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B
asic question: 

S
hould the investm

ent by shareholders be seen as 
inform

al capital and therefore being a 
subordinated claim

 against the insolvency estate?  



 
N

etherlands: unclear, but possibly w
arm

ing up 
to the idea 

 
England: no rules, no cases. 

 
France/Italy 

 
G

erm
any: a general subordination rule  

 
U

S
A
: subordination if acted inequitable 

 
B
elgium

 

 
European solution ? 
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• 
In the U

S
, it is legal for any person in a fiduciary 

relationship w
ith a corporation to m

ake a secured loan 
to a corporate beneficiary.  

• 
H

ow
ever, w

hen this loan is challenged in court, the 
transaction w

ill be subjected to “rigorous scrutiny.” 

• 
In the case of corporate insolvency, loans m

ade by 
shareholders face potential equitable subordination or 
recharacterization of the debt as equity. 

Lo
a
n

s M
a
d

e
 b

y S
h

a
re

h
o

ld
e
rs 
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W
hen equity dem

ands that the paym
ent priority of 

claim
s of an otherw

ise legitim
ate creditor be 

changed to fall behind (be “subordinated to”) those 
of other claim

ants.   

In
 a

 n
u

tsh
e
ll 

D
oes a debt actually exist? 

B
ankruptcy C

ode 
(statutory) § 510(c) 

S
o

u
rce

s o
f La

w
 

B
ankruptcy C

ode 
(general pow

ers of equity) § 105 (a) 
(disallow

ance of claim
s) § 502 (b) 

Yes* 
In

e
q

u
ita

b
le

 co
n

d
u

ct 
re

q
u

ire
d

? 
N

o 

S
ubordination of a claim

.  
E
ffe

ct 
Elim

ination of a claim
.  

(D
ebt becom

es equity) 

G
enerally can only be brought by TTEE or D

IP. 
H

ow
ever, courts have som

e discretion to allow
 other 

parties to w
hen TTEE or D

IP refuses unjustly. 
M

e
ch

a
n

ism
s 

1.  C
laim

 O
bjection- § 502(a) 

2.  Plan objection- § 1129 
3.  A

dversary proceeding- B
ankruptcy R

ule 7001 

S
uprem

e C
ourt has recognized the three part test 

in In re M
obile S

teel to be the test for applying § 
510(c).  

T
e
st 

D
epends on the jurisdiction:  M

ajority accept 11-factor 
test, but that is not the only test out there.  

* S
C
T has not yet determ

ined w
hether inequitable conduct is an "absolute prerequisite" for equitable subordination under 510(c); how

ever, 
the m

ajority of courts require it. 



1. 
Inequitable conduct by the creditor;  

2. 
Injury to other creditors or conduct that creates an 
unfair advantage; and 

3. 
S
ubordination w

ould be consistent w
ith all 

other provisions of the B
ankruptcy C

ode.  

In
sid

e
rs v. O

u
tsid

e
rs 

- D
eterm

ined by degree of control 
- S

ubordination for outside claim
s 

requires gross m
isconduct, 

but not so for insiders. 

Lim
ita

tio
n

 o
n

 p
o

w
e
r 

S
ubordination goes “no further 

than to level off actual inequitable 
disparities on the bankruptcy 
terrain for w

hich a creditor is 
responsible.”  B

ostian v. S
chapiro 
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T
h

re
e
 G

ro
u

p
s o

f Fa
cto

rs 
(2) corporate 
financial condition at 
the tim

e of the loan; 
and 

(3) relationship 
betw

een equity 
ow

ners and the 
lender. 

(1) loan agreem
ent 

form
alities; 

- party intent 
- docum

ent nam
es 

- right to enforce 
paym

ent 
- fixed m

aturity date? 
- schedule of interest 
paym

ents? 

- inadequate 
capitalization 
- availability of outside 
financing at the tim

e 
-  w

hether 
undercapitalization w

as 
the cause of the 
bankruptcy 

- right to participate 
in m

anagem
ent 

- all, som
e or only 

one shareholder as 
lender? 



R
e
ch

a
ra

cte
riza

tio
n

 
Im

portance of Jurisdiction 

T
a
x
 co

u
rt’s 

1
1

-fa
cto

r te
st 

(6
th C

ir.) 

T
a
x
 co

u
rt, p

lu
s 2

  
(5

th C
ir.) 

R
e
ch

a
ra

cte
riza

tio
n

 
u

n
a
va

ila
b

le
.  

(9
th C

ir.) 
N

o
n

-B
a
n

k
ru

p
tcy C

o
d

e
 fa

cto
rs a

re
 

in
te

re
stin

g
, b

u
t n

o
t d

e
te

rm
in

a
tive

. 
(3

rd C
ir.) 

T
h

e
 th

re
e
 g

ro
u

p
s a

re
 

e
sse

n
tia

lly th
e
 sa

m
e
 a

s 
1

1
 fa

cto
r te

st. 
(10

th C
ir.) 

R
e
ch

a
r if:  (1

) tte
e
 p

ro
vid

e
s in

itia
l 

u
n

d
e
r-ca

p
ita

liza
tio

n
 o

r (2
) lo

a
n

s w
e
re

 
m

a
d

e
 w

h
e
n

 n
o

 o
th

e
r d

isin
te

re
ste

d
 p

a
rty 

w
o

u
ld

 le
n

d
 m

o
n

e
y.  

(11
th C

ir.) 

S
tate courts?? 



Facts:  U
.S

. corporation purchased equity in a D
utch bank-ow

ned 
foreign corporation. The D

utch shareholder had 4x the U
.S

.-ow
ned 

interest.  S
im

ultaneously w
ith the purchase, the U

.S
. shareholder 

purchased a put option from
 the D

utch bank. The put w
as valued at 

FM
V
 as of exercise; the put w

as m
entioned in the shareholder 

agreem
ent, an agreem

ent w
hich gave the U

.S
. shareholder the 

right to convene a m
eeting for the sole purpose of redeem

ing the 
shares. The corporation’s activities had been lim

ited to only 
purchase contingent interest notes from

 the D
utch shareholder.  

Q
uestion:  W

hether the taxpayer's investm
ent in the foreign entity 

w
as, in substance, debt rather than equity? 

H
eld:  In this case, the Tax C

ourt held that for incom
e tax 

purposes, the investm
ent w

as m
ore appropriately characterized as 

a loan, not as equity.  Therefore, the loss from
 the transaction w

as 
not a capital loss.   

H
e
w

le
tt-P

a
ck

a
rd

 C
o

. v. C
o

m
m

issio
n

e
r 

T.C
. M

em
o 2012-135 (M

ay 14, 2012) 


