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Recently in the Adelphia bankruptcy case1, the Bankruptcy 
Court for the Southern District of  New York ruled that the 
debtor, whose obligation to pay interest to its lenders was 
computed from a pricing grid based on market rates and 
the debtor’s financial condition, did not have to retroactively 
pay additional interest for the prepetition period when the 
debtor inaccurately reported its financial condition which had 
resulted in the application of  a lower interest rate.  

Background

Adelphia Communications Corp. and certain of  its 
subsidiaries (collectively, “Adelphia”) were parties to credit 
agreements with various lenders (the “Lenders”). Each of  
the credit agreements provided for a variable rate of  interest 
determined by correlating Adelphia’s reported leverage 
ratio (the ratio of  senior debt to the operating cash flow) 
against a grid in the credit agreements that established levels 
of  applicable interest. On June 25, 2002, Adelphia and its 
affiliates filed bankruptcy cases under Chapter 11 of  the 
Bankruptcy Code. In connection with Adelphia’s debtor-in-
possession financing (which financing primed the interests of  
the existing Lenders), the Lenders and Adelphia bargained for 
certain “adequate protection” to be provided to the Lenders 
during the bankruptcy case. Two important aspects of  this 
adequate protection were Adelphia’s agreements to pay to the 
Lenders (i) all accrued and unpaid prepetition interest and (ii) 
all postpetition interest at the non-default interest rate during 
the bankruptcy case. 

Approximately two years after the Chapter 11 filing, the Lenders 
asserted a claim for additional interest2 (the “Incremental 
Interest”) based upon the fact that prebankruptcy, during 
the Rigas era, the Lenders received inaccurate financial 
information and, as a result, they received less interest on their 
loans than the Lenders should have received according to the 
applicable margin interest grid in the credit agreements. In 
response, Adelphia and the creditors’ committee objected to 
the Lenders’ claims for payment of  the Incremental Interest. 

The Court’s Analysis

In denying the claim for Incremental Interest, the Adelphia 
Court focused on two primary issues: first whether the 
credit agreements provided for a retroactive adjustment of  
the applicable interest rate; and second whether incremental 
interest was available in tort for the debtor’s fraud or 
misrepresentation in connection with its providing inaccurate 
financial information. 

Lenders’ Contractual Remedies and 506(b)

The Lenders asserted that they had a contractual entitlement 
to the Incremental Interest, and that this asserted contractual 
entitlement was recoverable as a secured claim under Section 
506(b) of  the Bankruptcy Code. In rejecting this position, 
the Court focused on the precise language of  506(b), in its 
pre-BAPCPA form3, which provides:

(b) To the extent that an allowed secured claim is secured by property 
the value of  which, after any recovery under subsection (c) of  this section, 
is greater than the amount of  such claim, there shall be allowed to the 
holder of  such claim, interest on such claim, and any reasonable fees, 
costs, or charges provided for under the agreement under which such claim 
arose. 

11 U.S.C. § 506(b) (emphasis added). The Court then looked 
to the language of  the respective credit agreements, which 
provided that the applicable interest rate was to be determined 
periodically by “what the Leverage Ratio is reported to be, based 
on a compliance certificate provided under the agreement.” 
342 B.R at 147. The Court noted that the credit agreements 
required the debtor to promptly revise or update any 
compliance certificates4 that become outdated or incorrect in 
any material respect, and that breach of  this covenant resulted 
in a default under the credit agreements. However, the 
agreements did not otherwise provide for a specific remedy, 
such as recovery of  the Incremental Interest. 
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Moreover, the general “Rights and Remedies” section of  the 
respective credit agreements, addressed only basic remedies, 
such as accelerating the debt, terminating commitments to 
lend further, and reducing claims to judgment. They failed to 
include, as one of  the rights and remedies, any change in the 
respective loan’s interest rate.  The only sections in the credit 
agreements that related to changing the interest rate provided 
for a default rate of  interest upon the borrowers’ failure to 
deliver any officer certificate and, notably, did not include any 
language for alternative computations of  the applicable rate, 
retroactively or otherwise. Id. at 150-52. Therefore, because 
the credit agreements did not include any mechanism for 
recomputation of  interest and the recovery thereof, the Adelphia 
Court concluded that the Lenders remedies were limited to 
those specified under the rights and remedies section of  the 
applicable loan agreement in an event of  default, which did not 
include a retroactive claim for additional interest. Moreover, 
because the Lenders had bargained away their rights to default 
rate interest in receiving adequate protection, they were not 
entitled to the Additional Interest under 506(b).

In reaching its decision, the Court relied closely on the approach 
taken in the bankruptcy case Continental Sec. Corp. v. Shenandoah 
Nursing Home P’ship, 193 B.R. 769 (W.D. Va. 1996). There, the 
debtor nursing home had incurred secured debt from its lender 
under an agreement that prohibited prepayment, but failed to 
include any contractual provisions providing for a remedy, such 
as a prepayment premium, in the event the loan was prepaid. 
Thus, when the debtor’s reorganization plan called for payment 
of  principal and interest in full—but did not include any 
prepayment premium or damages alternative—the court held 
that without express contractual entitlement to the premium, 
the lender could not rely on 506(b) to establish a claim for 
a prepayment premium. The Court found this approach 
persuasive, and noted that “adopting amorphous formulations 
of  claims such as that proffered by the lender would provide 
creditors with an escape-hatch from § 506(b)’s requirement that 
certain payments sought by secured creditors must be provided for 
in the instrument.” Id. at 154.

Lenders’ Alternative Remedies in Tort

After making its findings with respect to the contractual issues, 
the Adelphia Court briefly analyzed the Lenders’ alternative 
remedies in tort. While agreeing with the basic premise that 
fraud and misrepresentation give rise to rights in tort, the 
Court held that 506(b) is for recovery of  interest on secured 
contractual claims and reasonable fees, costs or other charges 
arising under a credit agreement, and does not apply to damages 
arising out of  tort claims. Moreover, the court ruled, tort claims 
are not based on lost expectancy, but are instead restitutionary 
in nature. Under the “out-of-pocket” rule, the true measure 
of  damages is the actual loss sustained as a direct result of  
the wrong. Thus, tort damages are calculated by compensating 
losses due to the fraud as opposed to compensation for what 
might have been gained. 

Consequently, the Court concluded that the Lenders’ damages 
under a tort claim would be limited to their out-of-pocket loss, 
such as the principal of  the claim, but that damages would not 
include any additional profits the Lenders would have received 
if  there was no misrepresentation. 

Impact of the Decision on Lenders 

Based upon the Adelphia decision, lenders should consider 
adding language to their loan agreements to address the 
retroactive readjustment of  the applicable interest rate in the 
event it is determined that a borrower provides inaccurate 
financial information. Such language may provide for a 
retroactive adjustment in any of  a number of  ways—a lump 
sum claim, capitalizing of  the interest to outstanding principal, 
amortization over time, etc.—but it must expressly provide for 
the retroactive adjustment for the lender to have a valid claim 
for it. Even then, lenders should be mindful that the benefits 
bargained for in the context of  adequate protection may 
preclude readjustments at a later date—even if  those rights are 
expressly reserved in a filed proof  of  claim. 

Lastly, lenders should take notice that, at least with regard to 
claims for interest in cases of  fraud or misrepresentation, their 
remedies in tort may be limited to “out-of-pocket” damages. 
As a result, unless the state statute under which the claim arises 
provides for greater protection with respect to post-BAPCPA 
§ 506(b) cases, lenders should look to amend their credit 
agreements to provide for additional remedies in the event that 
the financial information provided to them is later determined 
to be inaccurate. 

Special thanks to Brad Colmer for assistance in preparing this 
alert. We have drafted language for inclusion in loan documents 
to address the Adelphi ruling. Please contact Paul, Hastings 
FARGo partners to discuss if you wish to follow up on this 
issue.
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Notes

1. In re Adelphia Communications Corp., 342 B.R. 142 (Bankr. S.D.N.Y. 2006).
2. There is no dispute that Adelphia paid the Lenders the prepetition interest 

and the non default rate postpetition interest in the estimated amount of 
$1.5 billion. The only amount in controversy is the incremental interest 
representing the spread between the interest rate actually applied and the 
higher interest rate on the grid in the credit agreements which would have 
been applicable had the Lenders been aware of Adelphia’s true financial 
condition. The estimated amount of additional interest is between $187 
million to $300 million.

3. In its post-BAPCPA form, Section 506(b) is substantially the same, with 
only the following underlined text (indicated below) added: b) To the extent 
that an allowed secured claim is secured by property the value of which, 
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after any recovery under subsection (c) of this section, is greater than 
the amount of such claim, there shall be allowed to the holder of such 
claim, interest on such claim, and any reasonable fees, costs, or charges 
provided for under the agreement or State statute under which such claim 
arose. 11 U.S.C. § 506(b). BAPCA is the acronym for the Bankruptcy Abuse 
Prevention and Consumer Protection Act of 2005 which implemented 
significant amendments to the Bankruptcy Code. 

4. The compliance certificate was a document executed by Adelphia’s officers 
certifying, among other things, the current leverage ratio which was used 
to calculate the applicable margin of interest from the grid in the credit 
agreements. 

5. The Bankruptcy Court’s decision has been appealed by the Lenders.

FARGo News is published solely for the interests of friends and clients of Paul, Hastings, Janofsky & Walker LLP and should in no way be relied upon or construed as legal advice. 
For specific information on recent developments or particular factual situations, the opinion of legal counsel should be sought. Paul Hastings is a limited liability partnership. Copyright 
© 2006 Paul, Hastings, Janofsky & Walker LLP.

IRS Circular 230 Disclosure: As required by U.S. Treasury Regulations governing tax practice, you are hereby advised that any written tax advice contained herein or attached was 
not written or intended to be used (and cannot be used)by any taxpayer for the purpose of avoiding penalties that may be imposed under the U.S. Internal Revenue Code.

The Paul Hastings Finance and Restructuring 
Group (FARGo) consists of more than 80 attor-
neys in Atlanta, Hong Kong, London, Los Angeles, 
Milan, New York, Paris, Stamford, Tokyo and 
Washington, D.C. The FARGo group’s expertise 
in lending, bankruptcy and restructuring work is 
recognized by businesses of all kinds throughout 
the world. Within the past two years, FARGo has 
participated in deals valued at nearly $50 billion.  
Many of these deals involved complex transac-
tions across multiple jurisdictions and practice 
areas. The experience and achievements of our 
attorneys are consistently recognized by leading 
industry organizations including Chambers USA, 
Chambers and Partners and SuperLawyers.


