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9th Circ. Favors Substance Over Form In Fitness Holdings 

Law360, New York (May 06, 2013, 7:08 PM ET) -- The Ninth Circuit, in In re Fitness Holdings International 
Inc.,[1] recently did everything but invoke its inner Shakespeare[2] in holding that a court administering 
a bankruptcy case may recharacterize a purported debt obligation as equity. While Fitness Holdings is 
not novel in this regard, it appears to break new ground at the circuit court level by injecting the 
recharacterization analysis directly into the calculus of the “value” provided by a defendant in a 
constructive fraud case brought under Section 548 of the Bankruptcy Code. Like Juliet’s rose, to the 
Ninth Circuit, clearly what matters is what something is, not what it is called. 
 
Several of the circuit courts[3] and numerous lower courts[4] have held that a court adjudicating 
bankruptcy claims has the authority to recharacterize a purported debt as equity when appropriate. 
Some of the circuits have allowed recharacterization pursuant to the equitable powers granted to courts 
under § 105(a) of the Bankruptcy Code.[5] Others have allowed recharacterization citing the Supreme 
Court’s holding in Butner v. United States,[6] which stands for the proposition that a court administering 
a bankruptcy case must decide property interests in accordance with applicable nonbankruptcy law. 
 
In Fitness Holdings, the court considered whether a Chapter 7 trustee had plausibly alleged a claim to 
avoid a constructive fraudulent transfer within the meaning of § 548 of the Bankruptcy Code. The 
avoidance claim depended on the trustee’s allegation that the debtor did not receive a transfer of 
“reasonably equivalent value” in exchange for the conveyance at issue. 
 
By definition, a transfer of reasonably equivalent value exists where a transfer is a dollar-for-dollar 
payment on account of an antecedent debt obligation. A transfer on account of an equity investment 
will not qualify as the payment of “reasonably equivalent value,” since it is a distribution on account of 
an ownership interest and not payment of a debt. Therefore, the trustee’s claim would have to rise or 
fall based on the allegation that the economic interest in question was not actually a debt but was in 
fact an equity investment. 
 
Adopting the Butner approach, the Ninth Circuit concluded that the district court erred in failing to 
consider whether the trustee had plausibly alleged that the economic interest in question could be 
recharacterized as equity. Therefore, the court held that the debtor may not have owed a debt to the 
defendant/transferee when it filed for bankruptcy relief and remanded the case for a determination of 
whether the trustee had plausibly alleged that the interest was equity. 
 

Background 
 
The debtor, Fitness Holdings, operated a home fitness business and had a single shareholder, Hancock 
Park.[7] Hancock Park provided “loans” of approximately $24 million to Fitness Holdings, and Fitness 
Holdings executed 11 separate subordinated promissory notes to Hancock Park between 2003 and 
2006.[8] 
 



In 2004, Pacific Western Bank made two loans to Fitness Holdings, a $7 million revolving loan and a $5 
million installment loan.[9] The loans were secured by substantially all of Fitness Holdings’ assets and 
guaranteed by Hancock Park.[10] 
 
In June 2007, Pacific Western refinanced all of Fitness Holdings’ debt — the Hancock Park promissory 
notes and the Pacific Western loans.[11] As part of the refinancing, $11,995,500 was disbursed to 
Hancock Park on its promissory notes, and Hancock Park was released from the guarantees.[12] The 
refinancing was unsuccessful, and Fitness Holdings filed for Chapter 11 relief in October 2008.[13] 

 
The Lower Court Proceedings 
 
The committee of unsecured creditors appointed in the Fitness Holding case filed suit against Hancock 
Park, seeking to recover the funds paid to Hancock Park as part of the refinancing,[14] including a 
request for a determination that the promissory notes evidenced an equity investment and not a debt. 
 
According to the committee, the money paid to Hancock Park was not payment on account of an 
antecedent debt, since there was no debt outstanding, and the transfer of funds to Hancock Park, 
therefore, was not for reasonably equivalent value.[15] Hancock Park moved to dismiss the constructive 
fraud claim for failure to state a claim, citing the Ninth Circuit BAP’s decision in In re Pacific Express,[16] 
which held that bankruptcy courts do not have the authority to recharacterize purported debts as 
equity. The bankruptcy court granted the motion.[17] 
 
Sometime after dismissal of the complaint, the bankruptcy court converted the Fitness Holdings Chapter 
11 case to Chapter 7 case, resulting in the appointment of a trustee. The trustee appealed the dismissal 
to the district court, and it affirmed, holding that, as a matter of law, recharacterization was barred 
under the Ninth Circuit BAP’s decision in Pacific Express.[18] 

 
The Ninth Circuit Proceedings 
 
The Ninth Circuit reversed and remanded, holding that the district court erroneously concluded that it 
was not permitted to consider recharacterization.[19] The district court thus failed, according to the 
circuit court, to consider whether the facts in the complaint could plausibly warrant recharacterization 
of Hancock Park’s advances. 
 
The court held that in a bankruptcy case, the court may recharacterize an obligation labeled as a debt as 
something else, i.e., an equity interest.[20] A number of the circuits have recognized the authority to 
recharacterize claims in bankruptcy proceedings.[21] Noting that the circuits had adopted more than 
one legal framework to justify recharacterization, the Ninth Circuit followed the Fifth Circuit’s approach 
recently articulated in In re Lothian Oil.[22] 
 
In Lothian Oil, the Fifth Circuit allowed recharacterization under state law, because the Bankruptcy Code 
requires courts to look to state law in determining the validity and character of a claim.[23] The Ninth 
Circuit adopted this approach as being more consistent with Supreme Court precedent than the 
approach of the circuits that allow recharacterization under § 105(a) of the Bankruptcy Code and federal 
common law.[24] 
 
Applying the Lothian Oil approach, the Ninth Circuit first considered the requirements of § 548 regarding 
an alleged constructively fraudulent transfer. The court stated that a constructively fraudulent transfer 
occurs when a debtor makes a transfer and receives less than reasonably equivalent value in exchange, 
and one of four circumstances — including insolvency, potential insolvency, or an insider transfer — also 
is proven.[25] Thus, it concluded that a transfer made dollar-for-dollar on account of an antecedent debt 
constitutes reasonably equivalent value for the purpose of § 548, but a transfer on account of an equity 
interest may not.[26] 



Therefore, if Fitness Holdings’ payments to Hancock Park were made to repay a debt, such payment 
would constitute reasonably equivalent value. If, however, the purported loan could be recharacterized 
as a capital infusion, i.e., an equity investment, the transfer could have been constructively fraudulent. 
As a result, the Ninth Circuit held that payment of an obligation labeled as a debt may be constructively 
fraudulent, if the purported debt obligation may be recharacterized as an equity investment under state 
law. The court reversed dismissal of the complaint and remanded for further proceedings consistent 
with its opinion.[27] 
 

Conclusion 
 
With Fitness Holdings, the Ninth Circuit joins the circuits that have recognized the authority of 
bankruptcy courts to recharacterize something labeled as debt, as equity while employing the Butner 
rationale. Fitness Holdings, however, extends the Butner rationale for recharacterization beyond the 
claims allowance context and appears to allow bankruptcy courts to recharacterize claims under 
virtually any section of the Bankruptcy Code, where the state-law property rights are relevant to such 
determination. Fitness Holdings and similar decisions allowing recharacterization all send a single clear 
message: Although lawyers can structure a transaction to look like debt, bankruptcy courts have the 
authority to determine what the transaction really is and are not bound by what it is called. 
 
—By Ira L. Herman and Evelyn I. Breithaupt, Thompson & Knight LLP 
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