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BANKRUPTCY OVERVIEW 
 
 

General Concepts 
 
Background and Purpose of the Federal Bankruptcy Laws 
 
The federal bankruptcy laws have their roots in Article I of the United States 
Constitution, which gives Congress the power “to . . . establish uniform Laws on the 
subject of Bankruptcies throughout the United States.”  U.S. Const., Art. I, Sec. 8.  The 
first modern bankruptcy law was enacted in 1898 and the law has undergone major 
revision every 40 years thereafter, most recently in 1978.  Known as the Bankruptcy 
Code, the current law, like the ones before it, has as its primary purpose the granting of a 
“fresh start” to honest debtors, while making an equitable distribution of assets to the 
debtor’s creditors.  It is against this purpose that much of the Bankruptcy Code’s 
provisions must be interpreted. 
 
 
Insolvency and the Bankruptcy Code 
 
For the purposes of the Bankruptcy Code, a debtor is insolvent when the fair value of its 
assets is less than the amount of its debt.  A debtor does not need to be insolvent to file a 
bankruptcy petition.  It would be rare for a solvent debtor to file a chapter 7 petition, but 
it is not uncommon for a solvent debtor, who cannot pay its debts as they mature, to file a 
chapter 11 petition in order to give it time to rearrange its affairs. 
 
The concept of insolvency, however, appears in a number of places in the Bankruptcy 
Code, particularly in the areas of preference and fraudulent transfer litigation, as well as 
reclamation claims. 
 
 
Property of the Estate 
 
The commencement of a bankruptcy case creates an estate, comprised of any interests of 
the debtor in property (including leasehold interests as well as ownership) as of the filing 
of the petition and any property acquired by the bankruptcy estate after the filing of the 
petition.  There are limited exceptions, which normally apply only where the debtor is an 
individual.  Property remains “property of the estate” until either the case is closed or the 
property is abandoned by order of the court.  By application of the automatic stay, 
property of the estate cannot be seized or attached without first obtaining permission 
from the court. 
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Exemptions 
 
A debtor who is an individual is entitled to exempt certain property from the reach of his 
or her creditors.  This right to exempt property exists no matter under what chapter the 
case is pending.  The exemptions establish the property that the debtor is permitted to 
keep in a chapter 7 case.  They also factor into the determination as to how much 
creditors are entitled to receive in a chapter 13 or chapter 11 case, in that under those 
chapters, debtors are required to pay to creditors more than the creditors would receive 
under chapter 7. 
 
The Bankruptcy Code allows the debtor to elect exemptions under state law or the ones 
specifically provided for under section 522(d).  In most states, the debtor will more often 
choose the so-called federal exemptions.  In states like Texas and Florida, where the state 
law exemptions are very liberal, debtors are more likely to choose the state exemptions.  
The major federal exemptions set forth in the Bankruptcy Code are: 
 

• The debtor’s interest in his or her equity in real property used as their 
residence, not to exceed $17,425.  A debtor with $17,425 or less worth of 
equity in his or her residence will be entitled to exempt the entire residence. 

 
• The debtor’s interest, not to exceed $2,775, in a motor vehicle.  Like the 

residence exemption, it is the amount of the equity that is important.  As such, 
a vehicle with a lien covering all but $2,775 of value will be completely 
exempt. 

 
• The debtor’s interest, not to exceed $450 in value, in any particular item of 

household goods, furnishings, appliances and apparel, with a cap of $9,300 in 
the aggregate. 

 
• The debtor’s aggregate interest, not to exceed $1,150, in jewelry. 

 
Where a petition is filed jointly by a husband and wife, the exemptions are doubled. 
 
Note that certain property that is not specifically exempt will not become part of the 
bankruptcy estate and will not be reachable by creditors.  Chief among these types of 
assets are monies held in so-called spendthrift trusts, which limit the debtor’s ability to 
dispose of trust assets while at the same time insulating the trust assets from the reach of 
creditors. 
 
 
Discharge 
 
The ultimate goal for individual debtors and for business debtors in chapter 11 
reorganizations is to rid themselves of—or discharge—their debts.  Only individuals may 
obtain a discharge in a chapter 7 case.  At the conclusion of the case, the court will enter 
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an Order of Discharge.  Chapter 7 cases for corporations and partnerships do not result in 
a discharge; the business assets are simply liquidated and the proceeds distributed among 
creditors.  Creditors technically have the right to pursue collection efforts against a 
corporate or partnership debtor after the conclusion of its chapter 7 bankruptcy, but there 
would be no assets from which to satisfy the debt.  Corporations, partnerships and other 
business entities (a sole proprietorship is treated as an individual) can obtain discharges 
of their debts through confirmed chapter 11 plans of reorganization. 
 
Historically, the bankruptcy laws have afforded only honest debtors a discharge of their 
debts.  Debtors who have transferred assets in order to hinder delay or defraud creditors 
and debtors who lie to the court will be denied their discharges completely.  Even when a 
debtor receives a discharge, certain debts may be excepted from the discharge.  These 
include taxes, spousal and child support, debts for obtaining money or credit through 
fraud, and debts for willful and malicious injury.  Additionally, while personal liability 
for an obligation may be discharged, the lien that secures the obligation may not.  For 
example, the mortgage lien on an individual’s house will remain after the individual 
receives his or her discharge.  The effect of the discharge is to create what is known as a 
non-recourse liability.  Should the bank foreclose after a discharge is granted the debtor 
would not be liable in the event the property sold for less than the amount of the debt. 
 
For most trade creditors, the most important exception to discharge is the obtaining of 
credit based on false financial statements.  In order to be excepted from discharge the 
misrepresentation or omission must be material and the creditor must have justifiably 
relied on the financial statement in extending credit. 
 
Creditors believing that their claims should be excepted from discharge generally must 
file a complaint with the bankruptcy court seeking the entry of an order to that effect.  
The proceedings to determine whether the debt should be discharge are handles in a 
manner similar to any dispute outside of bankruptcy court; ultimately, the court will 
render a decision after a trial. 
 
 
 

The Players 
 
The following are the major participants in the bankruptcy proceedings: 
 
Debtor:  The person or entity that is the subject of the bankruptcy proceedings is called 
the “debtor”.  The debtor can be an individual or a business entity, such as a corporation 
or partnership.  A husband and wife are permitted to file a joint bankruptcy petition.  
Other debtors, including closely related business enterprises, must file separate petitions.  
Where cases are closely related, however, the court may permit them to be jointly 
administered, meaning that joint notices will be sent and joint hearings held in the cases 
even though the bankruptcy estates are treated separately.  In a chapter 11 case, unless a 
trustee is appointed, the debtor will act as a “debtor in possession”. 
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Secured Creditors:  Secured creditors are those that have collateral backing their claims 
in the form of one or more of the debtor’s assets.  Secured creditors are entitled to be paid 
from the proceeds of their collateral before distribution to other creditors.  This gives 
secured creditors a certain “super priority” over other claims, but only to the extent of the 
collateral.  Creditors whose claims exceed the value of their collateral are deemed to be 
undersecured.  The excess of the debt over the collateral value is called the “deficiency” 
and is generally treated with the same level of priority as other unsecured claims. 
 
Unsecured Creditors:  Unsecured creditors are creditors that do not have any collateral 
backing up their claims.  Unsecured creditors that do not have priority claims are 
sometimes referred to as “general unsecured creditors”.  For a discussion of priority 
claims, see pages 7 and 8 of the materials. 
 
United States Trustee:  The Office of the United States Trustee is an agency of the federal 
government within the Department of Justice.  The U.S. Trustee has the responsibility of 
appointing bankruptcy trustees, appointing the creditors’ committee in chapter 11 cases 
and supervising all bankruptcy cases.  In chapter 11 cases, the U.S. Trustee receives and 
analyzes monthly operating reports submitted by the debtor in possession or the trustee.  
The U.S. Trustee has the right to participate and be heard on any manner.  The degree to 
which the U.S. Trustee will participate depends on the preferences of the Assistant U.S. 
Trustee to which the case has been assigned, as well as on the nature of the case.  U.S. 
Trustees sometimes will take a back seat where they view the creditor body to be active 
and adequately represented. 
 
Trustee:  The trustee is a person appointed by the U.S. Trustee to administer the debtor’s 
bankruptcy estate.  A trustee is automatically appointed in all chapter 7 cases and can be 
appointed in a chapter 11 case for cause.  Chapter 13 cases are administered by a 
Standing Chapter 13 Trustee, who handles all pending chapter 13 cases within a certain 
geographic area. 
 
Creditors’ Committee:  A committee consisting of the largest unsecured creditors is 
typically appointed by the U.S. Trustee at the beginning of a chapter 11 case.  The 
committee, as it is sometimes known, is charged with the fiduciary obligation of 
overseeing the chapter 11 proceedings on behalf of the general unsecured creditor body.  
Active creditors’ committees will participate in virtually every aspect of a chapter 11 case 
and normally will negotiate the terms of a plan of reorganization with the debtor.  
Because of their central role in the case, creditors’ committees can be a good source of 
information for individual creditors seeking information about what is going on in a 
chapter 11 case. 
 
Bankruptcy Judge:  All bankruptcy cases are ultimately overseen by a bankruptcy judge, 
whose primary role is to resolve disputes between the parties.  The bankruptcy judge will 
also make decisions concerning the numerous motions that may arise in the proceedings, 
whether or not those motions are contested. 
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Sources for Bankruptcy Information 
 

One of the biggest problems for unsecured creditors is obtaining information about what 
is going on in a bankruptcy case.  Information can often be obtained by contacting the 
debtor’s counsel, the trustee, the Assistant U.S. Trustee or the creditors’ committee.  
There are a number of other sources of information, a discussion of which follows. 
 
 
Bankruptcy Schedules and Statement of Financial Affairs 
 
Within 15 days after the filing of a voluntary bankruptcy petition or, in the case of an 
involuntary petition, the granting of the involuntary petition, the debtor is required to file 
with the bankruptcy court schedules of its property and debts (usually referred to simply 
as “schedules” or “bankruptcy schedules”) and a statement of financial affairs (for short, 
“statement of affairs”).  Forms of schedules and statement of affairs are included in the 
Appendix.  The schedules and statement of affairs are designed to provide creditors, the 
office of the United States Trustee, and the trustee, if any, with certain basic information 
about the debtor’s financial condition.  The schedules provide that information, in the 
form of lists, as of the date the case was commenced.  The statement of affairs, which is 
in the form of a questionnaire, tends to seek out historic information. 
 
The schedules list the name, address and amount owed to each creditor.  They also state 
whether or not the claim is disputed.  Most trade creditors appear on Schedule F 
(unsecured claims without priority).  The schedules and statement of affairs are normally 
not distributed to creditors but can be obtained from the office of the clerk of the 
bankruptcy court, online at the court’s web site (see the discussion on PACER on page 6, 
below) or, in some cases, by contacting the debtor’s attorney. 
 
 
Section 341 Meeting 
 
Shortly after a bankruptcy petition is filed, the court will send to creditors a notice of 
commencement of the case and notice of a meeting of creditors under section 341 of the 
Bankruptcy Code (commonly known as a “341 meeting”).  All creditors are invited to 
attend the 341 meeting, but very few actually do.  The meeting is used largely to review 
the cause of the debtor’s financial difficulties and the debtor’s assets and liabilities.  In a 
chapter 7 case, the 341 meeting is presided over by the trustee; in a chapter 11 case, it is 
presided over by a representative from the office of the United States Trustee.  While the 
debtor (or the debtor’s officer) testifies under oath, the 341 meeting is relatively informal 
and is typically recorded on audiocassette.  It is informational only, although the trustee 
or United States Trustee may take certain actions based on what happens at the 341 
meeting.  If you cannot or do not want to attend the 341 meeting, you can usually obtain a 
copy of the audiocassette of the meeting by contacting the office of the United States 
Trustee. 
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Monthly Operating Reports 
 
In chapter 11 cases, debtors and trustees (if one has been appointed) are required to file 
with the local office of the United States Trustee monthly operating reports setting forth 
specific information about the operations of the debtor’s business.  These reports often 
can be obtained at the U.S. Trustee’s office or by requesting a copy from the debtor’s 
counsel. 
 
 
PACER 
 
PACER is an acronym for Public Access to Court Electronic Records.  It allows those 
who have PACER subscriptions to access dockets and to download pleadings and court 
orders through the Internet.  Access to PACER is not limited to attorneys.  Information 
for sign-up, as well as links to the court’s web sites, can be obtained at 
http://pacer.psc.uscourts.gov. 
 
 
 

The Automatic Stay 
 
Immediately upon the filing of a bankruptcy petition, whether it be a voluntary petition or 
an involuntary petition, a stay automatically goes into effect preventing creditors from 
taking any action to collect debts arising prior to the filing of the bankruptcy petition.  It 
also prevents creditors from taking any action to collect debts arising post-petition to the 
extent the collection activity involves the taking possession of, attaching or otherwise 
interfering with property of the estate. 
 
For debts arising pre-petition, section 362 of the Bankruptcy Code prevents creditors 
from taking the following action the moment the petition is filed: 
 

1. Calling or writing to the debtor to ask for or demand that payment be made. 
 

2. Bringing or even threatening to bring a lawsuit against the debtor for nonpayment. 
 

3. Continuing with an existing lawsuit. 
 

4. Seeking to enforce an existing judgment. 
 

5. Attaching, taking possession of or interfering with the debtor’s possession of its 
property. 

 
If the debt arises after the petition is filed, creditors may engage in the activities described 
in 1, 2, 3 and 4, but may not engage in the activities described in 5. 
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The stay is effective whether or not the creditor knows of the filing of the bankruptcy 
petition. 
 
If a creditor violates the automatic stay, it is subject to the contempt powers of the court, 
including the imposition of compensatory and punitive damages and fines. 
 
Creditors wishing to pursue otherwise prohibited activities may seek court permission to 
do so by filing a motion for relief from the automatic stay.  These motions typically apply 
to secured creditors, i.e., creditors whose debt is backed by collateral, and not to typical 
trade debt.  The most common grounds for a court granting a motion for relief from the 
automatic stay are: 
 

• The lack of adequate protection of an interest of the creditor in the debtor’s 
property.  This typically applies to the situation where the creditor’s collateral 
is deteriorating in value. 

 
• The debtor does not have an equity in the property that is the subject of the 

motion and the property is not necessary to an effective reorganization.  In 
other words, there is neither value in the property for other creditors, nor is the 
property needed to assist the debtor to reorganize its affairs. 

 
There are certain limited areas where the automatic stay does not apply at all, most of 
which apply in the typical trade creditor situation.  These include enforcement of 
government regulatory powers, tax audits, and the commencement or continuation of 
criminal proceedings.  Although not technically an exception to the automatic stay, 
creditors may make reclamation demands for goods sold prior to the filing of a 
bankruptcy petition, but the creditor may not seek to enforce its reclamation rights 
without following the procedures set forth in the Bankruptcy Code for doing so. 
 
 

 
Bankruptcy Claims 

 
Priorities 
 
The equitable distribution philosophy that forms one of the foundations of the 
Bankruptcy Code is manifested in the priority scheme established by Congress for the 
payment to creditors from the limited resources in the bankruptcy case.  As a general 
rule, secured creditors are entitled to payment first, but limited to the lesser of the value 
of their collateral or the amount of their claim.  After that, creditors receive distribution in 
the following order of priority: 
 

• Claims relating to administration of the bankruptcy case, including claims of 
lawyers and accountants hired by the debtor and the trustee, as well as claims 
of those creditors extending credit during the case. 
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• Claims for those creditors that extended credit during the period between the 
filing of an involuntary petition and the date the court granted the petition (the 
“gap period”). 

 
• Claims for wages, salary and commissions earned within 90 days before the 

filing of the bankruptcy petition, but limited to $4,650 for each employee. 
 

• Employee benefits earned within 180 days before the petition is filed, but 
limited to the maximum amount payable to all of the debtor’s employees 
assuming each had a wage claim for $4,650, less the actual amount paid out 
on those wage claims. 

 
• Certain claims of farmers and fishermen. 

 
• Consumer deposits, up to $2,100 per consumer. 

 
• Spousal and child support. 

 
• Taxes. 

 
• All other creditors. 

 
Trade creditors usually fall into the last category. 
 
Creditors are not entitled to receive a distribution until all claims having a senior priority 
are paid in full.  If there are insufficient funds to pay all claims at a certain priority level, 
distribution is made to those creditors on a pro rata basis. 
 
 
Proofs of Claim 
 
The vehicle for creditors to assert their claims in a bankruptcy case is a proof of claim.  A 
form of proof of claim is included in the Appendix.  A proof of claim must be filed in a 
chapter 7 or chapter 13 case in order for the debtor to receive a distribution.  Unless 
otherwise ordered by the court, a proof of claim needs to be filed in a chapter 11 case 
only in the following circumstances: 
 

• The claim is listed in the schedules as disputed, unliquidated or contingent; or 
 

• The amount listed in the schedules is greater than or equal to the amount listed 
on the creditors books, or is close enough not to warrant the filing of a claim. 

 
In chapter 7 and chapter 13 cases, proofs of claim must be filed within 90 days after the 
341 meeting.  In chapter 11 cases, the court usually sets a separate deadline (“bar date”) 
for filing proofs of claim.  Where it is believed that there will not be a distribution to 
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creditors (a “no-asset case”), the court will often tell creditors not to file a proof of claim 
until further notice from the court. 
 
Most trade creditors make it a habit of filing proofs of claim immediately upon receiving 
notice of a bankruptcy filing.  This is good procedure to the extent that it lessens the 
possibility that the deadline for filing proofs of claim is missed.  One should be aware, 
nevertheless, that there are downsides to filing a proof of claim.  Specifically, the filing of 
a proof of claim submits the creditor to the jurisdiction of the court and results in the 
waiver of any right the creditor may have to a jury trial in the event it were sued in the 
bankruptcy case.  Suffice it to say that creditors that have reason to believe that they may 
be sued by the debtor or the trustee should think carefully before filing a proof of claim, 
weighing the downside of possibly not getting a distribution with the downside of 
submitting to the bankruptcy court’s jurisdiction.  In chapter 11 cases, creditors may want 
to check the bankruptcy schedules before filing a proof of claim to see if the filing of a 
proof of claim is necessary. 
 
 
 

Bankruptcy Chapters 
 
The Bankruptcy Code is divided into eight chapters, all of which are odd-numbered 
except one.  Chapters 1, 3 and 5 contain general provisions applicable in most bankruptcy 
cases, the most important provisions of which are contained throughout these materials.  
Chapters 7, 9, 11, 12 and 13 are the operative chapters and the ones that are most familiar 
to the general public.  Chapter 9 and chapter 12, which apply to municipalities and to so-
called family farmers, are beyond the scope of these materials.  The following is a brief 
overview of chapters 7, 13 and 11. 
 
 
Chapter 7 
 
A chapter 7 case is a “liquidation”.  The debtor can be an individual or a business entity.  
There is no attempt to reorganize the debtor’s affairs.  A trustee is appointed at the 
beginning of the case to take charge of the debtor’s assets and to investigate the debtor’s 
affairs.  The trustee will liquidate the debtor’s non-exempt assets, if any, and will 
distribute the proceeds to creditors in accordance with the priorities set forth in the 
Bankruptcy Code.  Exemptions play a significant role in deciding whether and how much 
creditors will receive.  (A discussion of exemptions is contained on page 2 of the 
materials.)  Cases where there are no assets available for distribution to other creditors, 
after taking into account exemptions and any amounts that are payable to secured 
creditors, are called “no asset” cases.  In a no-asset case involving an individual, the 
debtor will normally be discharged of his or her debts while keeping his or her assets, 
subject only to existing liens that are not avoided in the chapter 7 case. 
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Chapter 13 
 
Chapter 13 is available only to individuals with regular income and allows a debtor 
essentially to buy out non-exempt assets by making payments into court over a period of 
time, for subsequent distribution to creditors.  Chapter 13 cases are administered by a 
Standing Chapter 13 Trustee.  In a typical chapter 13 case, a debtor will propose a plan 
within 15 days for payment of creditors’ claims.  The plan must provide for creditors to 
receive more than they would get in a chapter 7 case.  Payments are usually made 
monthly to the Standing Chapter 13 Trustee for a period of between 36 and 60 months.  
The Standing Chapter 13 Trustee then makes distributions to creditors as set forth in the 
plan.  While creditors have the right to object to confirmation (approval) of the chapter 13 
plan, the grounds for objection are limited and typically include the failure to pay more 
than the creditor would receive in a chapter 7 case, the failure to commit all or 
substantially all of the debtor’s resources to paying creditors, the lack of feasibility of the 
plan (i.e., the debtor will likely not be able to complete plan payments), or lack of good 
faith on the debtor’s part. 
 
 
Chapter 11 
 
Chapter 11, which is best known as the provision under which corporations reorganize 
their financial affairs, applies to both business entities and individuals that want to take 
advantage of its provisions.  Chapter 11 is a very complicated process that can only be 
touched on in these materials.  The goal of a chapter 11 case is for a debtor to obtain 
confirmation, i.e., court approval, of a plan of reorganization.  Unlike any of the other 
operative chapters of the Bankruptcy Code, chapter 11 is designed to involve the input of 
creditors.  At the beginning of a chapter 11 case, the United States Trustee will typically 
appoint a committee of the largest unsecured creditors to oversee the case on behalf of 
the entire unsecured creditor body.  Confirmation of a chapter 11 plan depends, in part, 
upon the approval of the debtor’s creditors.  Once a plan is filed with the bankruptcy 
court, creditors are given an opportunity to vote on it.  The plan cannot be confirmed 
unless at least one class of creditors votes in favor of the plan.  For a variety of reasons, 
most confirmed plans receive the endorsement of the creditors’ committee.  As such, 
debtors will negotiate with the committee to try to work out a consensual plan. 
 
When a chapter 11 petition is filed, the debtor usually remains in possession of its assets.  
It operates its business subject to the supervision of the bankruptcy court, the office of 
United States Trustee and the creditors’ committee.  The debtor must seek court approval 
for any action that it desires to take outside of the ordinary course of business.  It needs to 
obtain court approval to incur secured debt, but can continue to incur trade debt without 
court approval.  It cannot sell assets out of the ordinary course of business without first 
providing notice to creditors.  If the debtor is guilty of fraud, dishonesty or gross 
mismanagement, or if it would otherwise be in the best interests of creditors and the 
debtor, the court may appoint a trustee or dismiss the case or convert it to chapter 7. 
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The debtor typically has 120 days from the date of the filing of the petition in which it, 
and only it, may file a plan of reorganization; it has 180 days to get the plan confirmed.  
These time periods may be extended “for cause” and most courts will grant debtors at 
least one extension.  In so-called mega cases, this exclusive period can sometimes be 
extended for a year or more.  Once the exclusive period expires, the creditors’ committee 
or any creditor may file a plan. 
 
When the debtor files its plan of reorganization, it will also file a disclosure statement.  
The plan sets forth in legalistic terms how much and in what manner the debtor intends to 
pay its creditors.  The disclosure statement is supposed to (but often does not) explain the 
plan in plain language and provides a history of the debtor and sufficient financial 
information about the debtor to give creditors sufficient accurate information with which 
to make an informed judgment as to whether to vote for or against the plan.  Creditors are 
given an opportunity to object to the disclosure statement, although this role is usually 
left to the creditors’ committee and the larger creditors in the case.  Once the disclosure 
statement is approved, the plan, disclosure statement and a ballot are mailed to creditors.  
Creditors vote by classes, which are proposed by the debtor and usually consist of 
similarly situated claims.  A class of creditors is deemed to have accepted the plan if, out 
of those creditors that have actually voted, at least a majority in number of creditors and 
two-thirds in dollar amount of claims vote in favor of the plan.  After the votes are tallied, 
the court will hold a confirmation hearing, at which it will consider whether or not to 
approve the plan. 
 
The standards for confirming a plan of reorganization are very complex.  The major 
standards that must be met are: 
 

• The plan must be accepted by at least one class of creditors whose claims are 
impaired (that is, not being paid in full at confirmation or otherwise being paid 
in accordance with the agreement of the parties). 

 
• Absent agreement of a senior class (determined in accordance with the 

bankruptcy priority scheme), no creditors in junior classes may receive any 
payment until senior classes are paid in full. 

 
• Creditors must receive more than they would receive in a chapter 7 case. 

 
• The plan must be feasible, i.e., the debtor must demonstrate that it likely will 

be able to make the proposed payments. 
 

• As to any classes of creditors voting against the plan, the plan must be fair and 
equitable (a complicated concept that goes beyond the scope of these 
materials). 

 
A confirmed plan binds all creditors, whether or not they voted for or against the plan.  
The confirmation of a plan is accompanied by an injunction preventing creditors from 
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attempting to collect on their pre-petition debts except to the extent provided for in the 
plan. 
 
 
Extending Credit to a Chapter 11 Debtor 
 
Unlike chapter 7, creditors not only must deal with the collection of debts arising prior to 
the filing of the petition, but they must also consider whether and under what terms to 
deal with the debtor for post-petition transactions.  Credit extended after the filing of the 
petition may be repaid without court approval.  Post-petition credit that remains unpaid is 
entitled to administrative claim status.  Although entitled to first priority, administrative 
claims may or may not get paid in full, depending on the amount of assets available for 
distribution and the amount of administrative claims asserted.  Additionally, 
administrative claims may not get paid until the end of the case.  Creditors extending 
credit post-petition need to make independent judgments about the debtor’s 
creditworthiness and not be lured into the promise of receiving administrative claim 
status if the debt is not paid.  Financial information about the debtor can be obtained by 
requesting it from the debtor or the creditors’ committee, or by obtaining copies of 
monthly operating reports filed by the debtor with the United States Trustee.  Creditors 
extending credit may also want to check the bankruptcy docket, which can be obtained 
from PACER (see page 6 above). 
 
 
 

Avoidance Actions 
 
Preferences 
 
In order to advance the Bankruptcy Code’s goal of providing equality of distribution and, 
in addition, to try to discourage creditors from racing to the courthouse as a debtor slides 
into bankruptcy, Congress has provided that certain payments made to creditors close to 
the time of a bankruptcy filing must be repaid to the bankruptcy estate for redistribution 
in accordance with the priorities established in the Bankruptcy Code.  There are four 
elements of a preference claim and eight defenses. 
 
Pursuant to section 547 of the Bankruptcy Code, a trustee or, in a chapter 11 case, a 
debtor in possession, may seek to recover from a creditor payments made prior to the 
bankruptcy filing that have the following characteristics: 
 

• The payment is on account of an existing debt (as opposed to a COD payment 
or payment in advance). 

 
• The payment is made within 90 days prior to the filing of the bankruptcy 

petition or, if the payment has been made to an insider (officer, director, 
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controlling shareholder or relative) of the debtor, within one year prior to the 
bankruptcy filing. 

 
• The payment is made while the debtor was insolvent. 

 
• The payment allows the creditor to receive more than it would have received 

in a chapter 7 case.  This requirement generally is not an issue if the creditor is 
unsecured.  If the creditor is secured, payment to it within the 90-day 
preference period may not result in it receiving more than it would receive in a 
chapter 7 case, since it would get paid in full under chapter 7 if the value of its 
collateral equaled or exceeded the amount of its debt. 

 
Preference litigation generally focuses on the defenses.  The principal ones that 
unsecured creditors deal with are the subsequent new value defense, the ordinary course 
of business defense and the contemporary exchange defense. 
 
The Subsequent New Value Defense:  Creditors are entitled to a credit against a 
preference claim for the amount of any new credit that it extended to the debtor after 
receiving an alleged preferential payment, but only if the creditor did not receive payment 
on the new credit extended. 
 
The Ordinary Course of Business Defense:  Even though a creditor may have received 
payments within 90 days before a bankruptcy filing, it is not liable to return the payments 
if three requirements are met: 
 

• The debt was incurred in the ordinary course of business and in accordance 
with ordinary business terms. 

 
• The debt was repaid within terms that are ordinary as between the parties. 

 
• The repayment was made within industry norms. 

 
The litigation in this area usually focuses on whether the payments were made within 
terms that are ordinary as between the parties.  In this regard, it is relevant, but not 
determinative, as to the written terms of sale.  What is more important is the course of 
dealing between the parties.  Typically, an analysis will be done of payments made a year 
or more before the 90-day preference period begins to determine what is ordinary.  That 
analysis is then compared with the payments made within the preference period. 
 
The Contemporaneous Exchange Defense:  Payments to a creditor are not avoidable if the 
payment was intended by both parties to be a contemporaneous exchange for new value, 
and the payment, in fact, was a substantially contemporaneous exhange. 
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Fraudulent Transfers 
 
The fraudulent transfer provisions in the Bankruptcy Code are not unique to that statute.  
In fact, nearly every state has adopted the Uniform Fraudulent Transfer Act, which is 
very similar to the Bankruptcy Code provisions.  Unlike the preference law, which guards 
against payments made on account of legitimate debts, the fraudulent transfer provisions 
guard against the debtor voluntarily or involuntarily giving away assets prior to the filing 
of a bankruptcy petition.  The fraudulent transfer provisions contained in section 548 of 
the Bankruptcy Code provide for the avoidance of certain transfers made within one year 
prior to the bankruptcy filing.  Additionally, section 544 permits a trustee or debtor in 
possession to bring a fraudulent transfer action under state law and to adopt the state law 
statute of limitations, which is typically around six years. 
 
There are two types of transfers against which the fraudulent transfer laws guard—
transfers made with actual intent to defraud creditors and transfers made with 
“constructive” fraudulent intent.  The most commonly used test for determining whether 
a transfer is constructively fraudulent consists of three parts, as follows: 
 

• The transfer must be of an asset of the debtor. 
 

• The transfer must be for less than fair consideration. 
 

• The transfer must be made while the debtor is insolvent or the transfer 
otherwise makes a solvent debtor insolvent. 

 
The constructive fraud rules alleviate the necessity of the trustee or debtor in possession 
proving that the debtor acted with actual fraudulent intent, which is something that is 
difficult to prove.  At the same time, transfers that would not meet the above three-part 
test (and, therefore, would not be considered to be constructively fraudulent) could be 
considered to be fraudulent if it can be proven that the debtor made the transfer with 
actual intent to defraud.  In this regard, at least one court has ruled that an accelerated 
payment made by a debtor to pay down a mortgage was considered to be a fraudulent 
transfer even though there was adequate consideration in the form of a reduction in the 
existing indebtedness. 
 
 
 

Reclamation 
 
Both under state law and the Bankruptcy Code, creditors that sell goods to the debtor 
while the debtor is insolvent may seek their return if demand is made within a certain 
period of time.  Absent a bankruptcy filing, state law governs and typically provides that 
the demand may be made orally or in writing and must be made within 10 days after the 
debtor receives the goods.  Once a bankruptcy petition is filed, section 546(c) comes into 
play.  That provision requires that the demand be in writing and that the demand be made 
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within 10 days after the debtor receives the goods unless the bankruptcy petition is filed 
within that 10-day period.  If the bankruptcy petition is filed within the 10-day period, the 
time for making demand is extended to 20 days after the debtor receives the goods. 
 
The fact that demand is made timely does not mean that the creditor will be able to obtain 
the return of its goods.  At a minimum, those goods must be in the debtor’s possession at 
the time of demand and technically should remain in the debtor’s possession until 
returned to the creditor.  As such, it is important for creditors to act quickly, both in 
making the initial demand and in ensuring that the debtor returns the goods.  The debtor 
will need a court order before returning the goods to the creditor.  The creditor, however, 
can seek assurances from the debtor that it will preserve the goods without violating the 
automatic stay.  The creditor can also file suit in bankruptcy court seeking an injunction 
against the debtor from disposing of the goods and a court order requiring their turnover. 
 
Even if the creditor has made timely written demand, it may not be able to obtain the 
return of the goods if they are subject to a prior security interest of the debtor’s bank, a 
situation that very often is the case.  In addition, the bankruptcy court has discretion to 
grant the creditor an administrative claim in lieu of allowing it to reclaim the goods.  
These administrative claims typically get paid at the end of the case.  While they in 
theory are supposed to get paid in full, debtors will often offer less than full payment in 
exchange for paying the creditor prior to the end of the case. 
 
Where the debtor is subject to a number of reclamation claims, it will often establish a 
program for dealing with them.  These programs typically give administrative priority 
status to qualifying reclamation claims and set forth procedures for establishing those 
claims. 
 
 
 

Involuntary Bankruptcy 
 
A debtor can file its own “voluntary” bankruptcy petition or it can be petitioned into 
bankruptcy by its creditors.  There are three basic requirements for filing an involuntary 
petition, which the Bankruptcy Code divides into two parts—the requirements for filing 
the petition itself and the standards for the Court to grant the petition.  The basic 
requirements for filing an involuntary petition, contained in section 303(b) of the 
Bankruptcy Code, are: 
 

1. The petition must be filed by three or more entities,1 each of which is a holder of a 
claim “that is not contingent as to liability or the subject of a bona fide dispute.” 

 

                                                 
1 A petition can be filed by one creditor if there are less than 12 creditors of the debtor.  It would be a rare 
situation for a business debtor to have less than 12 creditors. 
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AND 
 

2. The claims of the petitioning creditors aggregate “at least $11,625 more than the 
value of any lien on property of the debtor securing such claims.” 

 
Once the petition is filed, the “alleged debtor” is given an opportunity to file an answer or 
motion to dismiss.  The Court will hold a hearing at which it may take evidence.  Upon 
conclusion of the hearing, it may grant the petition if it finds, pursuant to section 303(g), 
that one of the following conditions have been met: 
 

1. The debtor is “generally” not paying its debts as they become due “unless such 
debts are the subject of a bona fide dispute.” 

 
OR 

 
2. Within 120 days before the date of the filing of the petition, a custodian (e.g., 

trustee or receiver) is appointed to take charge of substantially all of the debtor’s 
property.2 

 
Claims are deemed to be contingent if the obligation to pay depends on the happening of 
a future event.  Debts in bona fide dispute are ones where there are substantial factual or 
legal questions surrounding the claims.  In determining whether a creditor is paying its 
debts generally as they become due, courts will look both to the proportion of the number 
of debts not being paid and the dollar amount of debts not being paid.  The length of the 
delinquency is also a factor. 
 
Creditors will want to consider filing an involuntary petition against a debtor under the 
following circumstances: 
 

• The secured lender is about to foreclose on the debtor’s assets. 
 

• The debtor is about to sell its assets without paying or making suitable 
arrangements to pay unsecured creditors. 

 
• The debtor has made significant preferential payments to insiders within the 

previous year. 
 

• The debtor has made significant preferential payments to creditors (other than 
the petitioning creditors) within the previous 90 days. 
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rare case where a court would grant an involuntary petition under this alternative test unless substantially 
all of the debtor’s assets were subject to the control of a custodian. 
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• The debtor’s business should be shut down in order to avoid continuing losses 
and deterioration in the business. 

 
• The conduct of the debtor’s business is such that it requires court supervision. 

 
• The ability to collect the debt outside of bankruptcy is remote. 

 
• Claims exist against other creditors (e.g., the secured lender) or insiders that 

can best be dealt with in Bankruptcy Court. 
 

• The debtor is not cooperating in providing information that would allow you 
to make any of the foregoing determinations. 
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