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Clever minds on Wall Street are always hard at work in 
the alchemist’s laboratory trying to develop the next big idea 
to solve the problems of corporate America. One problem 
faced by corporations is the trade-off between issuing debt 
and equity when raising capital.  Issuing too much stock 
risks diluting equity, while too much debt risks ruination in 
the event of financial distress. Tax policy further complicates 
this dilemma by encouraging companies to over-leverage 
their capital structures – interest on bonds is tax-deductible 
by the issuer, but dividends are not. If only some clever al-
chemist could help corporate America slip through the horns 
of this dilemma. Alas, while others are still searching for 
the secret to turn baser metals into gold, some clever invest-
ment bankers recently concocted new securities that have 
the benefits of both bonds and preferred stock – introducing 
Enhanced Trust Preferred Securities (“ETRUPS”) and En-
hanced Capital Advantaged Preferred Securities (“ECAPS”). 
Generally, like bonds, ETRUPS and ECAPS provide for 
regular interest payments and have fixed maturities, but these 
maturities can be 40 to 60 years after issuance. Unlike bonds, 
ETRUPS and ECAPS provide that interest payments can be 
deferred when the issuer is experiencing financial distress, 
and payments of principal and interest can be met by issu-
ing additional securities at maturity. Putting aside whether 
the Internal Revenue Service will allow issuers to deduct 
the “interest” paid on these new hybrid securities, one must 
question how holders will fare in the event of the issuer’s 
insolvency.

Risks to Holders Upon an Issuer’s Insolvency

Holders of these new hybrid securities will face two 
principal risks in the event of an issuer’s insolvency: (1) the 
loss of the contractual right to payment, which undermines 
the bargaining position of holders just when they will need it 
the most; and (2) the possibility that the “claims” of hold-
ers will be recharacterized as equity. Unlike other “credi-
tors” who can declare defaults, accelerate maturities, sue, 
foreclose on collateral, and otherwise enforce rights and 
remedies, not to mention use events of default as leverage 

to bargain for additional protections, holders of these new 
hybrid securities will have little or no contractual basis on 
which to insist on additional protections or bargain for ad-
ditional rights.1

The Bankruptcy Code provides express authority for 
the claim of a creditor to be equitably subordinated to the 
claims of other creditors,2 but does not expressly provide for 
recharacterization of debt as equity. Thus, it should come as 
no surprise that, in the absence of express statutory authority, 
bankruptcy courts are split on whether they have authority to 
invoke the even more draconian measure of recharacterizing 
debt as equity.3 Nevertheless, many courts have held that 
their general equitable powers under the Bankruptcy Code4  
authorize recharacterization.5 Relying on tax cases,6 courts 
have identified the following factors in determining whether 
a nominal debt instrument should be recharacterized as eq-
uity in bankruptcy: (1) the names given to the instruments, if 
any, evidencing the indebtedness; (2) the presence or absence 
of a fixed maturity date and schedule of payments; (3) the 
presence or absence of a fixed rate of interest and interest 
payments; (4) the source of repayments; (5) the adequacy 
or inadequacy of capitalization; (6) the identity of interest 
between the creditor and the stockholder; (7) the security, if 
any, for the advances; (8) the corporation’s ability to obtain 
financing from outside lending institutions; (9) the extent 
to which the advances were subordinated to the claims of 
outside creditors; (10) the extent to which the advances were 
used to acquire capital assets; (11) the presence or absence 
of a sinking fund to provide repayments;7 (12) the ratio of 
shareholder loans to capital; and (13) the amount or degree 
of shareholder control.8 Basically, courts look to determine 
the intent of the parties and the economic reality of the 
underlying transaction, irrespective of the labels the parties 
used in the transaction documents.9

 Applying these factors to the $450 million ETRUPS re-
cently issued by Stanley Works is instructive. Stanley’s First 
Supplemental Indenture, dated as of November 22, 2005,10 
provides that the ETRUPS: mature December 1, 2045; are 
not entitled to the benefit of a sinking fund; bear interest, but 
were issued without interest coupons; until a “Dissolution 
Event,” principal and interest are payable by issuing more 
“debt securities,” but Stanley has the option to pay by check; 
and are expressly subordinated to just about all types of debt, 
other than trade claims and inter-company debt. Moreover, 
no payments may be made in respect of the ETRUPS in the 
event of a default or acceleration of senior indebtedness; 
interest may be deferred by Stanley even in the absence of a 



default; and interest is generally subject to mandatory defer-
ral upon certain triggering events tied to cash flow ratios. 
In the event of a mandatory deferral of interest, after the 
passage of one year, Stanley will have the obligation to use 
commercially reasonable efforts to effect sales of common 
stock to raise sufficient funds to pay deferred interest.

While some recharacterization factors are satisfied, oth-
ers are not and some cannot be ascertained from the limited 
disclosures, it is manifest that Stanley’s ETRUPS have 
characteristics more often associated with equity than debt 
securities. Most notably, to the extent ETRUPS resemble 
bonds, this resemblance evaporates in times of financial dis-
tress, when the issuer may defer payments or make payments 
by issuing additional securities. This makes ETRUPS more 
akin to preferred stock, which cannot be redeemed or be paid 
dividends upon insolvency.   

Conclusion

Uncertainty abounds if issuers of these new hybrid 
securities experience financial distress. As other constituen-
cies scramble to maximize their recoveries, holders of these 
new hybrid securities will have little or no leverage to insist 
on protections. A bankruptcy court may recharacterize these 
hybrid securities and either (1) rank them ahead of equity but 
behind all other debt (notwithstanding an express provision 
in an indenture providing that ETRUPS or ECAPS are not 
subordinate to trade claims and inter-company debt) or (2) 
simply recharacterize ETRUPS or ECAPS as equity and rank 
them pari passu with other equity interests such as preferred 
stock.

Obviously, holders should understand insolvency risks 
before investing in these new hybrid securities, and should 
consider an in-depth analysis of the likelihood of recharac-
terization of their securities. Moreover, holders may wish to 
consider protecting their investments in ETRUPS or ECAPS 
by also investing in a more traditional debt security (provid-
ing the usual covenants, events of default and remedies) 
issued by the same company. Holders will then have a seat 
at the bargaining table if the issuer experiences financial dis-
tress. Finally, in the event of bankruptcy, holders should be 
prepared to defend vigorously against any potential attempts 
to recharacterize their debt instruments as equity. Notwith-
standing the fact that these hybrid securities take on charac-
teristics of preferred stock when the issuer is experiencing 
financial distress, a properly structured transaction should 
withstand recharacterization.

For more information on how these issues may affect 
your rights, contact Nicholas F. Kajon at nfk@stevenslee.
com or 212-537-0403.
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