a group of
banks and other institutional investors or may be
a group of bondholders. The second lien lenders
subordinate their lien on those assets to the lien of
the first lien lenders but typically do not subordi-
nate their right to payment. In other words, these

transactions involve lien

second lien loan secured
by a second priority lien
in the same collateral. Sec-
ond lien structures have
enjoyed increased popular-
ity in recent years because
of the increased liquidity

No single form of intercreditor agreement
can address all of the concerns of both
first and second lien lenders.

subordination but not
payment subordination.
The first lien credit facil-
ity is usually structured
as a revolving loan (or a
revolving facility and a
term loan facility), while

provided by second lien
lenders, who might not have provided financing
on an unsecured basis, and because of the relatively
narrow interest rate spreads available in the second
lien market before the financial crisis. In the second
quarter of 2007, second lien loans reached $15.21
billion, the highest quarter recorded for second lien
issuance since its inception. Since that time, second
lien financing, like other forms of leverage finance,
has been hit hard by the credit crisis; the volume of
second lien financing has fallen sharply. By the third
quarter of 2009, second lien issuance was approxi-
mately $500 million.?

This type of lending is highly leveraged and is
usually part of a syndicated loan facility with two
separate groups of lenders. In a typical second lien
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the second lien facility is
usually a term loan. The interest rate on second lien
loans has historically been higher than first lien loans
but less than comparable mezzanine loans. Unlike
mezzanine loans, second lien loans have historically
not included an equity component. Variations on
that structure exist, such as an asset-backed loan
tranche secured by a first lien on current assets with
a term loan tranche secured by a first lien on fixed
assets of the borrower and a second lien on the bor-
rower’s current assets.

Gary D. Chamblee is a member in the Charlotte, North Carolina, office of
Womble Carlyle Sandridge & Rice, PLLC. He is Chair of the American Bar
Association’s Model First Lien/Second Lien Intercreditor Agreement task
force. Contact him at gchamblee@wcsr.com.
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While certain issues are present in almost all
intercreditor arrangements between first and
second lien creditors, including lien subordina-
tion, standstill provisions and waivers of certain
bankruptcy rights, there has been a great deal of
variety in how different lenders and their counsel
deal with these issues. There is also a considerable
divergence of views between first and second lien
lenders on what constitutes a “fair” intercreditor
agreement. Because no single form of intercredi-
tor agreement can address all of the concerns of
both first and second lien lenders, and because the
bargaining power of the two groups of syndicated
lenders will vary depending on the particular
transaction, the task force designed the model
agreement to include optional and alternative
provisions addressing the concerns of both first
and second lien lenders. The model agreement
also includes extensive commentary and footnotes
explaining the key issues and provisions in detail.
Although some suggestions are made for dealing
with specific issues (for example, how to treat the
“excess amount” above a first lien cap for priority
purposes), the task force’s guiding star was always
that the model agreement should reflect market
expectations and standard practices among the
most knowledgeable practitioners drafting and
negotiating such agreements on behalf of both first
lien creditors and second lien creditors. The model
agreement with commentary was completed in
January 2010 and is available on the task force
Web site.*

Interest in intercreditor issues involving first and
second lien loans remains high despite the decline
in the overall volume of new transactions. One
reason is that there are thousands of intercreditor
agreements still in place for outstanding loans. As
defaults increase, the strengths and weaknesses
of these existing agreements are being tested both
inside and outside of bankruptcy. Another factor
creating interest is that many unsecured credi-
tors in the present environment are attempting to
improve their position relative to senior secured
creditors by obtaining second priority liens on the
collateral held by the senior creditors. This type of
transaction includes bond exchange deals in which
formerly unsecured bondholders exchange their
unsecured debt for secured debt with a second
lien on the borrower’s assets behind the first lien

4 COMMERCIAL LENDING REVIEW

lenders. Other forms of debt, including mezzanine
debt, are also being restructured to grant the lend-
ers a junior lien on collateral.

Lien Priority

From the point of view of the typical first lien
lender, an intercreditor agreement has one primary
purpose: to make sure that the first lien remains
a first lien on all assets of the borrower inside or
outside of bankruptcy. The first lien lender also
wants the second lien lender to be a silent sec-
ond, with no significant ability to challenge the
priority of the first lien or to throw up procedural
obstacles to the enforcement of the first lien fol-
lowing a default. The first lien lender is likely to
insist that its lien on the common assets should
remain superior even if the first lien lender fails to
properly perfect its lien or allows its lien to lapse
or its lien is avoided in bankruptcy or otherwise.
The first lien lender will argue that this type of
“absolute” priority provision implements one of
the basic purposes of an intercreditor agreement,
which is to agree in advance on the relative lien
priority of the parties in order to avoid expen-
sive and protracted litigation. In practice, the
vast majority of intercreditor agreements to date
have adopted the first lien lender’s position on
this issue and, consistent with this practice in the
marketplace, the model agreement provides in its
standard provisions for absolute lien priority for
the first lien lender regardless of perfection, lack
of perfection or avoidance up to the amount of
any first lien cap:

Seniority of Liens Securing First Lien
Obligations

A Lien on Collateral securing any First Lien
Obligation up to but not in excess of the First
Lien Cap will at all times be senior and prior in
all respects to a Lien on such Collateral securing
any Second Lien Obligation ...

Except as otherwise expressly provided herein,
the priority of the Liens securing First Lien
Obligations and the rights and obligations of
the Parties will remain in full force and effect
irrespective of
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(a) how a Lien was acquired (whether by grant,
possession, statute, operation of law, subroga-
tion, or otherwise),

(b) the time, manner, or order of the grant, at-
tachment, or perfection of a Lien,

(c) any conflicting provision of the UCC [Uniform
Commercial Code] or other applicable law,

(d) any defect in, or non-perfection, setting aside,
or avoidance of, a Lien or a First Lien Loan Docu-
ment or a Second Lien Loan Document,

(e) the modification of a First Lien Obligation or
a Second Lien Obligation,

(f) the modification of a First Lien Loan Docu-
ment or a Second Lien Loan Document,

(g) the subordination of a Lien on Collateral se-
curing a First Lien Obligation to a Lien securing
another obligation of a Grantor or other Person,

(h) the exchange of a security interest in any Col-
lateral for a security interest in other Collateral,

(i) the commencement of an Insolvency Proceed-
ing, or

(j) any other circumstance whatsoever, including
a circumstance that might be a defense available
to, or a discharge of, a Grantor in respect of a First
Lien Obligation or a Second Lien Obligation or
holder of such Obligation.

The second lien lender and its counsel are likely
to argue, particularly in a negotiated middle-market
transaction, that giving the first lien lender absolute
priority even if its lien is not perfected or is subse-
quently avoided in bankruptcy is unfair and may
resultin a windfall to the unperfected first lien lender
to the disadvantage of the second lien lender. If a first
lien agent fails to perfect, or maintain perfection of,
its lien, an agreement to treat the second lien lender
as subordinate to an unperfected first lien lender may
have the effect of converting lien subordination into
payment subordination to unsecured indebtedness.’
Therefore, second lien lenders and their counsel will
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often take the position that only collateral in which,
at any time, both first and second lien lenders have
a valid and perfected security interest not subject to
avoidance as a preferential transfer or otherwise by
the debtor or a trustee in bankruptcy should be subject
to the lien priority provisions. The model agreement
contains an alternative priority provision favorable to
second lien lenders that provides that the second lien
lender will be subordinate only to the extent that the
first lien lender maintains a valid and perfected first
priority lien in the common collateral.

First Lien Caps and
Loan Modification Provisions

What can happen if a second lien lender fails to
negotiate a ceiling on the maximum amount of
first lien debt or fails to effectively control mate-
rial modifications of the first lien loan documents
in the intercreditor agreement? Unfortunately, for
many second lien lenders, the answer has been that
such lenders end up with a lien that is partially or
entirely underwater when the first lender increases
the amount of its loan, raises the interest rate signifi-
cantly or imposes substantial fees over the objection
of the second lien lender.

The case of In re Musicland Holding Corp.® demon-
strates how boilerplate provisions in an intercreditor
agreement may effectively permit a first lien lender
to increase the amount of the senior loan at the ex-
pense of the second lien lender. The plaintiffs in this
case were a group of secured trade creditors who had
a second lien position on inventory. That lien was
subordinated by an intercreditor agreement to a first
lien on all of the assets of the borrowers securing a
$200 million revolving credit loan. Under the terms
of the intercreditor agreement, the trade creditors
consented in advance to “any amendment, modifica-
tion, supplement, extension, renewal or restatement
of any of the Revolving Loan Debt ... .” The term
revolving loan debt was defined broadly to refer to
“any and all obligations, liabilities and indebtedness
of every kind, nature and description” owed by the
borrowers at any time to the senior lenders. In other
words, the term revolving loan debt was defined so
that it also included nonrevolving debt.

The borrowers asked the first lien revolving lend-
ers to provide additional funds that the revolving
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lenders were unwilling to provide. If the term re-
volving loan debt had been defined narrowly, that
would have ended the matter, although the lack of
any cap on revolving debt would have left the second
lien lenders with a continuing risk of being pushed
further down if the revolving lenders increased the
revolving loan. However, recognizing the opportuni-
ty offered by the loose provisions in the intercreditor
agreement, the borrowers turned to a third-party
lender who agreed to make a $25 million term loan.
If made independently, the term loan would have
been third in priority behind the first lien lenders
and the second lien trade

exceed the first lien cap. The model agreement also
provides that any principal amount in excess of the
agreed-upon first lien cap will not be considered
first lien obligations for purposes of the intercredi-
tor agreement. This means, for example, that the
agreement by the second lien lender to subordinate
the lien of its loan applies only to the extent that the
first lien lender does not increase its loan in excess
of the first lien cap. Similarly, the buyout provisions
of the agreement that permit the second lien lender
to purchase the first lien loan at par following the
occurrence of an event of default only apply to
the portion of the first

creditors. However, the
borrowers and first lien
lenders amended the re-
volving credit agreement
to bring the term lender
into the syndicate of lend-
ers as a first lien lender
and to provide for a $25
million term loan.

If a second lien lender agrees to a
standstill period, the second lien lender
will still want to make sure that it is not
worse off in terms of its remedies than it

would be if it were an unsecured creditor.

lien loan that does not
exceed the agreed-upon
cap. The standard defini-
tion of first lien cap in the
model agreement applies
only to the principal out-
standing under the first
lien loan. The second lien
lender may argue that the

Because of the essen-
tially unlimited right to amend the revolving credit
agreement and the broad definition of revolving loan
debt, the senior lenders argued that the term loan
qualified as revolving loan debt as defined in the
intercreditor agreement and that the intercreditor
agreement clearly permitted any and all amend-
ments to the revolving credit agreement. The trade
creditors argued that they had an expectation or
understanding that they “bargained for a lien that
was subordinate only to obligations under the bor-
rower’s existing revolving credit facility.” Pointing
to what it called the “unambiguous” provisions of
the intercreditor agreement, the bankruptcy court
held that the provisions of the intercreditor agree-
ment were sufficiently broad on their face to allow
the senior lenders to amend the revolving credit
agreement to bring in a term lender.

One lesson from this case for second lien lend-
ers is that, in addition to requiring approval rights
over material modifications to the first lien loan
documents, they should always insist on having
a first lien cap. The model agreement provides for
a first lien cap in an agreed-upon maximum prin-
cipal amount and provides that the second lien
lender will be subordinate only to the extent that
the principal amount of the first lien loan does not
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cap should also apply
to accrued and unpaid interest, default interest,
fees and expenses, hedging obligations and cash
management obligations. In the absence of a cap
on expenses and fees, the second lien lender may
also argue that the first lien lender has an incentive
to run up expenses and fees following an event of
default in order to make it more difficult for the
second lien lender to bid at the foreclosure sale or
to purchase the first lien debt. The model agree-
ment includes an alternative definition of first lien
cap that favors the second lien lender and includes
these items in addition to principal.

While a first lien cap is designed to protect the
second lien lender from unanticipated increases
in the first lien debt, the first lien lender will want
to make sure that it has a sufficient cushion under
the first lien cap to increase its loan by a reasonable
amount to deal with additional cash needs by the
borrower as part of a loan workout or otherwise. In
the absence of unusual provisions in the first lien
credit agreement (for example, delayed draw term
loans or accordion features), the typical amount of
a first lien cap is in the range of 110 percent to 115
percent of the aggregate loan amount of the first lien
obligations with 110 percent being the most common
percentage used.
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A first lien lender should also strongly consider
including an additional cushion for debtor-in-pos-
session (DIP) financing to be provided by the first
lien lender in the event of bankruptcy. The definition
of first lien cap in the model agreement includes op-
tional provisions for including DIP financing under
the first lien cap.

While many intercreditor agreements include
a cap on first lien debt, they often fail to address
how amounts in excess of the first lien cap will be
treated. Even if the intercreditor agreement states
that obligations in excess of the first lien cap will not
be considered to be first lien obligations, the liens
securing the first lien obligations (including UCC fi-
nancing statements and mortgages or deeds of trust)
are usually filed before the second lien UCC financ-
ing statements and mortgages or deeds of trust and
would therefore arguably remain first priority liens
under the “first to file” rule. A common alternative
in intercreditor agreements in which the parties and
their counsel have actually considered this issue is to
assign third lien priority to all first lien obligations in
excess of the first lien cap. This most closely aligns
with the parties” expectations and assigns a specific
waterfall of priorities. The model agreement adopts
that approach in dealing with this issue.

Standstill Provisions

Akey part of any intercreditor agreement between
first and second lien lenders is a so-called standstill
provision. A first lender will want the power in
the event of a default to control the enforcement
process so that it has the time to reach a workout
arrangement with the borrower or, if a workout
fails, to enforce its lien and complete the foreclo-
sure process.

On the other hand, the second lien lender will be
concerned that the borrower’s financial position and
the collateral may deteriorate if the first lien lender
delays taking action to enforce its lien. The typical
solution to this problem in an intercreditor agree-
ment is to give the first lien lender a set standstill
period (typically 120 to 180 days), in which the first
lien lender will have the exclusive right to pursue
remedies against the collateral. If the first lien holder
fails to act during the standstill period, then the
junior creditor may pursue its own remedies, includ-
ing initiating a foreclosure proceeding on the shared
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collateral. However, the intercreditor agreement
typically provides that if the first lien lender initi-
ates its remedies during the standstill period, then
it will continue to have an exclusive right to exercise
those remedies so long as it diligently pursues the
exercise of its rights and remedies with respect to
all or any material portion of the shared collateral.
The standstill provisions in the model agreement
follow this pattern.

If a second lien lender agrees to a standstill period,
the second lien lender will still want to make sure
that it is not worse off in terms of its remedies than
it would be if it were an unsecured creditor. The
model agreement gives the second lien lender the
right to take certain specific actions to avoid los-
ing its enforcement rights or lien rights during the
standstill period. Those rights include the right of
the second lien lender to file a claim in any insol-
vency proceeding; to take actions to create, perfect
or preserve its lien on the collateral; to file a proof
of claim in any bankruptcy proceeding; and to vote
on any plan of reorganization.

Intercreditor Issues
in Bankruptcy

The first lien lender will usually insist that the
second lien lender waive certain of its rights in
any bankruptcy proceeding. For example, in most
intercreditor arrangements the first lien lender will
require that the junior lien holder agree that it will
not contest any request by the first lien holder for
adequate protection and that it will not object to
the first lien lender’s use of cash collateral or to
any DIP financing under Section 364 of the U.S.
Bankruptcy Code.

Despite the inclusion of these types of bankruptcy
waivers in most intercreditor agreements, there
have been only a relatively few cases addressing the
enforceability of such provisions in bankruptcy and
those cases have reached differing results.

Section 510(a) of the Bankruptcy Code acknowledges
the continued effectiveness in bankruptcy of a subor-
dination agreement. However, bankruptcy courts
have reached different conclusions when the rights
waived by the second lien lender in the intercreditor
agreement involve basic bankruptcy rights beyond
lien subordination or payment subordination.
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For example, the intercreditor agreement at issue
in Bank of America, Nat'l Ass'n v. North LaSalle St. Ltd.
P’ship (Inre 203 N. LaSalle St. P’ship),” granted the first
lien lender the right to vote the junior lien holder’s
claims in bankruptcy. The bankruptcy court held
that the subordination agreement could not affect
the voting rights of the junior lienor in bankruptcy
pursuant to Section 510(a) of the Bankruptcy Code,
in disregard of Section 1126(a) of the Bankruptcy
Code, which provides that the holder of a claim may
vote to accept or reject a plan under Chapter 11.

In Blue Ridge Investors, II, LP v. Wachovia Bank, N.A.
(In re Aerosol Packaging, LLC),* on the other hand, the
intercreditor agreement granted the first lien lender
the right to vote the claims

between the first lien lenders and the second lien
lenders against a distressed debt investor that had
purchased certain deeply discounted second lien
debt for what the court characterized as “pennies on
the dollar.”® The intercreditor agreement included
an express acknowledgment by the parties “to the
relative priorities as to the Collateral ... as provided
in the Security Agreement” and an agreement by the
parties that such priority would not be affected or im-
paired by “any nonperfection of any lien purportedly
securing any of the Secured Obligations.” The dis-
tressed debt investor attempted an end run around
these provisions by arguing in a motion objecting to
confirmation of the debtor’s plan of reorganization

that certain Federal Com-

of the second lien lender
in any bankruptcy pro-
ceeding. When the debtor
proposed a plan under
Chapter 11 of the Bank-
ruptcy Code, the second
lien lender voted against
the plan and claimed that

Affirming the legal efficacy of
unambiguous intercreditor agreements
leads to more predictable and efficient

commercial outcomes.

munication Commission
(FCCQ) licenses owned by
a special-purpose vehicle
within the debtor’s capital
structure were immune
from being encumbered
due to their special char-
acter and that the licenses

the voting restriction in

the intercreditor agreement was invalid under the
authority of LaSalle and similar cases. The first lien
lender used the grant of voting rights by the second
lien lender in the intercreditor agreement to vote in
favor of the plan on behalf of the second lien lender.
The bankruptcy court interpreted the scope of Sec-
tion 510(a) broadly as permitting the enforcement
of subordination agreements (including delegation
of voting rights) so long as such agreements are
enforceable under applicable nonbankruptcy law.
Since the intercreditor agreement was enforceable
under applicable Georgia nonbankruptcy law, the
bankruptcy court upheld the right of the first lien
lender to vote on behalf of the second lien lender
pursuant to the delegation of authority in the inter-
creditor agreement.

In the current wave of bankruptcies, anecdotal
evidence and a few reported decisions suggest that
bankruptcy judges are more often than not recogniz-
ing and enforcing intercreditor agreements entered
into between commercially sophisticated parties.

In a recent Chapter 11 proceeding in the U.S. Bank-
ruptcy Court for the Southern District of New York,
for example, the court in a memorandum decision
enforced the terms of an intercreditor agreement
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therefore did not consti-
tute “collateral” for purposes of the intercreditor
agreement. The court found that the use of the term
“purportedly securing” in the intercreditor agree-
ment to describe the liens granted in the security
agreement evidenced the intent of the secured par-
ties to establish their relative legal rights vis-a-vis
each other, regardless of the ultimate validity of
each individual right granted by the debtors. The
court concluded that “at bottom, the language of
the Intercreditor Agreement demonstrates that the
Second Lien Lenders agreed to be ‘silent” as to any
dispute regarding the validity of liens granted by the
Debtors in favor of the First Lien Lenders and conclu-
sively accepted their relative priorities regardless of
whether a lien ever was properly granted in the FCC
Licenses.” The court went on to note that “affirm-
ing the legal efficacy of unambiguous intercreditor
agreements leads to more predictable and efficient
commercial outcomes and minimizes the potential
for wasteful and vexatious litigation.”

If the approach taken in the Ion decision is fol-
lowed by other bankruptcy and appellate courts,
it bodes well for the enforcement of intercreditor
agreements negotiated between commercially
sophisticated parties. In turn, if lenders and their
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counsel have some assurance that courts will en-
force the terms of intercreditor agreements, that
should encourage both lenders and their counsel to
take the time to negotiate intercreditor agreements
carefully and to avoid the waste of time and money
that results when the parties either fail to carefully
consider the business and legal issues presented by
intercreditor arrangements or when the parties do
consider those issues and the courts fail to enforce
their agreements.

The hope of the task force is that the model agree-
ment will provide guidance to lenders and their
counsel through the thicket of business and legal
issues that confront first and second lien lenders
attempting to agree in advance on what their rights
and obligations will be with respect to their respec-
tive liens in a borrower’s assets if the borrower ends
up in default or bankruptcy.

Endnotes
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Pricing Corporation, a Reuters company.

As with most intercreditor agreements, the model agreement
provides that the first and second lien collateral agents will be
parties to the intercreditor agreement but the first and second
lien lenders will not be parties. Therefore, the first and second
lien credit agreements should each bind each lender to the
terms of the intercreditor agreement; authorize the collateral

agent to enter into the intercreditor agreement on behalf of
the lenders and to exercise all the agent’s rights and comply
with all its obligations under the intercreditor agreement; and
specify what lender direction or authorization is required for
the agent to agree to consents, waivers or amendments or
to take or refrain from other actions under the intercreditor
agreement. For convenience, the first lien collateral agent
and the first lien lenders are sometimes collectively referred
to in this article as the “first lien lender,” and the second lien
collateral agent and the second lien lenders are sometimes
collectively referred to as the “second lien lender.”

The task force Web site is at www.abanet.org/dch/committee.
cfm?com=CL190029 (ABA membership required). Informa-
tion about the task force and the model agreement can also
be obtained from Gary Chamblee, gchamblee@uwcsr.com.
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