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How Biotech Cos|. Can Utilize Synthetic Royalty
Financing
By Todd Trattner and Ryan Murr (February 1, 2024, 5:31 PM EST)

Following the capital markets boom fueled by the Fed's accommodating
monetary policy in 2020 and 2021, the biotech sector suffered nearly a 50%
drop over a 12-month period from February 2021 to February 2022, and has
generally traded flat, with some dips and spikes, since then through the end of
2023.[1]
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Currently, there are more than 220 Nasdag-listed bi
with a market capitalization below their net cash balance,[2] reﬂectlng the
ongoing negative market sentiment in this sector.

Against this b p, most b must i to raise
capital to fund operations and are mcreaslngly seeking structures that are less Todd Trattner
dilutive for stockholders.

At the same time, institutional investors are increasingly looking for
predictable returns that are uncorrelated with the overall stock market and
broader economic cycles.

These two ob]ectnves have aligned in recent years to drive an increase in
royalty f i in the life luding both traditi
royalty monetizations and synthetic royalty transactions, or SRTs.

¥

Traditional royalty izations have been in exi for several d
though occupying a relatively small niche in the overall capital planning for
biotechnology companies.

Ryan Murr

In these transactions, a licensor who invented a novel technology sells her anticipated future royalty
stream for the risk-adjusted net present value. However, if the inventor has not licensed the
innovation to a third party, and thus does not have an anticipated royalty stream from a licensee, a
traditional royalty monetization is not an option.

In this case, the |nnovator may look to pursue an SRT to provide nondilutive capital. Increasmgly, we
are seeing both b h and i investors expressing interest in SRTs,
despite the fact that they ane more complex and frequently riskier than a traditional royalty
monetization.

In 2020, while biotech stocks saw increased volatility, the number of SRTs completed by the top
royalty funds in the life sciences space increased by 350% year-over-year and steadily increased
through 2021, while remaining high through 2023 despite a slight dip as the Federal Reserve began
raising interest rates and thus increasing the cost of capital.[3]

Traditionally, SRTs have been styled as funding arrangements or royalty-backed loans,[4] rather than
as purchase and sale agreements, with the latter more common in traditional royalty transactions.

With the development of SRTs structured as true sales, questions have arisen throughout the
industry as to what exactly was being sold: Is it an account, a payment intangible, a revenue
interest, proceeds from intellectual property, an account receivable, or simply future revenue from
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Presentation
Overview
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What facts will bankruptcy courts consider in deciding
whether recharacterization is appropriate?

How does recharacterization change the treatment of a
transferee in the transferor’s chapter 11 case?




ELEVATING
SUBSTANCE OVER
FORM:

WHY DO COURTS

RECHARACTERIZE
?
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Bankruptcy courts will look at economic realities of the
transaction to decide whether it is (1) a completed sale of
an existing asset, (2) an executory contract to sell an asset
in the future or a license, (3) a secured loan, (4) an
unsecured loan, or (5) an equity investment.

If the “transferee” does not actually receive the economic
benefit of the revenue generated by the asset it contracts to
buy and/or is entitled to be repaid no matter how that asset
performs, then the transaction looks more like a loan.

That loan can be secured or unsecured, which makes a
huge difference in bankruptcy.

In some cases, the bankruptcy court may treat the investor
as an equity holder, which is even worse than being a
creditor if the transferor files bankruptcy.



Bankruptcy Filing
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When a debtor files bankruptcy, all of the property interests that it owns
on the petition date become part of the Bankruptcy estate. Bankruptcy
Code § 541(a):

a) The commencement of a bankruptcy case ... creates an estate.
Such estate is comprised of all the following property, wherever
located and by whomever held:

(1)...[A]ll legal or equitable interests of the debtor in property as
of the commencement of the case.

If the Debtor has completed the transfer of the asset prior to the petition
date, the asset does not become property of the estate because the
debtor no longer owns any interest in that asset.

If the asset does not exist or the debtor does not yet own an interest in
the asset as of the petition date, the asset may become property of the
estate when it comes into existence or when the debtor acquires an
interest in that asset.

If the right to receive cash in the future is transferred but the cash or
deposit account is retained by the debtor/transferor or commingled with
cash the debtor does own, the court may conclude the commingled cash
is property of the bankruptcy estate, so segregation of receipts is critical.



Is The
Transaction
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The characterization of a transfer as creating only a security interest
rather than outright ownership is governed by state law. Courts look to
the economic substance of such transaction. See Liona Corp., N.V. v.
PCH Assocs. (In re PCH Assocs.), 804 F.2d 193, 198 (2d Cir. 1986)
(courts must “look beyond mere form to the circumstances of each case,
including the economic substance of the transaction, to determine
whether a ‘true lease’ exists”); In re Montgomery Ward, LLC, 469 B.R.
522, 529 (Bankr. D. Del. 2012) (“[T]he determination of whether a lease
is a true lease or a financing agreement depends on the circumstances
of the case.”).

There is no separate bankruptcy test: state commercial law controls the
proper characterization of each transaction. In re WorldCom, Inc., 339
B.R. 56, 63 (Bankr. S.D.N.Y. 2006) (“state commercial law determines
whether a contractual agreement is to be characterized as either a lease
or security arrangement”) (citing Butner v. United States, 440 U.S. 48, 54
(1979) (“Congress has generally left the determination of property rights
in the assets of a bankrupt’s estate to state law”)).

There is no prescribed formula that can be applied in a mechanical
fashion.



Multi-Factor
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and a court will analyze all of the relevant facts and
circumstances. See, e.g., CapCall, LLC v. Foster (In re
Shoot the Moon, LLC), 635 B.R. 797, 813 (Bankr. D.
Mont. Sept. 10, 2021) (applying 8-factor test derived from
Robert D. Aicher & William J. Fellerhoff, Characterization
of a Transfer of Receivables as a Sale or a Secured Loan
Upon Bankruptcy of the Transferor, 65 AM. BANKR. L.J.
181, 186-94 (1991)); United Air Lines, Inc. v. HSBC Bank
USA (In re United Air Lines, Inc.), 416 F.3d 609, 617 (7th
Cir. 2005); In re Integrated Health Servs., 260 B.R. 71, 76
(Bankr. D. Del. 2001) (noting existence of at least five
factors); Pummill v. McGivern (In re Am. Eagle Coatings),
353 B.R. 656, 668 (Bankr. W.D. Mo. 2006) (same); In re
Barney’s, Inc., 206 B.R. at 334 (articulating a six-factor
test applied by the Second Circuit in the PCH Assocs.
case); City of Olathe v. KAR Dev. Assocs. (In re KAR
Dev. Assocs.), 180 B.R. 629, 639 (D. Kan. 1995) (listing
five factors); In re Challa, 186 B.R. 750, 757 (Bankr. M.D.
Fla. 1995) (citing In re KAR Dev. Assocs. and stating that
the “test contains essentially five elements”).




Most
Important
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The stated intention of the parties is not controlling but is important. See In
re Golden Plan of Cal., 829 F.2d 705, 709 (9th Cir. 1986); Stratford Fin.
Corp. v. Finex Corp., 367 F.2d 569, 571 (2d Cir. 1966); In re Lendvest
Mortg., Inc. v. FDIC, 119 B.R. 199, 200 (Bankr. 9th Cir. 1990).

Whether the transferor has retained the economic benefits and burdens of
the asset that is being transferred. For example, if the transferor has a right
or option to re-acquire the subject assets or to retain any surplus or excess
collections remaining after obligations to pay a predetermined amount to
the transferee are satisfied. See, e.g., Major’s Furniture Mart, 602 F.2d at
546; Fox v. Peck Iron & Metal Co., 25 B.R. 674, 689 (Bankr. S.D. Cal. 1982)
(involving a purchase of real estate for less than half of its value and right to
repurchase at far below the market value). The risk also may not shift if
transferee has the right to “put” the transferred assets back to the
transferor.

Courts will also look to whether the economic risk of loss has been
transferred to the transferee or whether the transferor retains that risk,
either through a guaranty, recourse arrangement or otherwise. See Major’s
Furniture Mart, 602 F.2d at 545; In re Lendvest Mortg., 119 B.R. at 200- 201
(transaction characterized as a loan where purchasers were guaranteed the
full amount of principal plus interest accrued); In re S.O.A.W. Enters., Inc.,
32 B.R. 279, 282-83 (Bankr. W.D. Tex. 1983).

Whether the transferor is entitled to make decisions regarding the asset
that is transferred without the consent of the transferee, which can arise
when transferor agrees to service the underlying assets for the transferee.



Additional
Factors
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Whether (i) the rights of a transferee to receive payment
from the transferor with respect to assets that are
transferred are different from those of the transferor to
receive payments on such assets from the obligors
thereon, such as where the yield payable to the transferee
exceeds the interest rate paid by such obligors, and (ii) the
transferee is entitled to a yield at a floating rate.

Whether the transferor and the transferee account for the
transaction as a sale or secured loan for tax, accounting
and other purposes and whether there are regulatory
restraints on the transferor or the transferee requiring the
transaction to be structured as a sale rather than a secured
loan.

Whether the transferor commingles the subject assets with
its own or uses such assets for its own purposes or
whether the transferor agrees to segregate such assets.

Whether the transferee makes an independent evaluation
of the assets transferred to it, for example by evaluating the
credit risk of the obligors on receivables assets that are
being transferred.

Whether notice of the sale is given to the obligors on the
sold assets.
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Pharma for 20 years. Transferee buys all IP rights to market

Hypothetica Drug X and takes an assignment of the agreement with Big

Pharma for a fixed payment of $100 million.

* Hypo 2: Same as Hypo 1 except transferor agrees to service

the collection of payments by Big Pharma for a fee.

* Hypo 3: Same as Hypo 2 except transferee acquires only
5% of the amounts to be paid by Big Pharma.

* Hypo 4: Transferor owns Drug Y but does not have any
contract with any party to generate future sales. Transferee
buys 5% of all future sale under all future contracts.

* Hypo 5: Same as Hypo 1, but transferor agrees to reconvey
title to transferor for $1 once it has received $200 million.

* Hypo 6: Same as Hypo 5, but transferor agrees that if
transferee has not received $200 million by year 5,
transferor will pay to transferee an additional amount to

provide it with a total return of $200 million.

GIBSON DUNN




Bankruptcy
Consequence Of
A
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Whether the loan is secured or unsecured, the lender’s rights can be
modified under a plan of reorganization.

A consummated “true sale” of an existing asset is enforced and the asset
sold is not property of the transferor or the bankruptcy estate if the
transferor files bankruptcy. Therefore, the rights of the transferee cannot be
modified and its collections on account of the income stream it has
purchased cannot be used by debtor.

If a transferor has agreed to sell an asset in the future, that agreement may
be only an executory contract, which the transferor can “reject” in
bankruptcy.

If the asset being transferred does not yet exist, the transferor probably
cannot convey the asset; its commitment is a promise to convey the asset
when it comes into existence.

Does a right to receive income from future sales of Drug A exist if the owner
of Drug A has no agreements with any customer or licensee?

12
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property of the estate even if the creditor has a lien on

Imm ed iate those assets.

Im paCt Of « Bankruptcy Code § 362(a) prohibits action by creditor
without obtaining permission of the court. The bankruptcy

court will only grant that relief if (a) the debtor has no
equity in the collateral and the collateral is not necessary
for a successful reorganization, or (b) the secured
creditor’s interest in the collateral is at risk of declining .

» Under Bankruptcy Code § 363, the debtor can use
property of the estate over the objection of its creditors,
so long as the value of any secured creditor’s interest in
the property is maintained.

» Debtor can even use cash collateral, so long as value of
secured lender’s interest in the collateral is protected.
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» Bankruptcy Code § 506 limits a creditor’s secured claim to the
HOW M UCh IS lesser of its total claim or the value of its collateral.

* [llustration

e Claim of $75 million and value of collateral is $100 million,
secured claim is $75 million plus interest and fees during the
case.

« Claim of $75 million and value of collateral is $50 million,
secured claim is $50 million and creditor does not accrue
interest or fees from petition date to confirmation of a chapter
11 plan. Creditor also gets a $25 million unsecured claim for its
deficiency, but that claim may be worth very little.

» Even if a secured creditor is entitled to accrue interest and
fees incurred between the petition date and confirmation of a
plan of reorganization, it is not entitled to immediate cash
payment of these amounts.

GIBSON DUNN




DOES
COLLATERAL
INCLUDE
AMOUNTS DUE TO
TRANSFEROR
THAT ARISE FROM
POST-PETITION
SALES?
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If the purchase is recharacterized as a secured loan, it may not include
royalties that first become payable after the bankruptcy petition is filed
unless the transferee/secured lender obtains a backup security interest in
the underlying assets.

A grant of a security interest in after acquired property is generally
enforceable under the Uniform Commercial Code outside of bankruptcy.

Bankruptcy Code § 552(a) blocks the attachment of a security interest in an
asset acquired after the petition date, notwithstanding the validity of an after
acquired property clause under state law, unless that asset constitutes
“proceeds, products, offspring, or profits of” collateral on which secured
lender had a perfected security interest on the petition date. Even as to
such proceeds, the bankruptcy court has the discretion based on the
equities of the case to remove the secured creditor’s interest in proceeds
obtained post-petition. See Bankruptcy Code § 552(b)(1).

If an asset existed on the petition date and that asset is subsequently
converted into cash (e.g., collection of an account receivable), Section
552(a) does not apply.

Litigation could arise as to when an “account” (which is not synonymous
with “account receivable”) first exists. See UCC § 9-102 (“Account’ ...
means a right to payment of a monetary obligation, whether or not earned
by performance, (i) for property that has been or is to be sold, leased,
licensed, assigned, or otherwise disposed of, (ii) for services rendered or to

be rendered....”) -



Modification Of
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If the debtor can confirm a plan of reorganization, it can change
the interest rate and repayment terms, so long as the value of the
secured creditor’s interest in the collateral is preserved.

Plan must pay at least interest only. Debtor can set interest rate,
subject to court approval. Rate is likely to be in the range of
prime plus 1% to 3%.

Court can extend the repayment term of the debt for years.

Debtor must prove plan is feasible — i.e., that it will be able to
make payments required by the plan.

Lender retains its lien on its collateral until it is paid.

If the value of the collateral exceeds the debt, this should require
eventual payment in full over time, albeit at a different interest
rate and perhaps over a more extended term.

If value of the collateral is less than the debt, the secured claim
that must be paid in full, with interest, is limited to the value of the
collateral.




Treatment Of
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If debt is recharacterized and transferee has not recorded necessary
UCC-1 financing statement, it will be treated as an unsecured creditor with
no enforceable interest in the revenue stream. Unperfected security
interests are avoidable in bankruptcy. See Bankruptcy Code § 544(a).

From the petition date until confirmation of a plan, unsecured creditors do
not accrue interest unless the debtor is solvent.

After confirmation of a chapter 11 plan, unsecured creditors start accruing
interest at a rate selected by the debtor if that rate is approved by the court.
Unless each unsecured creditor class consents to the plan, such creditors
must eventually be paid in full, with interest from the effective date of the
plan, or the existing equity must be cancelled.

All unsecured creditors might be classified in a single class. Creditors vote
by class, and the class accepts if more than 50% in number and 2/3 in
dollar amount of the creditors who actually vote accept the plan. The size of
the transferee’s claim and the amount of other unsecured claims will impact
the amount of leverage an individual creditor has.

If debtor sells its assets and cancels its existing equity, unsecured creditors
may get paid little or nothing in many bankruptcy cases. This often results
in unsecured creditors voting to accept a chapter 11 plan that provides for
very little recovery, because if the company liquidates, they may receive
little or nothing.

17



Executory
Contract To
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obligations left to perform is an executory contact. Under
Bankruptcy Code § 365, the debtor can reject an
executory contract. If it rejects, the other party gets a
claim for damages. That claim is secured only if the other
party has obtained a security interest. In most cases it is

an unsecured claim.

If transferor agrees to convey an asset to a transferee in
the future but files bankruptcy before the conveyance is
consummated, transferor can reject the agreement and

leave transferee with only an unsecured claim.

If an “account” exists and is conveyed prior to the petition
date, the transferee owns it and cannot be impacted by
the bankruptcy filing.

If no “account” exists as of the petition date, then the
agreement to convey the account when it comes into
existence is an executory contract that the transferor can
reject.
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transferor/borrower can assert that the purchase
price is the original loan plus interest.

In many synthetic royalty transactions, the
aggregate return is much higher than common
interest rates.

How much interest a secured lender can charge
and the penalty for charging usurious interest
depend on applicable state law. There is no
separate bankruptcy rule. See, e.g., CapCall, LLC
v. Foster (In re Shoot the Moon, LLC), 635 B.R.
797, 813 (Bankr. D. Mont. Sept. 10, 2021)
(acquisition of receivables recharacterized as loan
and resulting interest rate held usurious under
Montana law).




Damages In
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damages provisions and events of default.

Example: In the recent chapter 11 bankruptcy case of
Clovis Oncology, Inc., No. 22-11292 (JKS) (Bankr. D.
Del.), a clinical funding arrangement under which lender
provided $150 million in exchange for a percentage of net
sales of a drug until lender received a total of $350 million
(i.e., twice the amount of capital provided). In case of an
event of default (including bankruptcy), the full $350
million would be due.

The creditors’ committee sought to characterize the
accelerated payment term not as liquidated damages, but
rather as a penalty unenforceable under state law.

Also suggested that loan should be recharacterized as
equity and therefore subordinated to general unsecured

claims.

The parties settled, but parties should be mindful of these
issues when negotiating similar arrangements.
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