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Introduction

The distressed disposal provisions
of intercreditor agreements (ICAs)
have a long history of being used
as a tool to deliver restructurings,
typically to release the claim

of junior creditors in order to
facilitate a transfer of the business
to new ownership. However, the
restructuring market has now

seen several instances where the
distressed disposal mechanism has
been used to effect transactions
that have resulted in asymmetric
outcomes for creditors whose
claims rank equally under the ICA.
Its use in this manner has sparked

It is important for
market participants
to understand how-
this mechanism_ =
works in practice

and how it is

driving discussions
around liability
management
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involving English
law-governed ICAs.”

an increase in litigation that has
been testing the limits of the power
of a majority to impose such a

deal on a dissenting minority. It is
important for market participants
to understand how this mechanism
works in practice and how it is
driving discussions around liability
management exercises (LMEs)
involving English law-governed ICAs.

What s a distressed
disposal?

The distressed disposal power,
exercisable by the security agent, is
included in most LMA-style, English
law governed ICAs. In broad terms,
it allows a secured business, or its
assets, to be sold free of existing
financial indebtedness, security,
guarantees, and intercompany
claims that are subject to the ICA.

The mechanism is most typically
used where the security agent is
enforcing security over shares in

an obligor or holding company. As
part of that enforcement sale, and in
exchange for relevant consideration,
the security agent may be able

to rely on the distressed disposal
powers to:

(i) release the common security
held by the security agent
over the shares and over the
companies subject to the
enforcement / disposal; and

(i) release or transfer some or all of
the debt claims that the senior
creditors, junior creditors and
intra-group creditors may have
against those companies.

The commercial effect is that the
business can be transferred to a
buyer with its existing debt structure
reset, released or transferred in
accordance with the ICA.

Who is the purchaser
and what do creditors
receive?

The acquirer of assets subject

to a distressed disposal may be

a genuine third party purchaser.
However, it is common for some or
all creditors to establish a special
purpose vehicle (BidCo) to acquire
the assets. In that structure,
creditors may “credit bid” for the
assets - thereby effecting a form
of debt for equity swap and the
transfer of the business to BidCo.

Where value breaks in the senior
debt, senior creditors may use this
route to implement a restructuring
that involves an enforcement sale
of shares in a holding company to
a Bidco with junior creditor claims
against the transferred group
released or transferred to the new
BidCo.

The senior debt may either remain
in place (i.e. the group is transferred
on a levered basis), or be released
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or transferred to BidCo in exchange
for consideration distributed to
senior creditors through the ICA
waterfall.

Whilst cash consideration is always
permissible, the ICA will also usually
permit the receipt of non-cash
consideration (although the ICA
may regulate the circumstances in
which non-cash can be received).
This non-cash consideration can,
for example, take the form of new
debt instruments issued by the
new BidCo structure, with such
instrument representing a form of
reinstatement of the senior debt

in the restructured group- so-
called “take-back paper”. There
are typically no restrictions on the
terms of any such replacement debt
other than the general fair value
requirements set out in the ICA,
and those terms can be set by the
Instructing Group (in negotiation
with the borrower Group).

The “Instructing Group” in an
ICA context is the constituency
of creditors that has the right

to instruct the security agent to
take enforcement action at any
given time. Usually this will be a
majority - often a simple majority
or two-thirds majority - of the
senior secured creditors, which in
the case of multiple instruments
with the same ranking under the
ICA is aggregated across those
instruments.

What protections are
there for creditors?

Because the distressed disposal
provisions can be used to release
creditor claims against the group,
ICAs usually contain certain value
protections for creditors.

The key protection is that the
security agent must obtain “fair
market value” for the relevant
disposal. The security agent can
satisfy itself as to fair value in any
manner it so chooses, but the ICA
will usually include certain “safe
harbours” — certain circumstances
that, if complied with, are treated as
conclusively demonstrating that the
security agent has discharged its
obligations.

The creditor group
that controls
enforcement

has a significant
ability to control

the design of the

capital structi
of the tran ?fe'
group.” «

These safe harbours often include
where a distressed disposal has
been carried out:

© rpursuant to court-supervised
proceedings;

e under the directions of an
insolvency officeholder;

e following a competitive sales
process; or

Q with the benefit of a fairness
opinion.

In practice, the most common safe
harbour is the fairness opinion. This
is typically a report or opinion from
an independent investment bank
or financial adviser appointed by
the security agent confirming that
the proceeds received or recovered
in connection with the distressed
disposal are fair from a financial
point of view, taking into account all
relevant circumstances.

Where the consideration includes
take-back paper, the financial
adviser would typically consider the
value of that paper as part of their
holistic approach. However, ICAs do
not usually prescribe in detail the
specific factors that must be taken
into account for fairness or valuation
purposes.

Distressed
disposals and L MEs
— delivering non-
pro rata outcomes

Delivery tool for an LME

As can be seen, the creditor group
that controls enforcement has a
significant ability to control the
design of the capital structure of the
transferred group. In this context,
recent high-profile transactions
have seen the distressed disposal
provisions used to generate non-
pro rata outcomes amongst
creditors whose claims ranked pari
passu with each other under the
ICA enforcement waterfall, even
where (on paper) all creditors have
received their pro rata share of
the consideration received by the
security agent for the distressed
disposal.

Whilst there have been various
examples, the Selecta transaction
(see box on page 3) provides a useful
illustration of this type of “non-pro
rata” deal.

Consideration and the
Instructing Group:

Provided the consideration received
by the security agent for the sale of
the shares and release/transfer of
creditor claims meets the fair value
requirements, there is a very broad
scope for the Instructing Group to
structure a transaction whereby

the overall outcome received by
minority or dissenting creditors is
different from that received by those
supporting and participating in the
transaction.

For instance, the Instructing Group
will effectively control key aspects of
the transaction, including:

e the terms of any take-back paper;
the governance structure of the
e equity in Bidco; and
if new money is required, who may

participate in that financing and
on what terms.
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Any consideration received by the
security agent for the distressed
disposal must still be distributed
through the ICA waterfall. However,
some of the economic benefits
available to those in the Instructing
Group may sit outside that formal
consideration. For example, the

right to participate in (or backstop)
new money may carry enhanced
economics, and/or additional equity
rights or enhanced governance
rights with regards to BidCo.

Those benefits may not constitute
“consideration” received by the
security agent for the enforcement
sale and release or transfer of
liabilities. Rather, the provision of
new money may be characterised as
a separate negotiated arrangement
between the borrower group and the
sub-set of senior creditors providing
new money and whose support is
needed for the deal.

Consent thresholds:

Another benefit of the distressed
disposal as a delivery tool is that it
typically requires a lower consent
threshold than a court-based
restructuring (e.g. 75% in each class
in an English scheme of arrangement
or English restructuring plan) and
can avoid (pre-implementation, at
least) the detailed scrutiny of overall
fairness which may be associated
with such procedures.

Fairness opinions:

This raises an important practical
question: does the fairness opinion
look only at the value of the
consideration formally received by
the security agent (e.g. the take-
back paper itself), or does it also
take account of wider transaction
economics?

As noted above, the ICA does not
directly regulate how a fairness
opinion should address these
dynamics. Much will be left to
the professional judgment of the
financial adviser delivering the
opinion and the terms of that
adviser’s appointment.

For instance, where the restructured
capital structure includes new
money, one would expect the
fairness opinion provider to consider
the existence, quantum and ranking
of that new money when valuing the
take-back paper. However, it is less
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clear whether the adviser would
take into account the fact that the
economics of the new money may
only be available to a sub-set of
creditors.

This dynamic may be accentuated
where a majority of the class

of creditors that can instruct
enforcement have entered into a
co-operation agreement (“Co-op”)
in respect of a deal involving an
English law-governed ICA (see our
recent Insights “LMEs — Where

are we now” for more details on
Co-ops). This is illustrated by the
Selecta example below.

Selecta LME

The Selecta LME illustrates how
a distressed disposal can be
used to deliver the same formal
consideration to all equally
ranked creditors, while giving
supporting creditors additional
economics and control through
related transaction features.

B The majority supporting
senior noteholders (the “ad
hoc group”) instructed an
enforcement (constituting a
distressed disposal under the
relevant English law-governed
ICA) which resulted in the
enforcement of a Dutch share
pledge and transfer of the
business to a new Bidco. The
existing debt and security
package was released in full.

B As consideration for the
distressed disposal, all
existing first lien senior
noteholders received new
junior “third out” deeply
subordinated PIK notes
as take-back paper in
consideration for the
disposal, taking a 15% haircut
— a nominally pari distribution
under the waterfall.

B Third out noteholders were
then presented with the
option to exchange their third
out PIK notes into new senior
“first out” cash interest notes
that reinstated them at par
— an apparent improvement
on their position. The ad hoc
group via a private exchange
immediately took up such
exchange.

B However, the first

out notes included a
number of unusual terms
disadvantageous to minority
holders. This included that
the first out notes allowed
“sacred rights”, such as

key economic terms, to be
amended with only simple
majority consent (rather
than a more standard 90%
threshold) for an initial
extendable 12 month period.

The supporting ad hoc group
had entered into a Co-op
ahead of the transaction and
made up a majority under
the first out notes. Through a
combination of transaction
elements — including
backstopping and providing
most of the new money and
receiving work fees — that
group also had a controlling
stake in Bidco.

This presented minority
holders with a dilemma.
Either: (i) accept the
exchange, receive nominal
reinstatement at par but
run the risk that the ad hoc
group (being parties to a Co-
op, the controlling holders
of the equity in Bidco

and the majority first out
noteholders) could strip the
minority value in the future;
or (ii) retain the deeply
subordinated haircut third
out notes.

This dynamic resulted

in different economic
outcomes for those in the ad
hoc group vs those not in the
ad hoc group. For example,

it is understood that as at 21
January 2026 new first out
senior notes held by the ad
hoc group were trading at
65 cents on the Euro, while
the same notes held by
non-ad hoc group members
were trading at less than

20 cents on the Euro. This
has led certain dissenting
non-ad hoc group creditors
to allege in court filings that
the transaction allowed the
ad hoc group to capture
disproportionate value.


https://www.lma.eu.com/application/files/1717/8280/4023/LMA_LME_Insights.pdf
https://www.lma.eu.com/application/files/1717/8280/4023/LMA_LME_Insights.pdf

Why distressed
disposal
transactions
are now being
challenged

Historically, the (limited) legal
challenges in a distressed disposal
context have usually focused on

the specific terms of the ICA and
whether they have been complied
with (for example, contractual
interpretation questions on the
scope of the security agent’s
powers and related duties) and
valuation disputes between

senior and junior creditors -

see for example the cases of
European Directories, Stabilus and
Galapagos). Few challenges have
been successful in the English
courts. However, the recent trend of
using the distressed disposal to give
effect to more creative non-pro rata
outcomes has led to an increase

in litigation across several affected
jurisdictions, including England given
the governing law applicable to the
ICA.

The recent trend
of using the
distressed disposal
to give effect to
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non-pro rata_
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The “abuse of power”
principle

One of the main areas of contention
is whether enforcement instructions
issued by the relevant Instructing
Group to deliver a non-pro rata
deal breach the so-called “minority
protection” or “abuse of power”
principle, which limits how a
majority may use contractual
powers to bind a minority.

This principle comes from a line
of English law cases and was
most recently articulated in the
High Court’'s 2012 Assenagon
decision. It provides that where a
majority exercises a power under
an agreement, it must do so in
good faith and for the purpose
of benefiting the creditor class
as a whole, rather than only the
individuals constituting the majority.

This is a high bar. It is not enough
to show that the majority has taken
action that might negatively affect
the minority. The minority would
also need to show that the power
was intentionally exercised for an
improper purpose — for example,
to obtain additional benefits not
available to the minority, or to
expropriate substantially all of the
value of the minority’s debt.

A key question in the current
litigation is how far this principle
can be implied into complex ICA’s
agreed between sophisticated
commercial parties.

Recent LME cases:
how distressed
disposals are being
tested

B Selecta: The challenge is being
brought in the Southern District
of New York, but includes English
law claims about whether the
majority’s use of the distressed
disposal mechanism breached
the abuse of power principle.
The dispute highlights a key
issue: whether that principle can
be overridden by the express
terms of the ICA, or whether it

operates as a broader control on
how contractual majority powers
are exercised.

B Hunkemoéller: Claims have been
brought in the English High Court
which include an alleged breach
of the abuse of power principle.
The case raises a similar question
to Selecta: whether the abuse of
power principle can be implied
into an ICA, and whether it is
consistent with the express
enforcement rights agreed
between sophisticated parties.
There is also a separate issue
about whether the Instructing
Group’s instructions were valid
and whether the relevant creditor
held the required majority when
the enforcement instructions were
given. The English proceedings
are however currently stayed
pending judgment in parallel New
York litigation.

B Hurtigruten: The English High
Court has ordered pre-action
disclosure in respect of a potential
minority lender challenge,
which appears to be primarily
relying on a possible abuse
of power claim. The minority
creditors sought documents
relating to the enforcement and
restructuring which had not
previously been disclosed to
the minority lenders — including
implementation agreements, the
lock-up agreement, enforcement
instructions, and the fairness
opinion. The case is significant
because it shows minority
creditors seeking early visibility on
how the transaction was designed
and implemented before deciding
whether to bring a substantive
challenge.

Taken together, these cases show that
the key battleground is not simply
whether the contractual mechanics
were followed, but whether non-
contractual principles of how
contractual powers are exercised

can be read into longstanding ICA
architecture. Existing case law has
not had to consider how the ‘abuse

of power’ principle operates in the
context of multi-stage restructurings
implemented under highly complex
ICAs and, accordingly, the outcome of
such cases is likely to shape how ICAs
are drafted in the future.
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