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E VOLUTION in both market practice and 
legal jurisprudence has added complexity to 
calculating and asserting bondholder claims 

against issuers in bankruptcy. Pursuing a bondholder 
claim for principal and interest against a bankrupt 
issuer may seem simple, but complications can 
arise in identifying what “principal” is owing, what 
“interest” is a valid part of the claim, and what other 
amounts may be included in the claim. In part, the 
complexity may be a function of nomenclature and 
definition—for example, “make-whole premiums,” 
“call protection,” and “acceleration indemnification” 
are terms that, at least on the margins, may lack clear 
meaning and may overlap. 

The complexity may also be driven by the 
difficulty in reconciling bankruptcy law and policy 
with the terms of financial instruments. For example, 
the bankruptcy claims process may require an 
understanding of the relationship between the 
financial term “original issue discount” and the 
bankruptcy law term “unmatured interest.” Finally, 

the complexity may be promoted by a competitive 
marketplace in which investors seek to maximize 
the value of their financial instruments. This 
article identifies several possible components of 
bondholder claims, beyond basic principal and 
interest, and summarizes issues regarding the 
inclusion of those components in claims asserted 
in issuer bankruptcies.

Post-Petition Interest

What is it? Perhaps the most common issue in 
determining the amount of a bondholder’s claim is 
whether the claim may include interest accruing on 
and after the bankruptcy petition filing date—what 
is often called “post-petition interest.”

Why is it an issue in bankruptcy? The U.S. 
Bankruptcy Code will in most cases not allow any 
claim for “unmatured interest” on an unsecured bond.1 
This limitation does not apply to the extent that the 
claim is secured,2 or to the extent that the issuer is 
solvent and can pay all unsecured creditors in full 
with interest.3 Because few issuers pay unsecured 
claims in full with interest, and because whether 
interest has matured, for claim allowance purposes, 
is generally measured as of the bankruptcy petition 
filing date,4 these rules cause unsecured claims for 
post-petition interest to be disallowed as “unmatured 
interest” in most cases.5

How is it treated in bankruptcy? As noted above, 
the general rule is clear—the bankruptcy court will 
not allow a claim to include post-petition interest 
on unsecured bonds in cases where unsecured 

creditors will not be paid in full. However, that 
rule has its limits. Bondholders have successfully 
resisted the efforts of issuers to employ §502(b)
(2) of the Code to “double-discount” a bondholder 
claim by applying a present-value discount to the 
principal amount of the claim and also disallowing 
post-petition interest.6 Also, in the uncommon case 
where unsecured creditors will be paid in full and 
post-petition interest is appropriately included in a 
bondholder claim, a dispute may arise concerning 
whether the contract interest rate, or a statutory 
judgment rate, applies.7

The take-away. In all but the rarest cases, post-
petition interest on unsecured bond claims will be 
disallowed, and post-petition interest on secured 
claims will be allowed only to the extent supported 
by collateral value. However, efforts of a debtor/
issuer to both disallow post-petition interest and 
discount principal to present value have failed. Even 
in cases where post-petition interest on unsecured 
claims is allowed, it may be at a rate far below the 
contract rate. The general rule that post-petition 
interest on unsecured bonds is disallowed also 
informs judgments regarding other components 
of bondholder claims, as discussed below.

Original Issue Discount

What is it? Original issue discount, or OID, is 
generally understood to be the difference between 
the stated principal amount of a bond at maturity 
and the value of the proceeds of the bond paid to 
the obligor at issuance. For example, a bond with a 
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face amount of $1,000 payable at maturity in 2015, 
and issued in 2012 in exchange for $800 in proceeds, 
may be said to have a $200 original issue discount. 
Accordingly, the total yield on a bond may include 
both the stated interest rate and OID, or, in the case 
of a zero-coupon bond, only OID. 

Why is it an issue in bankruptcy? While OID 
can be described as principal—because when the 
face principal amount of the bond is paid, it will 
include the OID—it has characteristics of interest 
and serves an interest-like purpose. Because 
the general bankruptcy rule is that unsecured 
creditors may not claim post-petition interest 
(see above), claims of unsecured bondholders 
for OID that “accrue” during the bankruptcy case 
will draw objection. 

How is it treated in bankruptcy? Again, the 
general rule is clear: Unsecured claims for post-
petition OID are disallowed.8 However, the rule’s 
limits and nuances have been tested. Some issuers 
in bankruptcy have argued that unsecured bonds 
that were not described as having OID at issuance 
may nevertheless be deemed to have OID, and 
that the bondholders’ claims should be reduced 
accordingly for unmatured OID. This issue has 
arisen most often when an older bond, before the 
bankruptcy, has been exchanged for a newer bond 
with different terms, or when an existing bond has 
been purchased on the secondary market. If both 
the new bond and the old bond have a face principal 
amount at maturity of $1,000, but the fair market 
value of the old bond is $900 at the time of the 
exchange, does the new bond carry $100 in OID?9 
What if old equity is exchanged for a new bond 
with a face principal amount of $1,000?10 What if 
there was no exchange through the issuer, and the 
bondholder simply purchased a bond with a face 
principal amount of $1,000 on the secondary market 
from a prior holder, at a discounted price of $900—is 
there $100 in OID?11 In more complex bond purchase 
and exchange transactions, the calculation of the 
amount and rate of OID may be in dispute, even 
after it is determined that some OID exists.12

The take-away. If OID is expressly included in 
the terms of a bond, it will be treated as interest and 
allowed as an unsecured claim only to the extent it 
has “matured” as of the bankruptcy petition date. 
OID should not be deemed to exist in “face-to-face” 
exchanges of old and new bonds, but there may 
be a risk that OID will be deemed to exist in other 
types of debt exchanges.13 There is also a risk that 
OID will be deemed to exist in “equity-to-debt” or 
hybrid “debt/equity-to-debt/equity” exchanges.14 
In those circumstances, bondholders should take 
care to calibrate the risk of “deemed OID” to their 
investment objectives.

Make-Whole Premium

What is it? A “make-whole” or prepayment 
premium is a charge for prepaying debt. In one 
sense, a make-whole premium is akin to liquidated 
damages for the lost interest income that results 
from an issuer’s prepayment of a bond before stated 
maturity. Though the bondholder may be able to 
place the prepaid principal and accrued interest 
in other investments, the market rate of interest 
at the time of repayment may be lower than the 
interest rate of the loan that was repaid. A make-
whole premium is a negotiated proxy amount that 
“insures the lender against loss of his bargain if 
interest rates decline.”15, 16 

Why is it an issue in bankruptcy? Make- 
whole obligations are generally triggered by the 
issuer’s prepayment. However, because the filing 

of a bankruptcy petition is likely to accelerate 
the bond debt, rendering principal and interest 
immediately due and payable,17 issuers have at 
times asserted that the prepayment trigger cannot 
occur in bankruptcy, and that the make-whole 
premium cannot be part of a bankruptcy claim. Also, 
bankruptcy law and policy do not permit unsecured 
claims for unmatured interest and may not permit 
premiums on unsecured claims.18 Some issuers may 
argue that make-whole premiums should be treated 
like unmatured interest, that specific premiums are 
unenforceable under state law, or that premiums 
may only be claimed by oversecured creditors. 

How is it treated in bankruptcy? Courts have 
held that the automatic acceleration that occurs 
upon filing bankruptcy does not as a matter of 
law necessarily preclude a lender from recovering 
prepayment premiums.19 However, bankruptcy 
claims for make-whole premiums may be disallowed 
based on the contractual automatic acceleration 
provisions found in most bonds, which have been 
construed as intentional waivers of future interest 
income in exchange for an immediate right to 
collect debt20 and based on absence or deficiency 
of specific language in the bond documents 
regarding the premium.21 Most bankruptcy courts 
hold that a prepayment charge does not amount to 
impermissible unmatured interest, reasoning that 
prepayment premiums are liquidated damages that 
become fully mature upon the issuer’s repayment, 
even though the calculation of such premiums may 
reflect the unmatured interest that would have 
accrued on the loan but for prepayment.22 Also, 
issuers may argue that the Code’s express provision 
for payment of “reasonable fees, costs, and charges 
provided for under the agreement” for oversecured 
creditors should preclude any “penalty” portion 
of an unsecured claim, including any make-whole 
premium, or issuers may argue that a premium is 
not enforceable under applicable state law.23

The take-away. Properly-drafted make-whole 
premium provisions may result in allowable claims 
in bankruptcy. However, the precise wording of the 
provisions matters, and not all bond documents are 
created equal. Bondholders should look closely at 
the make-whole premium provisions and evaluate 
the risk of disallowance against precedents.

Acceleration Indemnification

What is it? Like make-whole premiums, 
acceleration indemnification fees are similar to 
liquidated damages for losses resulting from the 
investment having been cut short before stated 
maturity. Acceleration penalties, however, are 
designed to compensate for losses resulting from 
acceleration of debt upon the issuer’s default, 
rather than losses resulting from the issuer’s 
voluntary prepayment. As such, an acceleration 
indemnification clause may entitle the bondholder to 
damages for early repayment following acceleration, 
even if a make whole premium fails for reasons 
discussed in the prior section. 

Why is it an issue in bankruptcy? When  
the event of default triggering acceleration, and 
thereby triggering the acceleration indemnification 
fee, is the issuer’s bankruptcy, the issuer may 
argue that the acceleration indemnification fee 
is an unenforceable penalty. Additionally, in the 
uncommon case that the acceleration does not 
occur automatically upon bankruptcy filing and 
acceleration is instead an option of the bondholders 
on a bankruptcy filing, issuers may argue that 
acceleration during bankruptcy—for example, 
through the filing of a proof of claim—is prohibited 

by the automatic stay in effect while bankruptcy 
proceedings are pending.24 Finally, because 
acceleration indemnification fees are designed, at 
least in part, to compensate for lost income, they 
can be likened to claims for unmatured interest, and 
therefore may face the same challenges of make-
whole premiums, as discussed above. 

How is it treated in bankruptcy? Bankruptcy 
decisions regarding acceleration indemnification 
have only begun to emerge, but one recent case 
provides some guidance. In In re Saint Vincent’s 
Catholic Medical Centers of New York, the court 
allowed a mortgagee’s secured claim for principal, 
as well as an acceleration indemnification fee for 
acceleration exercised by the mortgagee after the 
debtor’s bankruptcy filing,25 on the basis that the 
underlying pre-petition contract clearly provided 
for the fee, which was valid under state law.26 The 
court found that the mortgagee’s having effectively 
accelerated the debt through the filing of its proof of 
claim did not amount to a violation of the automatic 
stay, reasoning that creditors must have the option 
to accelerate for the purpose of claiming unmatured 
or contingent debts in the bankruptcy.27 The court 
also rejected the argument that the acceleration 
indemnification amounted to an unenforceable ipso 
facto clause, as the mortgage was not an executory 
contract subject to the prohibition against bankruptcy 
termination provisions.28 

The take-away.  Coupling acceleration 
indemnification provisions with make-whole 
premium provisions may add support for bondholder 
claims in bankruptcy for losses resulting from the 
investment having been cut short, whether by 
prepayment or acceleration.

Conversion Right

What is it? A conversion right permits a 
bondholder to convert its bond into equity of the 
issuer. The indenture will typically specify a price—
called the “strike price”—at which shares may be 
purchased by means of conversion. Investors are 
attracted to convertible security because they receive 
an absolute obligation of the issuer to pay interest 
and repay principal, but also receive an option to 
participate in any upside that inures to the benefit 
of equity.29 The issuer, for its part, benefits because 
convertible debt usually carries a lower interest rate, 
involves less restrictive covenants, or is subordinated 
to other debt.30

Why is it an issue in bankruptcy? Convertible 
bonds, like most other debt securities, often include 
a provision for immediate and automatic acceleration 
of principal and interest upon the issuer’s filing of a 
bankruptcy case. This provision, designed to ensure 
that the security is treated as debt to the full extent 
of the amount owed, may have the unintended effect 
of stripping the bondholder’s right to demand 
that its debt be converted into equity. Holders of 
convertible debt securities should analyze whether 
the conversion rights remain operative in bankruptcy. 
If so, do they give rise to a component of a claim 
above and beyond the right to principal and interest? 
In a solvent debtor case where there is potential 
equity “up-side,” does the convertible bondholder 
have a right to demand equity? 

How is it treated in bankruptcy? In In re 
Calpine Corp., the district court (reviewing de novo 
a bankruptcy court decision of first impression) 
held that the terms of the relevant indentures 
automatically accelerated principal and interest 
upon the issuer’s bankruptcy filing, and that the 
holders of the securities were therefore entitled to 
such principal and interest.31 But, the court read the 
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indenture to eliminate the conversion right upon 
acceleration.32 Thus, the holders of convertible debt 
had no ability to include in their claim any damages 
for breach of the conversion right or for the loss of 
those conversion rights that would capture future 
upside.33 The court did state that, if any such right 
existed, it would be subordinated under §510 of the 
Code to the level of equity.34

The take-away. Holders of convertible debt 
should analyze their documents to determine if 
the conversion rights provide any additional value 
in a bankruptcy case above and beyond the right 
to demand principal and interest. In addition, 
bondholders should consider whether they can draft 
bond documents to preserve their conversion rights 
notwithstanding acceleration upon bankruptcy. 

Conclusion

Bondholder claims in bankruptcy can raise 
complex issues, and market terms and provisions 
may not intersect with bankruptcy law in the manner 
expected by issuers and bondholders at the time 
of investment. The above discussion, which is not 
exhaustive, illustrates complexities that may arise 
when bondholders assert their claims in issuer 
bankruptcies. These complexities can cause material 
differences in bondholder recoveries against issuers 
in bankruptcy, creating a need for sound legal advice 
both at the time of investment and at the time of any 
later bankruptcy.
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