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Introduction 

 The Bankruptcy Code enables bankruptcy courts to take certain measures to facilitate the 

claims process and priority system.  For example, section 502(b)(1) enables bankruptcy courts, 

upon objection, to disallow creditors’ claims based on applicable law or an agreement between 

the creditor and the debtor, and section 510(c) enables bankruptcy courts to equitably 

subordinate claims of creditors that engaged in inequitable conduct such that subordination 

would be appropriate to remedy any injury suffered by another creditor.1  Whether bankruptcy 

courts may recharacterize debt claims as equity, however, is not explicitly addressed in the 

Bankruptcy Code.  Because of this, recharacterization analysis has been developed by the courts, 

resulting in a recent split of authority amongst courts that have addressed the issue and decided 

that bankruptcy courts may recharacterize debt claims as equity.   

 The Fourth, Sixth, Third, and Tenth Circuits have allowed bankruptcy courts to 

recharacterize debt claims as equity using their general equitable powers pursuant to section 

105(a).2  Using the court’s equitable power, these courts developed the recharacterization 

                                                 
1 See 11 U.S.C. §§ 502(a), 510(c) (2006). 
2 See Cohen v. KB Mezzanine Fund II, LP (In re SubMicron Sys. Corp.), 432 F.3d 448, 454–55 
(3d Cir. 2006); Fairchild Dornier GMBH v. Official Comm. of Unsecured Creditors (The Plan 
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analysis with minimal guidance, limited only by the Bankruptcy Code.  Although allowing 

bankruptcy courts to recharacterize debt claims as equity, the Fifth Circuit has determined that 

the authority is grounded in section 502(b)(1), which grants bankruptcy courts the power to 

disallow claims.3  Using this Bankruptcy Code provision, the Fifth Circuit concluded that the 

power to recharacterize claims is tied to applicable state law, and thus will vary based on the 

particular state law applied.4    

 Part I of this memorandum provides an overview of the relevant Bankruptcy Code 

provisions and other applicable law that bankruptcy courts rely on when they recharacterize 

claims.  Part II discusses the common approach taken by some circuits, which proceeds under 

section 105(a) of the Bankruptcy Code.  Part III discusses the Fifth Circuit’s approach in Lothian 

Oil, which proceeds under section 502(b)(1) of the Bankruptcy Code, and represents a shift from 

the traditional section 105(a) approach.  Part IV discusses the relevant differences between the 

two approaches, and addresses the implications of the Fifth Circuit’s decision in Lothian Oil.5  

Finally, this memorandum concludes that the implications of the Fifth Circuit’s decision to 

recharacterize claims pursuant to state law are difficult to definitively predict at the moment, 

because they will vary based on the applicable state law.   However, what can be said is that 

potential creditors must be mindful of the applicable state law when structuring relationships 

with potential debtors.  Because treatment of their claims in bankruptcy may vary greatly based 

on the particular applicable state law, creditors may not rely on what they believe to be the 

standard operating procedure of bankruptcy courts everywhere. 
                                                                                                                                                             
Monitoring Comm.) (In re Dornier Aviation, Inc.), 453 F.3d 225, 231 (4th Cir. 2006); Sender v. 
Bronze Group, Ltd. (In re Hedged-Invs. Assocs., Inc.), 380 F.3d 1292, 1298 (10th Cir. 2004); 
Bayer Corp. v. MascoTech, Inc. (In re AutoStyle Plastics, Inc.), 269 F.3d 726, 748 (6th Cir. 
2001). 
3 Grossman v. Lothian Oil Inc. (In re Lothian Oil Inc.), 650 F.3d 539, 542 (5th Cir. 2011). 
4 Id. at 543. 
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 It is important to note that the circuits are not all in agreement regarding the bankruptcy 

courts’ power to recharacterize debt claims as equity.  In fact, the Ninth Circuit expressly held 

that it is beyond the power of bankruptcy courts to do so, reasoning that the Bankruptcy Code 

does not specifically provide for the court’s power to recharacterize debt claims as equity, as it 

does for other claim managing procedural devices, such as the powers to disallow or equitably 

subordinate claims.6  Similarly, the Seventh Circuit has acknowledged that some circuits that 

have addressed the issue have permitted recharacterization, but that the Seventh Circuit has not 

“definitively stated whether [it] recognize[s] a cause of action for recharacterization.”7  Thus, 

there are additional arguments to be made regarding the power of bankruptcy courts to 

recharacterize debt claims as equity in addition to the two different methods that this 

memorandum addresses.  However, this memorandum focuses upon only those courts that have 

already determined that it is within the bankruptcy courts’ powers.      

 I. Relevant Bankruptcy Code Provisions and Other Law  

 Section 105(a) of the Bankruptcy Code provides bankruptcy courts with general equitable 

powers, powers intended for use to facilitate the other provisions of Bankruptcy Code.8  

However, section 105(a) is not intended to be an open-ended grant of authority to bankruptcy 

courts.  Rather, a bankruptcy court’s use of this power is supposed to be tied to a specific 

                                                 
6 Unsecured Creditors’ Comms. of Pacific Express Inc, and Pacific Express Holding, Inc. v. 
Pioneer Commercial Funding Corp. (In re Pacific Express, Inc.), 69 B.R. 112, 115 (B.A.P. 9th 
Cir. 1986) (“While the Code supports the court’s ability to determine the amount and the 
allowance of claims, those provisions do not provide for the characterization of claims as equity 
or debt.”). 
7 FCC v. Airadigm Commc’ns., Inc. (In re Airadigm Commc’ns, Inc.), 616 F.3d 642, 657 n. 11 
(7th Cir. 2010). 
8 11 U.S.C. § 105(a) (2006) (“The court may issue any order, process, or judgment that is 
necessary or appropriate to carry out the provisions of this title.”). 
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Bankruptcy Code provision.9  The Bankruptcy Code does not, however, contain a specific 

provision addressing the bankruptcy courts’ authority to recharacterize debt claims as equity.  

Yet some courts look to this general equitable power as the source of authority to recharacterize 

debt claims as equity, claiming that such power is necessary to effectuate the Bankruptcy Code’s 

priority system for claims against the debtor.10         

 Section 502(b)(1) of the Bankruptcy Code is the statutory basis of authority for the 

disallowance of claims pursuant to any agreement between the debtor and creditor, and also for 

disallowance under other applicable law.11  It instructs the bankruptcy court, upon objection, to 

determine the amount of and to allow a claim, except to the extent that “such claim is 

unenforceable against the debtor and property of the debtor, under any agreement or applicable 

law for a reason other than because such claim is contingent or unmatured.”  For the purposes of 

this section, applicable law refers to state law.12  Thus, a bankruptcy court is required to act 

within the bounds of applicable state law when deciding whether to allow or disallow claims 

under section 502(b)(1).  This is considerably different from the apparently broad grant of power 

in section 105(a) for bankruptcy courts to issue orders deemed necessary to effectuate the 

provisions of the Bankruptcy Code, because it limits bankruptcy courts to what the applicable 

state law provides.13      

                                                 
9 2 COLLIER ON BANKRUPTCY, ¶ 105.01, at 105-5 (Alan N. Resnick & Henry J. Sommer 
eds., 16th ed. 2009). 
10 See Fairchild Dornier GMBH v. Official Comm. of Unsecured Creditors (The Plan Monitoring 
Comm.) (In re Dornier Aviation, Inc.), 453 F.3d 225, 231 (4th Cir. 2006); Bayer Corp. v. 
MascoTech, Inc. (In re AutoStyle Plastics, Inc.), 269 F.3d 726, 748 (6th Cir. 2001). 
11 11 U.S.C. § 502(b)(1). 
12 See Butner v. United States, 440 U.S. 48, 55 (1978) (“Unless some federal interest requires a 
different result, there is no reason why [state law property] interests should be analyzed 
differently simply because an interested party is involved in a bankruptcy proceeding.”). 
13 See 11 U.S.C. § 105(a). 
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 Interestingly, whether courts rely on their general equitable power under section 105(a) 

or disallowance power under section 502(b)(1), bankruptcy courts use similar multi-factor tests 

to determine whether a debt claim should be recharacterized as equity.  These tests, which are 

borrowed from federal tax cases, are intended to elevate substance over form.  They seek to 

determine whether purported creditors’ claims against the debtor truly are debt claims and not 

investment arrangements masquerading as debt for the purpose of elevated priority in 

bankruptcy.14  The multi-factor tests take into account, among other things, the intent of the 

parties, the nature of the instrument, the source of repayment, the presence or absence of a fixed 

interest rate, and the debtor’s ability to obtain financing elsewhere.15  None of the factors are 

necessarily dispositive, but the more the transaction appears to be an arm’s length transaction, 

the more likely the claim will be considered debt and not equity.16   

 In addition to the multi-factor test used to determine whether a claim is for debt or equity 

is the supposed per se rule that a bankruptcy court may not recharacterize as equity a debt claim 

belonging to a claimant that is not a corporate insider.17  The rationale for the per se rule is that 

non-insider claimants do not have the same opportunity to collude with the debtor or to obtain 

preferential treatment, because the non-insiders’ relationships with the debtor are presumably at 

arm’s length.  Because of this, courts are reluctant to recharacterize non-insider claims.  The 

                                                 
14 See Grossman v. Lothian Oil Inc. (In re Lothian Oil Inc.), 650 F.3d 539, 544 (5th Cir. 2011), 
(citing Arch Petroleum, Inc. v. Sharp, 958 S.W.2d 475, 477 n. 3 (Tex. App. 1997)) (adopting 
Texas state court approach to distinguishing between debt and equity using sixteen-factor test 
from tax case); Sender v. Bronze Group, Ltd. (In re Hedged-Invs. Assocs., Inc.), 380 F.3d 1292, 
1298 (10th Cir. 2004) (citing Stinnett’s Pontiac Serv., Inc. v. Comm’r, 730 F.2d 634, 638 (11th 
Cir. 1984)) (adopting thirteen-factor test from Eleventh Circuit tax case); In re AutoStyle 
Plastics, Inc., 269 F.3d at 749–50 (citing Roth Steel Tube Co. v. Comm’r, 800 F.2d 625, 630 
(6th Cir. 1986)) (adopting eleven-factor test from Sixth Circuit tax case).     
15 See In re Hedged-Invs. Assocs., Inc., 380 F.3d at 1928; In re AutoStyle Plastics, Inc., 269 F.3d 
at 749–50. 
16 See In re AutoStyle Plastics, Inc., 269 F.3d at 750. 
17 In re Lothian Oil Inc., 650 F.3d at 543–44. 
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Bankruptcy Code, since it does not address recharacterization, similarly does not address the per 

se rule against recharacterization.  Thus, the per se rule against recharacterizing non-insider 

claims is a judicial creation.                              

II. Standard Recharacterization Method 

The Fourth and Sixth Circuits have both addressed in detail the issue of whether 

bankruptcy courts may recharacterize debt claims as equity, and both determined that section 

105(a) is the appropriate source of authority for doing so.18  The Third and Tenth Circuits have 

also determined that bankruptcy courts may recharacterize claims.19 The Third and Tenth 

Circuits, however, did not explore the issue in detail and conduct their own independent analyses 

of the relevant Bankruptcy Code provisions to determine whether recharacterization is 

permissible.  Rather, they simply adopted the approach taken by the Sixth Circuit, citing that 

court’s seminal case addressing the issue as support for the bankruptcy courts’ authority to 

recharacterize debt claims as equity.20        

 In Fairchild Dornier GMBH v. Official Comm. of Unsecured Creditors (The Plan 

Monitoring Comm.) (In re Dornier Aviation, Inc.),21 the claim at issue belonged to the debtor’s 

parent company, which was supposedly owed more than $140 million for unpaid invoices.22  The 

bankruptcy court recharacterized nearly all of the claim.  It found that the transaction was more 

appropriately regarded as a capital contribution because of the parent company’s insider status, 

                                                 
18 See Fairchild Dornier GMBH v. Official Comm. of Unsecured Creditors (The Plan Monitoring 
Comm.) (In re Dornier Aviation, Inc.), 453 F.3d 225, 231 (4th Cir. 2006); In re AutoStyle 
Plastics, Inc., 269 F.3d at 748. 
19 See Cohen v. KB Mezzanine Fund II, LP (In re SubMicron Sys. Corp.), 432 F.3d 448, 454–55 
(3d Cir. 2006); In re Hedged-Invs. Assocs., Inc., 380 F.3d at 1297–98. 
20 See In re SubMicron Sys. Corp., 432 F.3d at 454–55; In re Hedged-Invs. Assocs., Inc., 380 
F.3d at 1297–98. 
21 453 F.3d 225 (4th Cir. 2006). 
22 Id. at 230. 
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the absence of a fixed maturity date, and the parent company’s assumption of the debtor’s 

losses.23  The district court affirmed the bankruptcy court’s judgment.24        

In its decision affirming the lower courts, the Fourth Circuit reasoned that section 105(a) 

affords bankruptcy courts broad powers to facilitate the Bankruptcy Code’s priority scheme, and 

that in order to implement that priority scheme, bankruptcy courts must determine whether a 

claim against the debtor is properly characterized as debt or equity.25  Without such power, the 

Fourth Circuit argued, bankruptcy courts would be unable to prevent creditors with 

mischaracterized claims from jumping ahead of true creditors and reducing the true creditors’ 

ability to recover from the debtor.26  The Fourth Circuit also addressed the differences between 

the bankruptcy court’s power to recharacterize claims under section 105(a), and to disallow 

claims under section 502(b)(1), stating that “[d]isallowance of a claim under § 502(b) is only 

appropriate when the claimant has no rights vis-à-vis the bankrupt” and that “[b]y contrast, 

recharacterization is appropriate when the claimant has some rights vis-à-vis the bankrupt.”27  

Thus, when a bankruptcy court recharacterizes a debt claim as equity it acknowledges some 

relationship between the debtor and the claimant, but only to the extent of an equity interest.28 

In Bayer Corp. v. MascoTech, Inc. (In re AutoStyle Plastics, Inc.),29 the recharacterization 

issue arose in a priority dispute between two secured creditors, where one sought to elevate its 

claim over the other’s by either equitably subordinating or recharacterizing the other’s claim.30  

The bankruptcy court and district court both determined that the claims should not be 

                                                 
23 Id. at 234. 
24 Id. at 230. 
25 Id. at 231. 
26 Id. 
27 Id. at 232. 
28 Id. 
29 269 F.3d 726, 748 (6th Cir. 2001). 
30 Id. at 731–32 
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recharacterized as equity.31  In its decision affirming the lower courts, the Sixth Circuit 

determined that bankruptcy courts have the authority to recharacterize debt claims as equity 

pursuant to section 105(a) of the Bankruptcy Code.  The Sixth Circuit also addressed the 

differences between the bankruptcy court’s power to recharacterize claims under section 105(a) 

and the power to equitably subordinate claims under section 510(c).32  The court stated that the 

essential difference between the two tools for claim administration is that when a bankruptcy 

court considers whether to recharacterize a claim, it inquires about whether a debt actually exists, 

whereas when a bankruptcy court equitably subordinates a claim, it looks to whether a legitimate 

creditor with a valid debt claim has engaged in inequitable conduct such that it would be 

appropriate to subordinate the claim to remedy any injury suffered by another creditor.33   

Thus, both the Fourth and Sixth Circuits found the authority to recharacterize debt claims 

as equity in the section 105(a) general equitable power.  Moreover, both courts thought it 

appropriate to distinguish the power to recharacterize claims from other claim management 

devices that the Bankruptcy Code provides, namely the powers to disallow and equitably 

subordinate claims.34  Despite the difference in statutory authority, however, in both Dornier 

Aviation and AutoStyle Plastics, the courts looked to the same general multi-factor test as the 

Fifth Circuit in Lothian Oil to determine whether the claims asserted were for actual debt, or 

could be recharacterized as an equity interest.35  In both cases, the test used was an eleven-factor 

test borrowed from the same Sixth Circuit tax case and, just like the test used in Lothian Oil, 

                                                 
31 Id. at 732. 
32 Id. at 748–49. 
33 Id. 
34 In re Dornier Aviation, Inc. 453 F.3d at 232; In re AutoStyle Plastics, Inc., 269 F.3d at 748–49. 
35 See Grossman v. Lothian Oil Inc. (In re Lothian Oil Inc.), 650 F.3d 539, 544 (5th Cir. 2011); 
In re Dornier Aviation, Inc. 453 F.3d at 233; In re AutoStyle Plastics, Inc., 269 F.3d at 749–50 
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discussed below,36 required the courts to consider the factors holistically to determine whether 

the claim is actually for debt or should be recharacterized as equity. 37     

III. In re Lothian Oil Inc. Recharacterization Method 

 In Lothian Oil, the claims at issue belonged to a non-insider who made two separate loans 

to Lothian Oil.38  The loan agreements provided for one percent royalty payments in addition to 

repayment of the principal from the proceeds of certain equity placements.39  The bankruptcy 

court recharacterized the debt claims, determining that the claims asserted only common equity 

interests.40  On appeal, the district court reversed based on the per se rule against recharacterizing 

non-insiders’ claims.41  

Until Lothian Oil, the Fifth Circuit had not addressed the issue of whether bankruptcy 

courts could recharacterize debt claims as equity.42  In reaching its decision to recharacterize debt 

claims as equity pursuant to section 502(b)(1), the court acknowledged that other circuits that 

have decided this issue concluded that recharacterizing claims under the court’s section 105(a) 

general equitable power was the appropriate method.43  The court did not state that 

recharacterizing claims under section 105(a) was incorrect as a matter of law.  Rather, it 

determined that resort to the general equitable power was unnecessary, finding section 

502(b)(1)’s power to disallow claims to be the proper authority.44 

                                                 
36 See infra Part III. 
37 See Roth Steel Tube Co. v. Comm’r , 800 F.2d 625, 630 (6th Cir. 1986). 
38 In re Lothian Oil Inc., 650 F.3d at 541. 
39 Id. 
40 Id. 
41 Id. at 542. 
42 Id. at 541. 
43 Id. at 543–44. 
44 Id. at 543. 
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 The Fifth Circuit’s decision in Lothian Oil is firmly grounded in section 502(b)(1) of the 

Bankruptcy Code and the Butner principle.45  Section 502(b)(1) requires bankruptcy courts, upon 

objection, to determine the value of and to allow claims, except to the extent that they are 

unenforceable because of an agreement between the debtor and creditor or applicable law.46  In 

Butner v. United States,47 the Supreme Court held that because property interests are created by 

state law, state law should be respected in bankruptcy, unless Congress explicitly provides 

otherwise.48  The Fifth Circuit deduced from this that the applicable law referred to in section 

502(b)(1) is state law.49 

 By looking to the applicable state law, in this case Texas law, the Fifth Circuit arrived at 

a sixteen-factor test taken from a federal tax case that the Texas Court of Appeals previously 

relied on to distinguish between debt and equity.50  The Fifth Circuit did not provide a 

comprehensive analysis regarding the application of the multi-factor test.51  Rather, it simply 

confirmed the bankruptcy court’s findings that because the agreement provided for payment of 

royalties, and also lacked a fixed interest rate, a repayment term, and a maturity date, that the 

claims asserted, at best, common equity interests.52  Finally, the court addressed the alleged per 

se rule against recharacterizing non-insider claims, finding that because there is no such 

distinction under Texas law, there would be none in the bankruptcy proceedings.53  After 

rejecting the per se rule, the court concluded that the bankruptcy court properly recharacterized 

                                                 
45 Id. 
46 11 U.S.C. § 502(b)(1) (2006). 
47 440 U.S. 48 (1978). 
48 Id. at 55. 
49 In re Lothian Oil Inc., 650 F.3d at 543. 
50 Id. at 544. 
51 Id. 
52 Id. 
53 Id. 
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the debt claims as equity, and that the district court was incorrect to reverse the bankruptcy 

court’s decision based on the per se rule.54 

IV. Implications 

 It is important to note that despite the difference in Bankruptcy Code authority, the Fifth 

Circuit ultimately arrived at the prevailing multi-factor test borrowed from federal tax cases that 

other circuits that allow bankruptcy courts to recharacterize claims use.55  At first blush, this 

seems to indicate that the difference in statutory authority is really a distinction without any 

practical implications.  This, however, is not accurate.  Under the Fifth Circuit’s section 

502(b)(1) approach, the focus is on the applicable state law,56 and in Lothian Oil, that was Texas 

law.57  It may not be the case that every potentially applicable state law looks to the prevailing 

multi-factor test from federal tax cases to distinguish between debt and equity.  As such, a 

bankruptcy court’s analysis pursuant to applicable state law may proceed under an entirely 

different test to distinguish between debt and equity.  Because of this, the reference to section 

502(b)(1) and applicable state law in Lothian Oil, as opposed to a generally accepted test, has the 

potential to create significant confusion for future transactions and potential bankruptcies.  

Knowledge of the relevant tests that bankruptcy courts may use to analyze a debt claim in 

bankruptcy is important because it allows potential creditors to structure their financial 

arrangements with potential debtors such that a court will be unable to recharacterize a debt 

claim as equity in bankruptcy.     

 In addition to the possibility that bankruptcy courts will use different tests for 

determining whether a claim is debt or equity, the applicable state law might include additional 

                                                 
54 Id. 
55 Id. at 544. 
56 Id. at 543. 
57 Id. at 544. 
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differences, further altering the bankruptcy court’s analysis.  This is precisely what happened in 

Lothian Oil, as the Fifth Circuit found that because Texas law did not distinguish between 

corporate insider claimants and non-insider claimants, the bankruptcy court was able to 

recharacterize the claims of the general claimant appearing before it.58  That a non-insider’s debt 

claim was recharacterized as equity is significant because the difference in priority between a 

debt claim and equity interest in bankruptcy is substantial.59  This effect of the Fifth Circuit’s 

decision to tie the power to recharacterize claims to applicable state law is as important as the 

potential differences in underlying tests.  The potential for such differences in state law and how 

they will apply in bankruptcy will make structuring such transactions in the future considerably 

more difficult when trying to prepare for how a claim may be treated in bankruptcy.         

V. Conclusion 

 In Lothian Oil, the Fifth Circuit departed from other circuits that have addressed the 

recharacterization issue, determining that the Butner principle of respecting applicable state law 

in bankruptcy where Congress has not explicitly provided otherwise was properly extended to 

the issue of whether to recharacterize debt claims as equity.60  Because the court in this case 

reached the prevailing test that other circuits use to recharacterize claims, the implications are 

subtle, and initially seem almost insignificant.  Though because of the many possible differences 

in state laws addressing the debt-equity distinction, it is essential that potential creditors consider 

the relevant state law when structuring financial arrangements with potential debtors, lest their 

claims be recharacterized as equity in bankruptcy, causing the priority of their claims to drop 

substantially.    

                                                 
58 Id. 
59 See 11 U.S.C. § 507 (2006). 
60 In re Lothian Oil Inc., 650 F.3d at 543. 


