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Equitable Subordination Considerations For Creditors 

Law360, New York (July 9, 2015, 10:19 AM ET) --  

A secured lender generally enjoys a relative position of priority when 
a borrower runs into financial distress. Assuming that the lender’s 
security interest in the borrower’s collateral is appropriately 
documented and properly perfected, and that the lender’s claim is 
oversecured, the secured lender can take some comfort in the fact 
that bankruptcy principles generally ensure that the secured lender is 
afforded the same priority that such lender would receive in a 
nonbankruptcy liquidation of the borrower’s assets, and there is a 
strong likelihood that its claim will be satisfied in full. 
 
However, in certain situations, the actions taken by a creditor prior 
to a bankruptcy case to impact or control the borrower’s operation 
of its business can lead a bankruptcy court to reduce the lender’s 
priority status below that of other secured creditors, or even below 
unsecured creditors, a doctrine known as equitable subordination. 
This article analyzes the bankruptcy doctrine of equitable 
subordination and its implications on secured creditors that have the 
ability to exert an impermissible degree of control over the debtor’s operation of its business. 
 
A Brief History of Equitable Subordination 
 
While equitable subordination is a judicially created doctrine with roots as far back as the early 
1900s,[1] the doctrine was codified by Section 510(c) of the Bankruptcy Code.[2] Section 510(c) of the 
Bankruptcy Code codified the prior case law while allowing courts to further develop the principles of 
equitable subordination.[3] 
 
The objective of equitable subordination is to achieve fairness in the bankruptcy process as a whole, 
rather than between particular creditors.[4] It is a remedial, rather than a penal, measure that is 
intended to be used sparingly.[5] Specifically, courts have cautioned that the doctrine of equitable 
subordination is not to be used to engage in categorical reordering of statutory priorities.[6] 
 
Section 510(c) also provides that when a secured claim is subordinated, the lien securing the claim is 
transferred to the debtor’s estate.[7] Accordingly, the subordinated claim becomes unsecured. 
 
Equitable Subordination of Claims of Secured Lenders 

 

Allan L. Hill 

mailto:customerservice@law360.com


 

 

 
Generally, three conditions must be satisfied in order for a secured creditor’s claim to be equitably 
subordinated: (1) the creditor must have engaged in some type of inequitable conduct; (2) the 
misconduct must have resulted in injury to other creditors of the bankrupt party or conferred an unfair 
advantage on the creditor; and (3) equitable subordination must not be inconsistent with the provisions 
of the Bankruptcy Code.[8] The term “inequitable conduct” is not defined by the Bankruptcy Code, but 
courts determining whether a claim should be equitably subordinated have generally required that the 
movant show evidence of egregious conduct by the claimant such as fraud, spoliation, overreaching or 
similar behavior.[9] 
 
Where a creditor exerts a high level of control over the debtor to the extent that it dominates the 
debtor’s free will, a secured creditor may be deemed a fiduciary of the debtor and will be subject to a 
higher level of scrutiny.[10] Control can be in any of three common forms: (1) management control; (2) 
voting control; or (3) control through financial domination. 
 
While the typical case of equitable subordination based on control involves a corporate insider, such as 
an officer, director or general partner of the debtor,[11] a noninsider secured creditor’s claim can also 
be equitably subordinated where the creditor maintains a high level of control over the debtor and 
there is evidence that any transactions between the parties were not conducted at arm’s length.[12] 
The rationale behind this exception is that if a lender usurps its power to make business decisions for 
the debtor, then it must also undertake those fiduciary obligations that the debtor’s officers and 
directors owe to the entity. 
 
Control sufficient to warrant equitable subordination typically is established by facts and circumstances 
demonstrating that the lender either dictated the day-to-day management and operation of the debtor, 
affected corporate policies of the debtor, or influenced decisions regarding disposition of the debtor’s 
assets in an effort to better the creditor’s position at the expense of other creditors.[13] Other forms of 
noninsider control involve close relationships between the lender and the debtor whereby the lender is 
either privy to otherwise proprietary business information of the debtor or has some other bargaining 
advantage that suggests that the parties are not dealing at arm’s length.[14] 
 
For example, in In re American Lumber Co., the bankruptcy court held that a secured lender exercised a 
substantial level of control over the debtor due to, among other things, the lender’s (1) ability to obtain 
a controlling interest of the debtor’s stock; (2) de facto control over the debtor’s cash flow; (3) ability to 
force termination of the debtor’s employees; and (4) unilateral control over which other creditors of the 
debtor would be paid.[15] 
 
Conversely, a secured creditor who merely seeks to enforce the terms of its loan to the debtor and 
exercises its rights in accordance with such terms does not act with a level of domination and control 
giving rise to an equitable subordination claim.[16] Nor is a secured creditor with mere financial 
leverage over the debtor subject to equitable subordination.[17] 
 
Conclusion 
 
Equitable subordination provides the debtor or other parties in interest in bankruptcy cases with an 
additional tool to challenge a secured creditor’s claim. Secured lenders should be wary of developing a 
close financial or managerial relationship with their borrowers in the event that a borrower gradually 
slips into a state of financial distress. 
 



 

 

While bankruptcy courts applying the doctrine of equitable subordination have set heavy burdens on 
parties seeking to equitably subordinate claims, especially claims of noninsiders, a secured creditor’s 
financial position and ability to control various managerial and operational elements of a borrower’s 
business, even if the secured lender’s underlying objectives are not to seek an unfair advantage at the 
expense of the debtor or other creditors, can result in the secured creditor losing its secured status and 
being treated as, at best, a general unsecured creditor. 
 
A secured creditor should be cautious to avoid crossing the line from avidly enforcing its contractual and 
legal rights to impermissibly using bargaining leverage to control the borrower’s business affairs. In 
addition, loan documentation should be negotiated and drafted appropriately to ensure that a 
transaction is not susceptible to subsequent challenge for having not been transacted at arm’s length. 
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