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High Court Win Is No Cure-All For Subordinate-Lien Market 

Law360, New York (June 02, 2015, 5:59 PM ET) --  

Lenders in both consumer and commercial real estate markets have 
reason to celebrate the U.S. Supreme Court’s unanimous ruling 
in Bank of America NA v. Caulkett, (U.S. June 1, 2015), reversing a 
contrary ruling of the Eleventh Circuit. The court backed a second-
lien lender’s right to maintain its lien throughout the bankruptcy 
process regardless of any diminution in the value of the real property 
in question. Had the debtors prevailed in Caulkett and its companion 
case, as they had in lower courts, real estate markets would have 
been in turmoil as second-lien holders would have had little, if any, 
recourse on loans with severely diminished equity positions, even if 
property values later returned to normal levels. In addition, the 
potential ramifications of similar treatment in Chapter 11 cases 
involving corporate debtors would likely have led to substantial 
disruption and a potential credit freeze in the $40 billion 
subordinate-lien industry for commercial loans. 
 
Despite the unanimous ruling, the outcome of this case was by no 
means a foregone conclusion, and Caulkett includes an implicit plea 
for congressional action. The issue in Caulkett was straightforward 
enough: In a Chapter 7 bankruptcy liquidation, may debtors void their second lien if their home is now 
worth less than their first lien? Under the express terms of Section 506 of the Bankruptcy Code, a debtor 
may do precisely that when the lien secures a claim against the debtor that is not an allowed secured 
claim. So, are second-lien claims “secured” if the bank’s property interest is reduced to nothing? Under 
the plain language of Section 506, the court concluded in the negative. Nonetheless, the court felt 
constrained to follow Dewsnup v. Timm, 502 U.S. 410 (1992), which (as noted below) the court may 
otherwise have been inclined to overrule.  
 
Caulkett Reviewed 
 
David Caulkett purchased his house for $249,500 in 2006 with the equivalent of a 100 percent financing 
split between two mortgages: a first mortgage for $199,600 and a second mortgage for $49,000. Soon 
thereafter, the value of the house dropped precipitously as the housing market crashed. In 2013, Caulkett 
filed for Chapter 7 bankruptcy by which time his house was valued at just $98,000, while the two 
mortgages remained outstanding in amounts of $183,000 and $47,000, respectively.  
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The bankruptcy court granted Caulkett’s motion to void the junior mortgage on the grounds that it was 
completely underwater, a result Caulkett successfully argued was compelled by a plain reading of Section 
506(d) of the Bankruptcy Code. The federal district court and the Eleventh Circuit affirmed, setting up a 
circuit split and the Supreme Court’s granting of the bank’s petition for certiorari last November. 
 
In reversing the ruling of the lower courts, the U.S. Supreme Court reluctantly relied on its decision in 
Dewsnup, in which the debtor similarly argued that Section 506(d) compels voiding second liens that are 
partially underwater, and to that extent. In analyzing the statute, the Dewsnup court made no effort to 
hide the fact that the debtor’s reading of the statute was both grammatically correct and in line with the 
canons of statutory interpretation. 
 
Specifically, Section 506(d) reads in pertinent part that: “To the extent that a lien secures a claim against 
the debtor that is not an allowed secured claim, such lien is void ...” (emphasis added). Furthermore, 
Section 506(a) states that an allowed claim is “an unsecured claim to the extent that the value of [a] 
creditor’s interest ... is less than the amount of such allowed claim.” In short, a literal reading of the 
statute requires that any lien that is underwater at the time of the bankruptcy is by statute deemed to be 
unsecured (i.e., 506(a)) and is void (i.e., 506(d)). 
 
Such a result, however, was unsatisfying to the Dewsnup court because it created the potential for a 
windfall for a borrower who would have to pay nothing to the second-lien holder while gaining the 
benefit of future appreciation in the house. To avoid such a result, which the court’s majority reasoned 
could not have been Congress’ intent, the court resorted to an alternative interpretation of the statute 
that largely ignored the distinction between secured and unsecured claims and limited the lien-voiding 
requirement under Section 506(d) to claims that were not allowed under Section 502.  
 
The Caulkett court was plainly troubled by the Dewsnup analysis. Justice Elena Kagan remarked during 
oral argument that the only thing less persuasive than the debtor’s arguments for voiding second liens 
was Dewsnup itself. To drive home Justice Kagan’s point, the opinion noted that Dewsnup “has been the 
target of criticism” since its inception. Moreover, the court took pains to emphasize that the debtors had 
not asked the court to overrule Dewsnup, with three judges refusing to join in this commentary. This leads 
to the unmistakable inference that the court may have been more than inclined to do so if asked.  
 
Said differently, given the court’s effective refusal to endorse Dewsnup, second-lien lenders may not want 
to place too much stock in the long-term sustainability of its precedential value, despite the unanimity of 
the court’s opinion. Short of Congress rewriting the statute to better align with the currently tortured 
statutory analysis set forth in Dewsnup and Caulkett, it is certainly not beyond the realm of possibility for 
bankruptcy courts and the U.S. Supreme Court to continue to look for opportunities to limit the 
application of Dewsnup and Caulkett to only those cases that fit their exact fact patterns.     
 
Commercial Lenders and Intercreditor Agreements 
 
Caulkett may signal an opportunity for commercial markets in particular to put additional resources into 
negotiating intercreditor agreements between first- and second-lien holders to avoid the potential for 
uncertain and inconsistent outcomes in bankruptcy court.  
 
Commercial lenders have taken an understandably keen interest in the outcome because of the potential 
for corporate debtors to take advantage of a lien-stripping precedent. Such an outcome would almost 
certainly have caused a significant portion of the subordinate-lien industry to recoil and possibly 
reconsider its subordinate-lien lending programs rather than risk being completely wiped out by an 



 

 

underwater commercial real estate loan that found its way into Chapter 11. However, notwithstanding 
the positive outcome in Caulkett, commercial creditors have generally been proactive in pursuing other 
avenues to protect their interests long before a corporate debtor files for bankruptcy.  
 
With relatively favorable interest rates having fueled the real estate market for at least the last five years, 
second-lien structures have become increasingly commonplace in syndicated financing transactions. 
These structures typically involve a first-lien loan secured by a first-priority lien in substantially all of the 
assets of the borrower, and a separate second-lien loan, typically provided by a separate lender group, 
secured by a second-priority lien in the same collateral. 
 
Unlike typical residential loans, first- and second-lien lenders for commercial real estate typically can 
better control their relative rights in the debtor’s collateral by pre-negotiating intercreditor agreements 
that establish in advance what rights first- and second-lien holders will have in the event of a debtor 
bankruptcy. For instance, the parties may choose to create a waterfall or divide proceeds of the sale of 
various collateral in a manner that avoids the possibility of a second-lien holder being completely wiped 
out in a bankruptcy. In exchange for such a concession, the second-lien holder may agree not to contest a 
bankruptcy sale of collateral by the first-lien holder under Section 363, which would avoid the possibility 
of the second-lien holder exerting a de facto veto right over the bankruptcy process. 
 
While intercreditor agreements generally will not provide complete protection against the possibility of 
potential lien stripping or court-ordered cramdowns in a corporate bankruptcy, a sensible pre-arranged 
division of proceeds among creditors under an intercreditor agreement can prove to be a tremendous 
obstacle to a debtor’s or bankruptcy court’s efforts to completely void any one secured party’s lien. 
Moreover, given the somewhat tenuous nature of the Dewsnup and Caulkett holdings, intercreditor 
agreements can provide added protection against potentially untenable outcomes. 
 
Final Thoughts 
 
The high court’s unanimous ruling protecting second-lien lenders unquestionably provides a measure of 
relief to both residential and commercial real estate lenders. Nonetheless, there likely will remain some 
uncertainty for creditors and debtors alike as bankruptcy courts begin to absorb and implement the 
Caulkett holding given the somewhat unconvincing nature of the court’s legal analysis. In addition to 
advocating for a holistic legislative solution to the patent inconsistencies in the Bankruptcy Code, real 
estate creditors, especially in the commercial context, can gain additional certainty in their lien positions 
by pre-negotiating their respective rights in advance of any potential debtor insolvency. 
 
—By Richard E. Gottlieb and Moorari Shah, BuckleySandler LLP 
 
Richard Gottlieb is a partner in BuckleySandler's Chicago and Los Angeles offices. Moorari Shah is a 
counsel in Los Angeles. They represent financial services companies in litigation, regulatory and 
transactional matters. 
 
The opinions expressed are those of the author(s) and do not necessarily reflect the views of the firm, its 
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