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GENERAL

Legislation

1 ?hDoBwDngBdeLnsdDonEgBnsBDffdnkDpdeBoEBngsEdUegknesBDg BreErLDgnsDonEgsH

In the United States, business entities and individuals can either utilise state insolvency and 
reorganisation laws or invoke Title 11 of the United States Code (the Bankruptcy Code). 
As a federal statute, the Bankruptcy Code takes precedence over state laws concerning 
insolvency and the restructuring of debtor-creditor relationships. As a result, the vast 
majority of insolvency proceedings in the United States are governed by the Bankruptcy 
Code.

Excluded entities and excluded assets

2 ?hDoBegononesBDreBePkdc e BCrEwBkcsoEwDrqBngsEdUegkqBErBreErLDgnsDonEgB
frEkee ngLsBDg B-hDoBdeLnsdDonEgBDffdnesBoEBohewHB?hDoBDsseosBDreBePkdc e BErB
ePewfoBCrEwBkdDnwsBECBkre noErsH

Certain types of entities may not be debtors under the Bankruptcy Code, including 
insurance companies, domestic banks and certain small business investment companies 
licensed by the Small Business Administration. Bank holding companies can file for 
bankruptcy protection, but banking institutions are subject to separate regimes under 
federal or state laws, as applicable. The scope of eligible debtors encompasses individuals, 
corporations, partnerships and other business organisations. In addition, there are specific 
Bankruptcy Code provisions that cater to municipalities, railways, stockbrokers, commodity 
brokers, clearing banks, family farmers and fishers. To be eligible for relief under the 
Bankruptcy Code, a debtor must have a domicile, residence, place of business or property 
located in the United States. 

Initiating a bankruptcy case, excluding those involving municipalities or proceedings 
under Chapter 15 of the Bankruptcy Code, immediately establishes a bankruptcy estate 
incorporating all legal or equitable interests of the debtor in their property, regardless of 
location. The definition of ‘property of the estate’ in the Bankruptcy Code is expansive and 
covers various forms of property, both tangible and intangible, along with causes of action. 
In general, initiating a bankruptcy case brings substantially all the property of the debtor 
under the jurisdiction of the applicable bankruptcy court where the case is filed. 

Individual debtors can exempt certain property from becoming part of the bankruptcy 
estate, protecting it from the claims of most pre-petition creditors. Such exemptions exist 
both under the Bankruptcy Code as well as state law. Exemptions may include an interest 
in the debtor’s primary residence, a motor vehicle, personal jewellery, household items and 
professional tools. Whether under the federal or state system, exempted property remains 
susceptible to specific types of claims, such as alimony or support obligations that cannot 
be discharged, unavoidable liens and non-dischargeable taxes.
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Public enterprises

3 ?hDoBfrEke cresBDreBCEddE-e BngBoheBngsEdUegkqBECBDBLEUergwegoNE-ge BegoerfrnseHB
?hDoBrewe nesB EBkre noErsBECBngsEdUegoBfcpdnkBegoerfrnsesBhDUeH

Chapter 9 of the Bankruptcy Code governs municipal bankruptcies. The municipality must 
seek voluntary protection under Chapter 9 of the Bankruptcy Code. An entity can qualify 
as a debtor under Chapter 9 if: 

• it is a municipality, defined in the Bankruptcy Code as a political subdivision or public 
agency or instrumentality of a state;

• it must be specifically authorised to be a debtor by state law or by a governmental 
officer or organisation empowered by state law to authorise the entity to be a debtor 
under Chapter 9;

• it is insolvent;

• it wants to effect a plan to adjust its debts; and

• it either:

• obtains the agreement of creditors holding at least a majority in amount of the claims 
of each class that the debtor intends to impair under a plan in a case under Chapter 
9;

• negotiates in good faith with creditors and fails to obtain the agreement of creditors 
holding at least a majority in amount of the claims of each class that the debtor 
intends to impair under a plan;

• is unable to negotiate with creditors because it is impracticable; or

• reasonably believes that a creditor may attempt to obtain a preference.

Where a municipality qualifies for Chapter 9 protection, the case’s progression mirrors 
that of a Chapter 11 reorganisation case. The municipal debtor must file a list of creditors 
and may assume or reject executory contracts while having the power to negotiate a 
restructuring plan in collaboration with stakeholders. One significant difference between 
Chapter 9 cases and cases filed under other chapters of the Bankruptcy Code is that the 
bankruptcy court cannot interfere with the operations of the municipality or with its use 
of property and revenues since there is no estate and thus no property of the estate in 
a Chapter 9 case. Notably, the criteria for confirming a Chapter 9 plan of reorganisation 
for a municipality greatly diverges from the standards used in a restructuring governed 
by Chapter 11 of the Bankruptcy Code. While creditors maintain many similar remedies 
as those available in traditional bankruptcy cases, general unsecured obligations do not. 
They are subject to restructuring and impairment, with specific provisions applying to 
certain obligations, including special revenue bonds, and a creditors’ committee is not 
automatically appointed. Ultimately, seeking dismissal of the Chapter 9 case often serves 
as the strongest remedy for a creditor.

If an entity is merely owned by a governmental entity, it may still be able to file for Chapter 
11 bankruptcy, as long as the entity itself is not a governmental unit.
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Protection for large 5nancial institutions

4 ‘DsBqEcrBkEcgorqBegDkoe BdeLnsdDonEgBoEB eDdB-nohBoheBlgDgknDdB n,kcdonesBECB
ngsonoconEgsBohDoBDreBkEgsn ere BzoEEBpnLBoEBCDnd–H

The Dodd-Frank Wall Street Reform and Consumer Protection Act, passed in 2010 in 
response to the 2008 global financial crisis, sought to make the US financial system 
safer for consumers and taxpayers. The Dodd-Frank Act addresses multiple facets of the 
financial system in efforts to mitigate systemic financial risks. For example, the Dodd-Frank 
Act established:

• the Consumer Financial Protection Bureau, dedicated to preventing predatory, 
abusive practices relating to financial products like mortgages and credit cards; and

• the Financial Stability Oversight Council, tasked to monitor the financial stability of 
major financial firms that is comprised of federal financial regulators and industry 
participants. 

Furthermore, the Dodd-Frank Act enacted legislation to address the challenges posed by 
‘too big to fail’ financial institutions. These include:

• the establishment of an orderly liquidation mechanism empowering the Federal 
Deposit Insurance Corporation to unwind failing systemically important financial 
institutions (SIFIs) outside the scope of bankruptcy;

• the requirement that SIFIs create ‘living wills’ outlining strategies for swift and 
systematic shutdowns in the event of financial distress; and

• the introduction of the Volcker Rule, which restricts how banks can invest, limits 
speculative trading and eliminates proprietary trading. The Volcker Rule imposes 
trading limitations on financial institutions with the goal of separating their investment 
banking, private equity and proprietary trading divisions from their retail and 
consumer lending divisions.

However, since its enactment, there have been efforts to dilute its regulatory impact. Most 
noteworthy is the Economic Growth, Regulatory Relief and Consumer Protection Act, 
enacted in May 2018. The new law eased the most stringent post-financial-crisis regulatory 
requirements of the Dodd-Frank Act for smaller banks with assets below US$250 billion. 
Recent turmoil among smaller US banks has demonstrated a willingness by the federal 
reserve to step in and seize failing banks before they can introduce systemic risk to the 
banking system.

Courts and appeals

q ?hDoBkEcrosBDreBngUEdUe HB?hDoBDreBoheBrnLhosBECBDffeDdBCrEwBkEcroBEr ersHBiEesBDgB
DffeddDgoBhDUeBDgBDcoEwDonkBrnLhoBECBDffeDdBErBwcsoBnoBEpoDngBferwnssnEgHBvsBohereBDB
reScnrewegoBoEBfEsoBsekcrnoqBoEBfrEkee B-nohBDgBDffeDdH
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The bankruptcy courts hold jurisdiction over insolvencies and reorganisations conducted 
under the Bankruptcy Code, functioning as units of the federal district courts with limited 
jurisdiction. They can issue final orders and judgments in specific ‘core’ matters, which 
either involve substantive rights under the Bankruptcy Code or uniquely arise in bankruptcy 
proceedings. For non-core matters, those not reliant on bankruptcy law and which can be 
addressed outside bankruptcy settings, the bankruptcy court can only submit proposed 
findings of fact and conclusions of law for de novo review by the district court. However, 
parties can consent to bankruptcy court jurisdiction. 

Appeals from bankruptcy court rulings are heard by the federal district court within the 
relevant district in which the bankruptcy court sits. District court decisions are appealed 
to the federal circuit court of appeals for the relevant jurisdiction. Further appeals are to 
the US Supreme Court. The US Supreme Court has discretion whether to hear an appeal, 
and most requests for an appeal are not heard. An issue of state law may also be heard 
by state courts in certain circumstances, and the state court decision is then applied by 
federal courts. 

A litigant has an automatic right to appeal a final bankruptcy court order; however, a 
party may appeal an interlocutory (non-final order) only with leave of the court. Final 
decisions end litigation on the merits, leaving only execution of the judgment to the court, 
whereas interlocutory orders address specific case aspects, necessitating further steps for 
full adjudication. District courts exhibit flexibility in assessing finality in bankruptcy cases, 
recognising the nature of discrete and numerous disputes in bankruptcy that could be finally 
adjudicated for appeal purposes. To appeal an interlocutory order, on the other hand, filing 
of a motion for leave and filing of a notice of appeal is necessary. District courts can review 
these orders if they involve a controlling legal question with substantial room for differing 
opinions, and if immediate appeal could materially advance the bankruptcy proceedings or 
termination of the case. Interlocutory appeals are the exception and generally disfavoured.

An appellant is not required to post a bond or security for an appeal unless seeking a stay 
of the bankruptcy judge’s order pending appeal. Courts determining whether a bond is 
required and the amount of the bond will focus on certain factors, including the potential 
decrease to property value and any loss that may be incurred.

TYPES OF LIQUIDATION AND REORGANISATION PROCESSES

Voluntary li6uidations

8 ?hDoBDreBoheBreScnrewegosBCErBDB epoErBkEwwegkngLBDBUEdcgoDrqBdnScn DonEgBkDseBDg B
-hDoBDreBoheBeCCekosH

To initiate a Chapter 7 voluntary liquidation, a debtor must file a petition in the bankruptcy 
court in the judicial district where the entity is incorporated or has its principal place of 
business or assets (for an individual, where they have a domicile or residence). In addition 
to the petition, the debtor must also file with the court:

• schedules of assets and liabilities;

• a schedule of current income and expenditures;

• a statement of financial affairs; and
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• a schedule of executory contracts and unexpired leases. 

When a Chapter 7 petition is filed, the bankruptcy estate is established. In addition, 
the automatic stay is immediately triggered, which prohibits substantially all creditor 
enforcement actions or the continuation of any litigation. 

A trustee is then appointed to take control of the debtor’s assets. The trustee will act 
to maximise the value of the estate and to implement the liquidation. Management is 
typically displaced by the trustee. The trustee will collect all the assets of the debtor, file 
any avoidance actions or other litigation to recover any available assets for the estate, and 
collect and review all claims of creditors. Once the assets and claims are determined, the 
trustee will pay creditors their appropriate portion of the estate assets. 

Both companies and individuals can also liquidate by filing a Chapter 11 plan of liquidation. 
A liquidating Chapter 11 case will proceed in much the same way as a typical Chapter 
11, except the debtor will liquidate and distribute its assets pursuant to the plan and will 
not reorganise. A Chapter 11 debtor can also convert the bankruptcy case to a Chapter 
7 liquidation if reorganisation proves to be impossible. Conversion to Chapter 7 can also 
result from a request by creditors or other parties in interest and an order from the 
bankruptcy court.

Voluntary reorganisations

7 ?hDoBDreBoheBreScnrewegosBCErBDB epoErBkEwwegkngLBDBUEdcgoDrqBreErLDgnsDonEgBDg B
-hDoBDreBoheBeCCekosH

A debtor must be eligible and may commence a Chapter 11 case by filing a relatively simple 
and straightforward petition with the bankruptcy court. Insolvency is not a requirement 
for the debtor to file a Chapter 11 petition, but the debtor (an individual, partnership or 
corporation) must have a domicile, residence, place of business or property (however de 
minimus) in the United States. 

The filing of a Chapter 11 petition establishes the bankruptcy estate and immediately 
triggers the automatic stay. Creditors cannot take any actions to collect or enforce 
existing judgments or liens against the debtor, and cannot advance any litigation against 
the debtor without permission of the bankruptcy court. Usually, existing management 
remains in control of the management and financial affairs of the debtor’s businesses 
as the ‘debtor-in-possession’. The debtor-in-possession then has several duties under the 
Bankruptcy Code, including to file schedules of all assets and debts, and propose and file 
a plan of reorganisation.

Successful reorganisations

9 ‘E-BDreBkre noErsBkdDssnle BCErBfcrfEsesBECBDBreErLDgnsDonEgBfdDgBDg BhE-BnsBoheB
fdDgBDffrEUe HBVDgBDBreErLDgnsDonEgBfdDgBredeDseBgEgN epoErBfDronesBCrEwBdnDpndnoqB
Dg .BnCBsE.BngB-hDoBknrkcwsoDgkesH
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For successful Chapter 11 plan approval, the plan must meet various criteria, including: 

• it is presented in good faith and is not forbidden by law;

• it categorises all claims and interests into classes, where each class includes 
claimants whose claims are substantially similar; 

• it outlines the treatment for each class of claims or interests, specifying if they are 
impaired or unimpaired; 

• it includes, if at least one class of claims is impaired by the plan, at least one 
accepting class of impaired claims (determined without including acceptances by 
insiders); 

• it provides adequate means for the plan’s implementation; 

• it is ‘feasible’ (ie, not likely to be followed by the need for liquidation or another 
financial reorganisation); and 

• with respect to each impaired class of claims or interest, it provides that each holder 
of a claim or interest in the class either has voted to accept the plan or will receive 
or retain under the plan on account of the claim or interest, property of a value as of 
the effective date of the plan that is not less than the amount that the holder would 
receive or retain if the debtor were liquidated under Chapter 7 of the Bankruptcy 
Code (known as the ‘best interests of creditors test’). 

Under Chapter 11 procedures, creditors are categorised based on the nature of their 
claims, which permits a structured approach to the reorganisation process. They are often 
classified into classes, ranked from highest priority to lowest: 

• secured claims;

• unsecured priority claims;

• unsecured non-priority claims; and 

• equity interests. 

If a creditor possesses multiple claims, each with different rights, the individual claims can 
be classified into different classes. A secured claim holds collateral or a lien on property 
or assets belonging to the debtor. Secured claims may be classified as different classes if 
their collateral or priorities vary significantly. For example, creditors with first liens on assets 
and those with second liens may constitute two different classes. In contrast, an unsecured 
claim is one that does not hold collateral or a lien and are not guaranteed payment, as the 
class will only receive recovery from the debtor’s estate after distributions are made to 
the secured creditors. This can include unsecured priority claims and non-priority claims. 
Examples of unsecured priority claims include administrative expenses incurred during the 
course of the bankruptcy case, tax claims and employee claims. Unsecured non-priority 
claims are usually all grouped together, mixing creditors who do not hold collateral or 
security interests. Equity interests are the holders who possess stock equity or ownership 
in the debtor and often do not obtain a return on their investment. The classification of 
claimants and interest holders allows the bankruptcy court to address the interests of 
different groups in a more organised and fair manner, while facilitating negotiations and 
decisions during the reorganisation process. 
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Unimpaired classes of creditors are treated as having accepted the plan and cannot vote 
on the plan. Unimpaired classes of creditors are creditors whose claims are fully reinstated 
under the bankruptcy plan. Classes that receive no distribution under the plan are similarly 
unable to vote on the plan, as it is considered that they have rejected the plan. Those who 
hold impaired claims or interests have the right to vote on the plan. If the plan has been 
accepted by creditors, in any given class, that hold more than two-thirds in amount and 
more than 50 per cent in number of the allowed claims of the class held by voting creditors, 
the class of claims is considered to have accepted the plan. 

If all impaired voting classes accept the plan, it is approved. If any impaired class rejects 
the plan, as long as one impaired voting class has accepted the plan, the plan can 
potentially still be confirmed through non-insider cramdown. This has certain requirements 
for approval of the plan, including that the plan does not ‘discriminate unfairly’ and is ‘fair 
and equitable’ to each impaired, non-accepting class. The plan must group similar claims 
together and treat them comparably. The plan must uphold the ‘absolute priority rule’ that 
senior claims in dissenting classes must be fully satisfied before junior claims or interests 
can receive or maintain any property under the plan. 

The issue of whether a plan of reorganisation can incorporate releases by creditors and 
other parties in interest in favour of non-debtors, commonly known as third-party releases, 
is a contentious and actively litigated issue. Bankruptcy courts have different standards 
for third-party releases, with some courts allowing them in limited circumstances and 
other courts not allowing them. There are also constitutional concerns related to whether 
bankruptcy courts can order third-party releases. The issue may be addressed by the US 
Supreme Court later in 2023. 

In general, courts only allow third-party releases to the extent they are necessary and fair. 
Most courts have held that ‘deemed releases’, releases by creditors of third parties based 
on the creditor’s unimpairment or failure to elect not to grant a release, are not permissible. 
Courts have generally held that releases and exculpations are permissible for the debtor’s 
officers, directors and other professionals, along with the statutory committees and their 
advisers, for actions and omissions stemming from or connected to the Chapter 11 case 
itself. Significant stakeholders, in certain cases, who contributed substantial consideration 
to the reorganisation (including lenders) and their advisers, may also be released and 
exculpated under a plan. 

The Nondebtor Release Prohibition Act of 2021 was introduced in the US Senate and 
House of Representatives in July 2021, in response to perceived abuse of nondebtor 
releases in opioid and other mass tort bankruptcy cases. If passed, the legislation would 
ban non-consensual third-party releases. At the time of writing, the Senate Judiciary 
Committee is still considering the bill, and the House Judiciary Committee voted that the 
bill be considered by the full House, though a vote has yet to be scheduled.

Involuntary li6uidations

’ ?hDoBDreBoheBreScnrewegosBCErBkre noErsBfdDkngLBDB epoErBngoEBngUEdcgoDrqBdnScn DonEgB
Dg B-hDoBDreBoheBeCCekosHBWgkeBoheBfrEkee ngLBnsBEfege .BDreBohereBwDoernDdB
 nCCeregkesBoEBfrEkee ngLsBEfege BUEdcgoDrndqH

Restructuring & Insolvency 2024  ;  US| EMplore on Lexology

https://www.lexology.com/gtdt/tool/workareas/report/restructuring-and-insolvency/chapter/usa?utm_source=GTDT&utm_medium=pdf&utm_campaign=Restructuring+%26+Insolvency+2024


 RETURN TO SUMMARY

Creditors can initiate an involuntary Chapter 7 liquidation against debtors who otherwise 
would be eligible to file a voluntary case. This excludes certain categories of debtors, 
including farmers, railways and not-for-profit corporations. Typically, the involuntary petition 
requires signatures from three or more creditors that have good faith, non-contingent 
unsecured claims against the debtor totalling at least US$16,750. A single creditor may 
also file a petition for involuntary bankruptcy if they are owed US$16,750 and the debtor 
has fewer than 12 unsecured creditors in total. 

If the debtor contests the involuntary filing, the bankruptcy court will determine if the 
bankruptcy case is appropriate if the debtor is not paying debts as they become due. The 
debtor has the option of converting an involuntary Chapter 7 case into a voluntary Chapter 
7 or voluntary Chapter 11 case. A debtor may prefer a voluntary Chapter 11 to maintain 
some control over the bankruptcy process.

Filing an involuntary petition ‘automatically stays’ most collection actions against the debtor 
or debtor’s property. If the bankruptcy court grants the petition for the Chapter 7 bankruptcy, 
the case will follow the same trajectory as a voluntary Chapter 7 case, in which a trustee is 
appointed to administer the estate and liquidation. However, while the involuntary petition 
is contested, the debtor can continue controlling its business, although the court has 
discretion to appoint an interim trustee for cause. 

The danger for a creditor seeking to place the debtor in involuntary bankruptcy is, if the 
court dismisses the action, the court may award attorney’s fees, costs or damages to the 
debtor.

Involuntary reorganisations

10 ?hDoBDreBoheBreScnrewegosBCErBkre noErsBkEwwegkngLBDgBngUEdcgoDrqBreErLDgnsDonEgB
Dg B-hDoBDreBoheBeCCekosHBWgkeBoheBfrEkee ngLBnsBEfege .BDreBohereBDgqBwDoernDdB
 nCCeregkesBoEBfrEkee ngLsBEfege BUEdcgoDrndqH

To secure involuntary Chapter 11 relief, creditors must satisfy the same requirements as 
those for an involuntary Chapter 7 case. The case then follows the same trajectory of a 
voluntary Chapter 11 case once the court grants the involuntary petition.

Expedited reorganisations

11 iEBfrEke cresBePnsoBCErBePfe noe BreErLDgnsDonEgsB)eL.BzfrefDkaDLe –B
reErLDgnsDonEgsTH

The Bankruptcy Code allows for ‘prepackaged’ reorganisations, where a distressed 
corporation reaches an agreement on the terms of the Chapter 11 plan with its key 
creditors and solicits acceptance for that plan before filing for Chapter 11 relief. Similarly, 
‘pre-arranged’ plans are permissible, in which the debtor negotiates the terms of the 
reorganisation in advance of the bankruptcy, but does not formally solicit actual votes for 
the plan of reorganisation until after filing for Chapter 11 protection. 
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Courts have approved prepackaged plans in as little as one day after the debtor files for 
bankruptcy, but such swift timelines are uncommon. In successful ‘pre-arranged’ cases, 
confirmation of the plan of reorganisation can occur in as little as 60 to 90 days after filing 
the Chapter 11 case.

Unsuccessful reorganisations

12 ‘E-BnsBDBfrEfEse BreErLDgnsDonEgB eCeDoe BDg B-hDoBnsBoheBeCCekoBECBDBreErLDgnsDonEgB
fdDgBgEoBpengLBDffrEUe HB?hDoBnCBoheB epoErBCDndsBoEBferCErwBDBfdDgH

To be approved by the bankruptcy court, the Chapter 11 plan must fulfil the necessary 
confirmation requirements (described previously). If the debtor’s Chapter 11 plan is not 
approved, the debtor will usually propose and solicit a revised plan if within the exclusivity 
period. 

If there is a material default under an approved plan, or the debtor cannot consummate its 
approved plan, the bankruptcy court would likely allow revised or new plans to be submitted 
and solicited. If the court cannot confirm any plan, the Chapter 11 case must either be 
dismissed or converted to Chapter 7.

Corporate procedures

13 (reBohereBkErfErDoeBfrEke cresBCErBoheB nssEdconEgBECBDBkErfErDonEgHB‘E-B EBsckhB
frEkessesBkEgorDsoB-nohBpDgarcfokqBfrEkee ngLsH

Per state law, a corporate entity seeking dissolution has the option to dissolve or liquidate. 
Corporate statutes commonly dictate that after a corporation dissolves, its directors can 
distribute assets to shareholders only once they have discharged or made reasonable 
agreements to pay all creditors. State procedures do not mandate creditors’ committees 
and there is no automatic collective creditor action similar to bankruptcy. Directors and 
officers that dissolve a corporation using state law procedures may face personal liability 
under state law for improper asset distributions or failure to adequately provide for 
creditor claims. In contrast, dissolution or liquidation through a bankruptcy proceeding has 
advantages. This includes the automatic stay of litigation and enforcement proceedings, 
and a court order sanctioning the distribution of assets to creditors. Bankruptcy offers 
heightened clarity to stakeholders and guarantees a stronger layer of liability protection 
for directors and officers. This may come at the expense of more administrative cost, a 
longer timeline and more court oversight.

Conclusion of case

14 ‘E-BDreBdnScn DonEgBDg BreErLDgnsDonEgBkDsesBCErwDddqBkEgkdc e H

Chapter 7 liquidation cases are formally concluded once the trustee has fully liquidated all 
the assets, paid out the available assets to the creditors and filed a final report certifying this 
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with the court. Unless a party objects to the final report, the court discharges the trustee 
of its duties and enters an order closing the case. 

Chapter 11 cases are concluded when the confirmed plan has been consummated 
according to its terms (usually including that all or substantially all the property proposed 
to be transferred has been transferred; the debtor or its successors has assumed 
management of all or substantially all of the property addressed in the plan; and distribution 
of the plan has begun). Once the plan has been confirmed and consummated, the 
reorganised debtor can operate without court oversight. There will then be a final report 
and accounting filed and the bankruptcy court will enter an order closing the case.

INSOLVENCY TESTS AND FILING REQUIREMENTS

Conditions for insolvency

1q ?hDoBnsBoheBoesoBoEB eoerwngeBnCBDB epoErBnsBngsEdUegoH

US courts generally utilise one of two methods for determining insolvency:

• balance-sheet test: insolvent when the value of the entity’s assets is less than the 
value of the entity’s liabilities on a balance-sheet basis; or

• cash-flow test: insolvent when the entity is unable to meet its financial obligations 
as they come due.

The US Bankruptcy Code defines insolvency as the ‘financial condition such that the sum 
of such entity’s debts is greater than all such entity’s property, at a fair valuation’. This is 
a balance-sheet test and it is generally favoured by bankruptcy courts. The Bankruptcy 
Code uses the term ‘insolvent’ with respect to a limited number of concepts – including 
preference claims, fraudulent transfers, set-off rights and reclamation rights. It also contains 
exceptions: a municipality is only insolvent under the Bankruptcy Code if it is not meeting 
its financial obligations as they come due (ie, applying the cash-flow test). Unlike in many 
countries, an entity does not need to meet an insolvency test to file for bankruptcy relief. 
However, recent court decisions have challenged whether a solvent corporation can file for 
bankruptcy to address liabilities. In practice, bankruptcy courts use many valuation metrics 
used by financial professionals to test insolvency when relevant for avoidance litigation or 
other purposes and frequently utilise a combination of insolvency tests.

Mandatory 5ling

18 ’csoBkEwfDgnesBkEwwegkeBngsEdUegkqBfrEkee ngLsBngBfDronkcdDrBknrkcwsoDgkesH

There is no requirement under US law that a company commence a bankruptcy proceeding 
in any circumstance. The board of directors must act in good faith to maximise the value of 
the company and may do so by either commencing a bankruptcy proceeding or pursuing 
alternative reorganisation strategies.
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DIRECTORS AND OFFICERS

Directors– liability j failure to commence proceedings and trading while 
insolvent

17 vCBfrEkee ngLsBDreBgEoBkEwwegke .B-hDoBdnDpndnoqBkDgBrescdoBCErB nrekoErsBDg BE,kersHB
?hDoBDreBoheBkEgseScegkesBCErB nrekoErsBDg BE,kersBnCBDBkEwfDgqBkDrrnesBEgB
pcsngessB-hndeBngsEdUegoH

Directors and officers generally owe fiduciary duties to the corporation and its shareholders. 
However, those fiduciary responsibilities are broadened to encompass the interests of 
creditors, as well as shareholders, when a company is insolvent. As long as the company 
operates in good faith, there are typically no further consequences if it continues its 
business activities while insolvent. Courts generally believe that creditors in such situations 
possess adequate safeguards through their contractual agreements with the company 
along with fraudulent transfer and avoidable transfer laws. Creditors who believe a company 
should be in a bankruptcy proceeding can file an involuntary petition for bankruptcy. 
Secured creditors may also have contractual rights to seize their collateral to the extent 
secured or can pursue judgments against the company.

Directors– liability j other sources of liability

19 (fDroBCrEwBCDndcreBoEBldeBCErBfrEkee ngLs.BDreBkErfErDoeBE,kersBDg B nrekoErsB
fersEgDddqBdnDpdeBCErBohenrBkErfErDonEg–sBEpdnLDonEgsHB(reBoheqBdnDpdeBCErBkErfErDoeB
freNngsEdUegkqBErBfreNreErLDgnsDonEgBDkonEgsHBVDgBoheqBpeBscpAekoBoEBsDgkonEgsBCErB
EoherBreDsEgsH

Under US law, there is no obligation to initiate bankruptcy proceedings when an entity is 
insolvent. Consequently, corporate officers and directors cannot be held personally liable 
for ‘failure to file for proceedings’. 

Officers and directors generally are not personally liable for the debts and liabilities of the 
corporations they serve, as long as they adhered to proper corporate formalities. Similarly, 
unless officers and directors are found to have breached their fiduciary duties, they will not 
face personal liability for actions taken prior to bankruptcy.

Some legal theories may seek to impose the debts of the corporation onto officers and 
directors, including through breach of fiduciary duty claims, or piercing the corporate veil or 
alter-ego theories of liability if an officer or director is also a controlling shareholder. Officers 
or directors classified as ‘control persons’ may bear responsibility for certain state and 
federal payroll taxes. Again, mere insolvency or operation of a corporation while insolvent 
is not grounds for liability. 

Officers and directors may face civil or criminal prosecution for crimes like fraud, securities 
law violations and other offences linked to business conduct.

Directors– liability j defences
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1’ ?hDoB eCegkesBDreBDUDndDpdeBoEB nrekoErsBDg BE,kersBngBoheBkEgoePoBECBDgBngsEdUegkqB
ErBreErLDgnsDonEgH

In the context of insolvency or reorganisation, directors and officers maintain the same 
corporate law defences as they do outside of this framework. Directors and officers have the 
protection of the business judgment rule, which protects directors and officers from suit as 
long as their actions fall within the duty of care and duty of loyalty owed to the corporation. 
The applicable business judgment rule is a matter of non-bankruptcy corporate state law. 
This applies to actions taken when the corporation is insolvent, in determining whether to 
file for bankruptcy protection and during the bankruptcy.

Further, during the bankruptcy case, most actions taken by a director or officer outside the 
ordinary course of business require bankruptcy court approval. Following the order from the 
bankruptcy court will shield the director or officer from liability. These court orders usually 
include determinations that the transactions were undertaken in good faith and in the best 
interests of the debtor and its estate. A reorganisation plan may also include releases and 
exculpations from actions and omissions connected to or arising from the Chapter 11 case 
for directors and officers of the debtor, thus shielding directors and officers.

Shift in directors– duties

20 iEBoheB conesBohDoB nrekoErsBE-eBoEBoheBkErfErDonEgBshnCoBoEBoheBkre noErsB-hegBDgB
ngsEdUegkqBErBreErLDgnsDonEgBfrEkee ngLBnsBdnaedqHB?hegH

When a corporation becomes insolvent or approaches insolvency, directors and officers 
owe fiduciary duties not only to the corporation and its shareholders but to the corporation’s 
creditors as well. The extent to which duties ‘shift’ from the corporation to creditors is a 
matter of state law and varies depending on the state. Many courts have expanded the time 
when directors and officers owe fiduciary duties to creditors to include the period when the 
corporation is in the vicinity of insolvency, the ‘zone of insolvency’. Delaware courts have 
rejected the ‘zone of insolvency’, and instead require that directors and officers must at all 
times maximise value for all stakeholders (continue to exercise their business judgement 
in the best interests of the corporation for the benefit of its shareholders). One result is that 
creditor standing to sue directors and officers for actions taken may shift depending on the 
relevant state law.

Directors– powers after proceedings commence

21 ?hDoBfE-ersBkDgB nrekoErsBDg BE,kersBePerknseBDCoerBdnScn DonEgBErBreErLDgnsDonEgB
frEkee ngLsBDreBkEwwegke Bpq.BErBDLDngso.BohenrBkErfErDonEgH

After the initiation of a Chapter 11 case, directors and officers usually remain in control of 
the management and financial affairs of the business and act as the ‘debtor-in-possession’. 
The debtor-in-possession continues to run the corporation and administer the bankruptcy 
case for the benefit of creditors. Directors and officers maintain their regular powers and 
responsibilities in the ordinary course of business. If the directors and officers want to take 
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any action outside the ordinary course of business, they need to seek bankruptcy court 
approval. 

Bankruptcy courts typically will refrain from intervening in corporate governance decisions 
unless ‘clear abuse’ is demonstrated. The Bankruptcy Code predominantly leaves state 
corporate governance laws unaffected, and bankruptcy courts typically avoid taking sides 
in corporate governance disputes. 

A bankruptcy court has the authority to appoint a Chapter 11 trustee to take control 
of the business from the debtor-in-possession directors and officers ‘for cause’ or if 
the appointment is in ‘the interests of creditors, any equity security holders, and other 
interests of the estate’. Some reasons ‘for cause’ include fraud, incompetence or gross 
mismanagement of the affairs of the debtor by current management. Courts assess 
numerous factors when deciding whether to appoint a trustee, including: 

• The debtor’s trustworthiness; 

• the debtor-in-possession’s past and present performance and prospects for 
rehabilitation; 

• the level  of  confidence of the business community and creditors in present 
management; and 

• the advantages versus costs of appointing a trustee. 

The appointment of a Chapter 11 trustee is a rare exception, rather than standard practice. 

In contrast, an independent trustee is appointed and the board typically resigns in a 
Chapter 7 case. The trustee’s primary purpose in this case is to swiftly collect, liquidate and 
distribute estate property in a manner that aligns with the best interests of involved parties. 
Only in rare cases does a Chapter 7 trustee continue operating the debtor’s business to 
maximise its liquidation value.

MATTERS ARISING IN A LIQUIDATION OR REORGANISATION

Stays of proceedings and moratoria

22 ?hDoBfrEhnpnonEgsBDLDngsoBoheBkEgongcDonEgBECBdeLDdBfrEkee ngLsBErBoheBegCErkewegoB
ECBkdDnwsBpqBkre noErsBDffdqBngBdnScn DonEgsBDg BreErLDgnsDonEgsHBvgB-hDoB
knrkcwsoDgkesBwDqBkre noErsBEpoDngBredneCBCrEwBsckhBfrEhnpnonEgsH

The filing of a petition to initiate a bankruptcy proceeding under Chapter 11 or Chapter 
7 of the Bankruptcy Code (although not a petition for ancillary relief under Chapter 15) 
automatically initiates a stay of all enforcement actions and litigation. There is no need for 
a court order; the stay is automatic upon filing. The automatic stay encompasses nearly all 
creditor actions against the debtor or its estate’s assets. There are some specific statutory 
exceptions to this stay, such as criminal proceedings against the debtor, enforcement of 
governmental police or regulatory powers, a non-debtor’s ability to close out most securities 
and financial contracts and defined actions taken by certain parties. Such defined actions 
include banks temporarily freezing a debtor’s account that owes the institution money and 
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recoupment actions. The automatic stay generally does not stay related creditor actions 
against non-debtor third parties to which the debtor is not a party. 

Upon a creditor’s request, a bankruptcy court can, following notice and a hearing, lift the 
automatic stay to allow a creditor to take certain actions under specific circumstances. 
These include instances where the creditor has demonstrated ‘cause’. One example of 
cause may be if the creditor can show that the stay needs to be lifted to allow the 
creditor to protect its property interest in collateral. Additionally, a secured creditor can 
show the debtor does not have any equity in property (ie, secured claims against the 
property surpass its value), and the property is not necessary for the debtor’s effective 
reorganisation. In this case the court may allow the secured creditor to exercise remedies 
under applicable state law to obtain possession of the property serving as collateral.

Doing business 

23 ?hegBkDgBoheB epoErBkDrrqBEgBpcsngessB crngLBDBdnScn DonEgBErBreErLDgnsDonEgHBvsBDgqB
sfeknDdBoreDowegoBLnUegBoEBkre noErsB-hEBscffdqBLEE sBErBserUnkesBDCoerBoheBldngLHB
?hDoBDreBoheBrEdesBECBoheBkre noErsBDg BoheBkEcroBngBscferUnsngLBoheB epoEr–sBpcsngessB
DkonUnonesH

Debtors in a Chapter 11 bankruptcy, through existing officers and directors, can continue to 
operate their business in the ordinary course unless otherwise ordered by the bankruptcy 
court. There are no specific conditions governing a debtor’s ordinary course of business 
operations and typically, the court does not involve itself in the debtor’s day-to-day 
management. However, the debtor-in-possession assumes the role of an officer of the 
court and is entrusted with a fiduciary duty to safeguard and manage the estate’s assets in 
the best interests of its creditors. If the debtor wants to do something outside the ordinary 
course of its business (for example selling a large asset or business unit), the debtor will 
need court approval. Court approval is also required for the use of a secured lender’s cash 
collateral (without their consent), compromises and settlements and debtor-in-possession 
financing. The court must also grant approval for the debtor to retain and compensate 
professional advisors. Even if court approval is required, the court typically considers the 
debtor’s business judgement. If the court believes the debtor is mismanaging the business 
or is engaged in fraud, it may appoint a Chapter 11 trustee to take control of the business 
affairs. 

Creditors providing goods or services after the petition is filed are typically paid promptly 
for such goods or services. If creditors are not paid immediately, they are entitled to an 
administrative expense claim. Administrative expenses have a high priority over pre-filing 
claims, and typically payment in full of all administrative expense claims is a prerequisite 
for the debtor’s emergence from Chapter 11. 

Official and unofficial committees of creditors, as well as the US Trustee Program (a division 
of the Department of Justice) oversee the debtor throughout the bankruptcy case. The 
creditors and US Trustee Program will review the debtor’s bankruptcy filings and requests 
during the bankruptcy to ensure that the debtor is operating to maximise recoveries for 
creditors. Also, in certain circumstances, the court may appoint an examiner to investigate 
the debtor for claims of fraud, dishonesty, incompetence or severe mismanagement.
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Post-5ling credit

24 ’DqBDB epoErBngBDBdnScn DonEgBErBreErLDgnsDonEgBEpoDngBsekcre BErBcgsekcre BdEDgsBErB
kre noHB?hDoBfrnErnoqBnsBErBkDgBpeBLnUegBoEBsckhBdEDgsBErBkre noH

A debtor in Chapter 11 reorganisation can obtain secured or unsecured loans or credit. The 
most common form of credit for a Chapter 11 debtor is a secured, superpriority loan known 
as debtor-in-possession (DIP) financing or a DIP loan. A DIP loan is typically requested 
early in the bankruptcy case and used by the debtor to finance business operations during 
the pendency of the bankruptcy case. DIP loans are usually secured with collateral and DIP 
creditors have a superpriority status over other creditors. The DIP loans are often provided 
by the debtors existing secured creditors, who allow the superpriority lien to be placed on 
collateral that may already be subject to liens. The DIP loans are structured similarly to 
traditional loans, either as revolving loans or as funded term loans. 

Payment of superpriority DIP loans take precedence over (and thus get paid before) 
administrative expenses and general unsecured claims, except for the payment of 
administrative expenses in a superseding Chapter 7 case. 

A debtor who is unable to get DIP financing from existing secured creditors may ask the 
court to order that DIP financing from a new lender be granted a priming lien on collateral 
that is already subject to the liens of secured creditors. A debtor has a high burden to 
show that such a lien on collateral already subject to a secured creditor lien will not 
disadvantage the existing secured creditor. Senior or equal liens may be granted only if 
the debtor can demonstrate its inability to secure credit through other means, while also 
ensuring adequate protection for the interests of the existing lienholder. For this reason, 
non-consensual priming liens are uncommon.

To the extent a debtor wants to incur debt in the ordinary course of its business (likely 
unsecured debt) it does not need court approval. Any debt incurred outside the ordinary 
course of business requires court approval. 

In Chapter 7 liquidation cases, additional funding is rare. However, a Chapter 7 trustee can 
obtain secured or unsecured loans or credit to run the business during the liquidation with 
court approval.

Sale of assets

2q vgBreErLDgnsDonEgsBDg BdnScn DonEgs.B-hDoBfrEUnsnEgsBDffdqBoEBoheBsDdeBECBsfeknlkB
DsseosBEcoBECBoheBEr ngDrqBkEcrseBECBpcsngessBDg BoEBoheBsDdeBECBoheBegonreBpcsngessB
ECBoheB epoErHBiEesBoheBfcrkhDserBDkScnreBoheBDsseosBzCreeBDg BkdeDr–BECBkdDnwsBErB EB
sEweBdnDpndnonesBfDssB-nohBoheBDsseosH

Section 363 of the Bankruptcy Code governs the sale of assets outside the ordinary 
course of business (the sale of significant assets or all or substantially all of the debtor’s 
business). A debtor must support a proposed sale or use of property with an articulated 
business reason. The business judgement standard used by the court is flexible, and courts 
consider all salient factors pertaining to the proposed sale when determining whether the 
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business justification satisfies the standard. Additionally, a debtor can sell its assets or 
entire business through a Chapter 11 plan. Section 1123 of the Bankruptcy Code governs 
sales under a plan of reorganisation.

Typically, the purchaser of assets in a bankruptcy acquires the assets free and clear of any 
claims or interests. For this reason, asset sales through bankruptcy are often favoured by 
purchasers that want court-ordered assurances that they are purchasing the assets free 
of liabilities. The liabilities or claims can proceed against the estate of the debtor and the 
proceeds of the asset sale. 

Exceptions can exist for certain liabilities such as environmental claims or for future claims 
(where the harm has not yet occurred). For example, future claims related to product liability 
or similar wrongful conduct. Depending on the nature of the asset sale, the wording of the 
sale order or the bankruptcy plan, and the extent to which the purchaser and seller knew 
or should have known of such future claims, future litigants may be able to seek recovery 
from the seller in a bankruptcy sale. Some bankruptcy plans of reorganisation set up trusts 
to pay future claims and include injunctions to block successor liability claims.

Negotiating sale of assets

28 iEesBqEcrBsqsoewBDddE-BCErBzsoDdangLBhErse–Bpn sBngBsDdeBfrEke cresBDg B EesBqEcrB
sqsoewBferwnoBkre noBpn  ngLBngBsDdesH

While not specifically set forth in the Bankruptcy Code, asset sale processes typically 
involve consent approved bidding or sale procedures that may include stalking horse 
bidders. As the initial bidder, the stalking horse often sets the baseline price, contract terms 
and transaction structure. The court initially approves the terms of this stalking horse bid as 
well as the buyer protection provisions like a breakup fee, expense reimbursement fee or 
topping fee. Future bidders generally bid using the transaction structure set by the stalking 
horse bidder. If another ‘qualified bidder’ is accepted, an auction may occur, which typically 
would take place outside of the courtroom. 

The Bankruptcy Code allows credit bidding by secured creditors, and credit bidding is very 
common in bankruptcy asset sales. Secured creditors can bid up to the full amount of 
their secured claims when purchasing debtors’ assets during a bankruptcy case. On rare 
occasions, a court will limit a secured creditor’s ability to credit bid for ‘cause’. Courts may 
limit a secured creditor’s credit bidding rights in cases where the creditor’s lien is not fully 
perfected or where the court finds there has been collusion or fraud. In rare cases, courts 
have restricted credit bidding where the credit bid would hinder the bidding process and 
suppress the sale price. 

Courts generally permit the debtor to determine which bid for assets is the highest and best 
offer, including if that offer is a credit bid. That the credit bidder is an assignee of the original 
secured creditor typically will not impact the assignee’s right to credit bid, unless collusion 
or bad faith is involved.

Re(ection and disclaimer of contracts 
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27 VDgBDB epoErBcg erLEngLBDBdnScn DonEgBErBreErLDgnsDonEgBreAekoBErB nskdDnwBDgB
cgCDUEcrDpdeBkEgorDkoHB(reBohereBkEgorDkosBohDoBwDqBgEoBpeBreAekoe HB?hDoBfrEke creB
nsBCEddE-e BoEBreAekoBDBkEgorDkoBDg B-hDoBnsBoheBeCCekoBECBreAekonEgBEgBoheBEoherBfDroqHB
?hDoBhDffegsBnCBDB epoErBpreDkhesBoheBkEgorDkoBDCoerBoheBngsEdUegkqBkDseBnsBEfege H

Section 365 of the Bankruptcy Code governs the assumption and rejection of executory 
contracts, which generally involve the contracts in which performance obligations remain 
for both the debtor and non-debtor parties. Subject to court approval, a debtor has the 
power to reject nearly any pre-petition executory contract or lease. There are exceptions for 
collective bargaining agreements (union contracts), which can only be rejected or modified 
in accordance with specific rules under section 1113 of the Bankruptcy Code, and for 
certain retiree insurance benefits, which can only be modified or rejected under section 
1114 of the Bankruptcy Code. 

Courts will generally defer to a debtor’s business judgement in whether to reject a contract 
and approve the debtor’s determination unless made in bad faith or abuse of discretion. 

The debtor must assume or reject an executory contract or lease in its entirety. The rejection 
of a contract or lease is treated as a pre-petition breach that gives rise to an unsecured 
claim for damages. Rejection relieves both the debtor and the non-debtor party from 
the obligation of ongoing performance under the contract. If a debtor elects to assume 
a contract, it is obligated to cure any monetary or non-monetary defaults (other than 
the defaults arising from the commencement of the bankruptcy case), compensate the 
non-debtor for actual financial loss caused by the default and assure future performance. 

If a DIP opts to continue receiving benefits from a non-debtor contract counterparty under 
an executory contract while deciding whether to assume or reject the contract, the DIP 
is required to pay for the reasonable value of those services. Consequently, claims from 
contract counterparties who provide goods or services to a DIP under a contract that has 
not been rejected are afforded administrative priority to the extent that the consideration 
was exchanged for the claim during the reorganisation process.

Intellectual property assets 

29 ’DqBDgBvbBdnkegsErBErBE-gerBoerwngDoeBoheB epoEr–sBrnLhoBoEBcseBoheBvbB-hegBDB
dnScn DonEgBErBreErLDgnsDonEgBnsBEfege HBGEB-hDoBePoegoBwDqBvbBrnLhosBLrDgoe Bcg erB
DgBDLreewegoB-nohBoheB epoErBkEgongceBoEBpeBcse H

The automatic stay prevents intellectual property (IP) licensors from terminating debtors’ 
rights to use the licensed intellectual property without court approval. A court order 
is required for non-debtors to terminate debtors’ rights in the licence. Violations of the 
automatic stay result in payment of actual and punitive damages. 

Typically, bankruptcy courts view IP licences as executory contracts, allowing the debtor 
to continue using the IP throughout Chapter 11 proceedings if it continues to make royalty 
payments and complies with other terms outlined in the licence agreement. Debtors 
may assume the licence agreement and continue performance, assume the licence and 
assign to third parties or reject the licence agreement. There may be restrictions on 
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the assumption, or assumption and assignment, of licences by debtors in certain US 
jurisdictions. 

If a debtor is the licensor and decides to reject the IP licence, the licensee may still have 
options to preserve its rights under the IP licence. The licensee can typically preserve the 
licence as it existed before the start of the bankruptcy case provided that the licensee 
continues to make royalty payments and waives any set-off and administrative claims 
arising from the licence agreement.

Personal data 

2’ ?hereBfersEgDdBngCErwDonEgBErBkcsoEwerB DoDBkEddekoe BpqBDBkEwfDgqBngBdnScn DonEgB
ErBreErLDgnsDonEgBnsBUDdcDpde.BDreBohereBDgqBresornkonEgsBngBqEcrBkEcgorqBEgBoheBcseBECB
ohDoBngCErwDonEgBErBnosBorDgsCerBoEBDBfcrkhDserH

The Bankruptcy Code restricts the sale or lease of ‘personally identifiable information’ 
(PII). PII is broadly defined and encompasses information that can be used to identify, 
locate or contact an individual. This information encompasses details like an individual’s 
name, address, contact information, social security number, birth date and similar data. 
Restrictions on the sale of PII may apply if the debtor had a policy in effect on the date of 
the bankruptcy petition that would prohibit the transfer of such information, or if the sale 
would violate relevant non-bankruptcy laws. 

Sometimes, the bankruptcy court will direct the US trustee to appoint a consumer privacy 
ombudsman (CPO) to ensure that PII is appropriately handled. The CPO is an impartial 
individual compensated by the debtor’s estate, and their role is to assist the court in 
evaluating the facts and circumstances surrounding the proposed sale or lease, particularly 
with regard to the potential impact on consumer privacy loss, associated harm and 
cost. This ensures that consumer privacy rights and legal compliance are appropriately 
addressed in the bankruptcy process.

Generally, the court will consider the facts, circumstances and conditions of the sale or 
lease or any PII, and determine whether the sale is permissible and that it does not harm 
the PII individuals or violate relevant non-bankruptcy laws.

Arbitration processes 

30 ‘E-BCreScegodqBnsBDrpnorDonEgBcse BngBdnScn DonEgBErBreErLDgnsDonEgBfrEkee ngLsHB(reB
ohereBkeroDngBoqfesBECB nsfcoesBohDoBwDqBgEoBpeBDrpnorDoe HBVDgB nsfcoesBohDoBDrnseB
DCoerBoheBdnScn DonEgBErBreErLDgnsDonEgBkDseBnsBEfege BpeBDrpnorDoe B-nohBoheBkEgsegoB
ECBoheBfDronesH

If the debtor was party to a binding arbitration agreement before filing for bankruptcy, the 
bankruptcy court will treat it much like any other litigation. The automatic stay prevents 
the continuation of ongoing arbitrations against a debtor that were initiated before the 
bankruptcy filing. A counterparty to an arbitration can request that the court lift the 
automatic stay to continue the arbitration with the debtor and reduce their claim to an 
arbitration judgment that can then be filed as a claim against the debtor’s estate. 
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Even if the debtor is subject to an arbitration agreement, arbitration of certain matters may 
not be permitted by the court. A court may deny arbitration if the dispute is vital to the 
debtor’s reorganisation efforts or if arbitration would conflict with the Bankruptcy Code. For 
example, courts will deny arbitration over fundamental bankruptcy protections, such as the 
automatic stay and the discharge injunction.

Arbitration or mediation of disputes that arise after the liquidation or reorganisation case 
is opened are permitted with the consent of the parties or by order of the bankruptcy 
court. Court-ordered mediation of bankruptcy disputes is more common than court-ordered 
arbitration.

In large and complex Chapter 11 cases, court-approved ADR procedures are often 
customised to address the unique complexities of the case. There are no specific types of 
insolvency disputes categorically exempt from arbitration or mediation. In fact, bankruptcy 
courts can appoint a mediator to facilitate any number of disputes in a bankruptcy case, 
from litigation matters to issues concerning a reorganisation plan.

CREDITOR REMEDIES

Creditors– enforcement

31 (reBohereBfrEkessesBpqB-hnkhBsEweBErBDddBECBoheBDsseosBECBDBpcsngessBwDqBpeBsen@e B
Ecosn eBECBkEcroBfrEkee ngLsHB‘E-BDreBoheseBfrEkessesBkDrrne BEcoH

Prior  to the commencement of  a bankruptcy proceeding,  article 9 of  the Uniform 
Commercial Code provides methods where creditors with a security interest in collateral 
can repossess or sell collateral. Under some circumstances secured lenders can keep 
collateral in satisfaction of a debt, in other circumstances the secured lender can sell the 
collateral to recoup the debt via a public or private sale. This is referred to as ‘self-help’ 
methods of obtaining recovery on a debt and can only be done if the creditor does not 
‘disturb the peace’ in repossessing the assets, provides reasonable notice of the sale and 
acts in a commercially reasonable manner. Repossession of collateral can also occur with 
the consent of the debtor. If not executed properly self-help is prohibited, and the creditor 
may be found to have committed the tort of conversion.

Once an entity commences a bankruptcy proceeding, creditors must use the bankruptcy 
court procedures to seek recovery of their assets. The commencement of a bankruptcy 
proceeding initiates the automatic stay, which prevents creditors from enforcing judgments 
or otherwise acting against the debtor’s property without permission from the court.

Unsecured credit

32 ?hDoBrewe nesBDreBDUDndDpdeBoEBcgsekcre Bkre noErsHB(reBoheBfrEkessesB n,kcdoBErB
onweNkEgscwngLHB(reBfreNAc LwegoBDooDkhwegosBDUDndDpdeH

Generally, unsecured creditors’ only remedy against a debtor is through the enforcement 
of a court judgment. The timeline of a debt-collection action in courts depends on the 

Restructuring & Insolvency 2024  ;  US| EMplore on Lexology

https://www.lexology.com/gtdt/tool/workareas/report/restructuring-and-insolvency/chapter/usa?utm_source=GTDT&utm_medium=pdf&utm_campaign=Restructuring+%26+Insolvency+2024


 RETURN TO SUMMARY

complexity of the case – they can range from a few months to much longer for complex 
and contested matters. The complexity of the source of the debt will also determine how 
complex or time-consuming enforcement may be. For example, a lender who holds a 
promissory note from the debtor may be able to get a judgment on its debt quickly. In 
certain situations, such as when there is an immediate threat that the debtor may dispose 
of the property or abscond with the property, creditors may also seek a pre-judgment order 
from the court to protect their interest in the property. This can take the form of a writ of 
attachment, an order for garnishment, or an order for replevin. Once an entity commences 
a bankruptcy proceeding, unsecured creditors must use the bankruptcy court procedures 
to seek recovery.

CREDITOR INVOLVEMENT AND PROVING CLAIMS

Creditor participation

33 icrngLBoheBdnScn DonEgBErBreErLDgnsDonEg.B-hDoBgEonkesBDreBLnUegBoEBkre noErsHB?hDoB
weeongLsBDreBhed BDg BhE-BDreBoheqBkDdde HB?hDoBngCErwDonEgBreLDr ngLBoheB
D wngnsorDonEgBECBoheBesoDoe.BnosBDsseosBDg BoheBkdDnwsBDLDngsoBnoBnsBDUDndDpdeBoEB
kre noErsBErBkre noErs–BkEwwnooeesHB?hDoBDreBoheBdnScn DoEr–sBrefErongLBEpdnLDonEgsH

In a liquidation or reorganisation, creditors are provided with notices of several key steps 
in the case, including, but not limited to:

• case commencement: known creditors are mailed notices when the bankruptcy 
case is initiated;

• bar date for filing claims: a debtor, on motion to the bankruptcy court and following 
notice and a hearing, will seek to establish the deadline by which creditors must 
submit their proofs of claim against the debtor. Creditors are notified of the deadline 
to file the ‘proof of claim’, which is an official form evidencing the validity and amount 
of the debt owed to the creditor;

• dates for the meeting of creditors: creditors are informed of the dates for meeting 
of creditors. At this meeting, the creditors may seek to be appointed to an official 
committee of creditors and may have the opportunity to question or examine the 
debtor;

• proposed sale, use or lease of property: plans for the sale, use or lease of assets 
outside the ordinary course of business;

• notice of the disclosure statement, plan of reorganisation, deadline to vote on a plan 
and ballot: the debtor must notify creditors of all materials related to plan solicitation, 
provide a ballot and deadlines for voting; and

• motions or court hearings: creditors may request to be notified of all motions from 
debtors or parties in interest and hearings before the bankruptcy court, including 
motions seeking approval for asset sales, financings, assumption and or rejection 
of contracts and fee applications submitted by debtors and creditors’ committee 
professionals.
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Shortly after a bankruptcy case is filed, the US trustee arranges a meeting between the 
creditors and the debtor to determine whether an official committee of creditors should 
be formed, and if so to form the committee. During the bankruptcy case, the creditors’ 
committee (which is comprised only of unsecured creditors) may meet as often as needed 
and the frequency depends on the size and complexity of the case. In larger cases and 
depending on the status of the case, committees will meet at least once a month to review 
outstanding matters, the progress of the case and strategy.

Numerous reporting obligations are in place. The debtor (or trustee) is required to 
file operating and financial reports that provide details about the debtor’s business 
and financial performance while in bankruptcy. The debtor will file a significant amount 
of information related to its finances and operations on the court docket, which can 
be reviewed by any party. Creditors may be able to view debtors’ monthly operating 
statements to apprise themselves of debtors’ finances. Creditors may also evaluate 
debtors’ management and investigate debtors’ affairs. However, creditors can only make 
recommendations to debtors and are not authorised to exercise control over the debtors’ 
business operations, financial affairs and management. The debtor is also obligated to 
maintain records that document the receipt and disposition of assets. In Chapter 11 
cases, the debtor must report financial information concerning entities in which it holds 
a controlling interest. These reporting obligations ensure transparency and accountability 
throughout the bankruptcy process.

Creditor representation

34 ?hDoBkEwwnooeesBkDgBpeBCErwe B)ErBrefresegoDonUeBkEcgsedBDffEngoe TBDg B-hDoB
fE-ersBErBresfEgsnpndnonesB EBoheqBhDUeHB‘E-BDreBoheqBsedekoe BDg BDffEngoe HB’DqB
oheqBreoDngBD UnsersBDg BhE-BDreBohenrBePfegsesBCcg e H

In Chapter 11 bankruptcy cases, the US trustee is responsible for appointing a committee 
of creditors holding unsecured claims. Additionally, the US trustee has the option to appoint 
additional committees, such as those representing equity holders, mass tort claimants or 
employees. Typically, a committee consists of five to seven members selected from the 
debtor’s 20 largest creditors who have expressed a willingness to serve.

Creditors’ committees act as fiduciaries for unsecured creditors as a whole and perform 
an oversight role. They have the authority to investigate various aspects of the debtor’s 
financial situation and business operations, including its acts, conduct, assets, liabilities, 
financial condition, business operations and any other matter relevant and more, all of 
which are pertinent to the case and the formulation of a reorganisation plan. These 
committees, subject to court approval, can retain legal counsel, financial advisers and other 
professionals, with the debtor paying their approved fees and expenses.

Separately, unofficial or ad hoc committees, representing various interests like secured 
lenders, equity holders, noteholders and trade creditors can also play significant roles in 
the reorganisation process. Ad hoc committees are typically formed by interested parties 
themselves and operate independently. They have the legal standing to present their views 
on most issues within the case, file motions and participate actively in the restructuring 
process. Ad hoc committees commonly engage attorneys and financial advisers. Ad hoc 
committees are not entitled to reimbursement of their expenses unless they can prove 
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they made a substantial contribution to the bankruptcy proceeding, although through the 
negotiating process the debtors may agree to the payment of fees and expenses.

Enforcement of estate–s rights

3q vCBoheBdnScn DoErBhDsBgEBDsseosBoEBfcrsceBDBkdDnw.BwDqBoheBkre noErsBfcrsceBoheBesoDoe–sB
rewe nesHBvCBsE.BoEB-hEwB EBoheBCrcnosBECBoheBrewe nesBpedEgLHBVDgBoheqBpeBDssnLge B
oEBDBohnr BfDroqH

Individual creditors may not pursue remedies on behalf of the debtor. However, the court 
may grant a creditor or a creditors’ committee derivative standing to pursue actions on 
behalf of the debtor or its estate. If granted, litigation proceeds are directed to the estate 
for the benefit of all constituents. Alternatively, the trustee may retain an attorney on a 
contingency fee basis. Under this arrangement the attorney receives a fixed percentage 
of the recovery and the excess reverts to the estate of the debtor. With court approval, a 
debtor’s secured lenders or stakeholders may fund the debtor’s prosecution of a valuable 
estate claim for the benefit of the estate. Proceeds flow to the estate and are distributed to 
creditors in accordance with their claims and priority.

Claims 

38 ‘E-BnsBDBkre noEr–sBkdDnwBscpwnooe BDg B-hDoBDreBoheBonweBdnwnosHB‘E-BDreB
kdDnwsB nsDddE-e BDg BhE-B EesBDBkre noErBDffeDdHBVDgBkdDnwsBCErBkEgongLegoBErB
cgdnScn Doe BDwEcgosBpeBrekELgnse HB(reBohereBfrEUnsnEgsBEgBoheBorDgsCerBECBkdDnwsB
Dg BwcsoBorDgsCersBpeB nskdEse HB‘E-BDreBoheBDwEcgosBECBsckhBkdDnwsB eoerwnge H

Debtors in a bankruptcy case must file schedules of assets and liabilities and classify them 
as ‘disputed’, ‘unliquidated’ or ‘contingent’ where appropriate. Separately, creditors submit 
to the court proofs of claims detailing their claims and rights to receive a distribution from 
the bankruptcy estate. A creditor does not need to file a proof of claim if it believes the 
debtor’s schedule of its claim is accurate. The debtor will file a motion to set a bar date for 
claims and, once approved by the court, send a notice of the bar date to creditors. Creditors 
will have until the bar date to file their proofs of claim. 

Claims are allowed unless the debtor or another interested party objects to the claim. The 
debtor or an interested party may object to the claim for many reasons, including that: 

• the claim is contingent, unliquidated or the amount is incorrect;

• there is a dispute about the validity of the claims;

• the creditor fails to attach adequate supporting documents;

• the creditor files the claim against the wrong entity or debtor; or

• the claim is filed after the bar date. 
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After a party objects to the claim, the creditor must timely respond to the objection. If the 
bankruptcy court upholds an objection to a claim, the claim will be disallowed and not 
subject to recovery. The creditor can usually appeal that decision.

Claims for contingent and unliquidated amounts must be filed before the bar date. The court 
will then either: 

• lift the automatic stay to allow the debtor and creditor to resolve the claim in another 
court (and return to the bankruptcy court with the liquidated judgment amount); 

• hold a trial on the claim within the bankruptcy court; or 

• estimate the claim for voting on the plan of reorganisation. 

Courts estimate claims to reach a reasonable valuation of the claim as of the date of the 
bankruptcy filing and are bound by non-bankruptcy law governing the claim when making 
an evaluation. 

Unless the court orders otherwise, parties may freely transfer bankruptcy claims. Such 
transactions are private transactions between buyers and sellers that courts rarely interfere 
with. For claims not based on publicly traded securities, the Federal Rules of Bankruptcy 
Procedure require a transferee to file evidence of the transfer of a claim, typically in the 
form of an assignment of claim. Any objection to the transfer must be filed within 21 
days of mailing the notice to the transferor. In the absence of an objection, the transfer 
is valid. A valid claim acquired at a discount is enforced at its full value, and not the 
discounted purchase price. An exception to this rule is bond debt acquired with an original 
issue discount, a portion of which may be treated as unmatured post-petition interest. The 
Bankruptcy Code disallows claims for unmatured post-petition interest unless the creditor 
claiming the interest is a secured creditor, the value of whose security exceeds its claims, 
or the estates are solvent and can pay unsecured claims in full.

Set-off and netting

37 GEB-hDoBePoegoBwDqBkre noErsBePerknseBrnLhosBECBseoNECCBErBgeoongLBngBDBdnScn DonEgBErBngB
DBreErLDgnsDonEgHBVDgBkre noErsBpeB efrnUe BECBoheBrnLhoBECBseoNECCBenoherBoewfErDrndqB
ErBferwDgegodqH

Creditors’ set-off rights are explicitly protected under section 553 of the Bankruptcy Code. 
Typically, creditors holding collateral subject to set-off rights are treated as secured claims 
under the Bankruptcy Code. Creditors must seek relief from the automatic stay before 
executing a set-off. 

Creditors may exercise their set-off rights in bankruptcy provided: 

• there is mutuality (meaning the parties, their rights and capacity are the same); 

• both debts arose at the same time in the bankruptcy process (either prepetition or 
postpetition but not both); and

• both debts are valid and enforceable. 
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Courts generally prohibit triangular set-off arrangements (ie, those between more than two 
parties) for lack of mutuality. 

Also, the Bankruptcy Code does not recognise set-off if the creditor asserting the right 
acquired the claim against the debtor from another creditor either after the debtor’s 
bankruptcy filing or within 90 days before the filing when the debtor was insolvent. There 
are also limitations on the recovery of specific preferential set-offs made within the 90 days 
immediately preceding the debtor’s bankruptcy filing.

Modifying creditors– rights

39 ’DqBoheBkEcroBkhDgLeBoheBrDgaB)frnErnoqTBECBDBkre noEr–sBkdDnwHBvCBsE.B-hDoBDreBoheB
LrEcg sBCErB EngLBsEBDg BhE-BCreScegodqB EesBohnsBEkkcrH

The  court  has  the  authority  to  alter  the  treatment  of  creditors’  claims  through 
several mechanisms, including equitable subordination, recharacterisation and substantive 
consolidation. While these remedies are available, they are rarely invoked. 

• Equitable subordination: equitable subordination involves lowering the priority of a 
creditor’s claim below claims of other creditors. This is typically done when there is 
evidence of wrongful conduct by the claim holder that harms other creditors.

• Recharacterisation: recharacterisation focuses on the economic substance of a 
claim rather than its formal classification. Upon examination of the mechanics of 
the transaction, the bankruptcy court may reclassify debt as equity if a purported 
claim lacks the typical characteristics of debt and functions more like equity. Courts 
will exercise their authority to recharacterise to prevent equity holders from shifting 
the risk of equity ownership to the debtor’s other creditors. 

• Substantive consolidation: substantive consolidation allows the court to combine 
the assets and liabilities of two or more related entities in bankruptcy. It effectively 
merges the estates into one consolidated entity so that creditors have claims against 
the same combined pool of assets. This process aims to eliminate disparities in 
prioritisation and recovery among claimants of affiliated entities by merging their 
assets and liabilities.

Additionally, some courts have asserted the authority to disallow claims on equitable 
grounds, but such actions are typically considered rare and undertaken in exceptional 
circumstances.

Priority claims

3’ (fDroBCrEwBewfdEqeeNredDoe BkdDnws.B-hDoBDreBoheBwDAErBfrnUndeLe BDg BfrnErnoqBkdDnwsB
ngBdnScn DonEgsBDg BreErLDgnsDonEgsHB?hnkhBhDUeBfrnErnoqBEUerBsekcre Bkre noErsH

In both liquidations and reorganisations, certain non-employee-related unsecured claims 
are entitled to priority treatment. These include, but are not limited to:
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• expenses of administering the debtor’s estate: this category covers the costs 
associated with managing the debtor’s estate, including administrative expenses, 
goods and services purchased by the debtor during the pendency of the bankruptcy 
case, and judicial fees;

• certain goods sold to the debtor: claims for the value of goods received by the debtor 
up to 20 days before the filing of the bankruptcy case, provided these goods were 
sold to the debtor in the ordinary course of its business;

• claims arising during the involuntary gap period: the ‘involuntary gap period’ spans 
from the time an involuntary petition is filed against a debtor until the court enters 
an order granting the involuntary petition and putting the debtor into bankruptcy;

• consumer deposits: claims for certain types of consumer deposits, subject to a 
statutory cap;

• taxes and customs duties: claims for taxes and customs duties, as well as related 
liabilities assessed within a specific pre-petition time frame; and

• depository institution capital-maintenance commitments: certain claims arising from 
the debtor’s depository institution.

Except for priming liens approved in connection with debtor-in-possession financing, only 
claims directly related to the preservation or disposition of a secured creditor’s collateral, 
to the extent it benefits the secured creditor, take priority over a secured creditor’s lien.

Employment-related liabilities 

40 ?hDoBewfdEqeeBkdDnwsBDrnseB-hereBewfdEqees–BkEgorDkosBDreBoerwngDoe B crngLBDB
resorckocrngLBErBdnScn DonEgHB?hDoBDreBoheBfrEke cresBCErBoerwngDonEgHB)(reBewfdEqeeB
kdDnwsBDsBDB-hEdeBngkreDse B-hereBdDrLeBgcwpersBECBewfdEqees–BkEgorDkosBDreB
oerwngDoe BErB-hereBoheBpcsngessBkeDsesBEferDonEgsHT

Generally, non-bankruptcy law governs employee claims for termination. Claims such 
as those for wrongful termination, severance or unpaid wages would be made under 
applicable state contract and labour law, regardless of whether termination occurred before 
or during the bankruptcy case. Employees of the debtor may have a priority claim for 
pre-petition wages, commissions, vacation, severance and sick leave earned within six 
months of the filing date, up to a capped amount. Similarly, non-bankruptcy labour law, 
including the federal Worker Adjustment and Retraining Notification Act, may impose 
damages or fines on a company for terminating large numbers of employees without 
adequate notice. 

Often debtors will file a motion at the beginning of the case requesting explicit permission 
from the court to continue paying wages. Employee wages earned post-petition, or claims 
that arise post-petition, are generally administrative expenses with a high priority. Special 
provisions exist for terminating collective bargaining agreements and qualified employee 
pension plans, or for modifying certain retiree benefits.
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Pension claims

41 ?hDoBrewe nesBePnsoBCErBfegsnEgNredDoe BkdDnwsBDLDngsoBewfdEqersBngBngsEdUegkqBErB
reErLDgnsDonEgBfrEkee ngLsBDg B-hDoBfrnErnonesBDooDkhBoEBsckhBkdDnwsH

Most private-sector pension plans are governed by the Employee Retirement Income 
Security Act (ERISA), a federal statute. ERISA requires minimum funding levels for qualified 
registered employee pension plans. The Pension Benefit Guaranty Corporation (PBGC) 
is the federal agency responsible for enforcing ERISA and managing the mandatory 
government insurance programme that protects covered pensions. In addition, section 
1113 of the Bankruptcy Code provides the exclusive means by which a Chapter 11 debtor 
can assume, reject or modify a collective bargaining agreement, including any additional 
pension related obligations under the agreement. 

ERISA allows the bankruptcy court some flexibility to order modifications in pension 
plans to the extent required for the debtor’s reorganisation. If  a debtor terminates 
an ERISA-governed pension plan in bankruptcy, the PBGC may assume the role of 
creditor and pursue claims for both the amount of any underfunding as well as any 
unpaid contributions. In bankruptcy, the PBGC’s claims for withdrawal liability or unpaid 
pension plan contributions are considered generally pre-petition unsecured claims without 
priority treatment. Unpaid pension contributions incurred post-petition, but before plan 
termination, may be treated as administrative expense priority claims. Section 507(a)(5) of 
the Bankruptcy Code grants priority to claims up to a limited statutory cap for pre-petition 
contributions to employee benefit plans.

Unlike private-sector  pensions,  public  pensions (ie,  those sponsored by states or 
municipalities) are governed by state and local law, not ERISA. Public pension benefits 
have constitutional limits on the public employer’s ability to reduce or modify public pension 
benefits inside and outside of bankruptcy. The extent to which a municipality can utilise 
Chapter 9 to modify its public pension obligations is largely untested.

Environmental problems and liabilities

42 ?hereBohereBDreBegUnrEgwegoDdBfrEpdews.B-hEBnsBresfEgsnpdeBCErBkEgorEddngLBoheB
egUnrEgwegoDdBfrEpdewBDg BCErBrewe nDongLBoheB DwDLeBkDcse HB(reBDgqBECBoheseB
dnDpndnonesBnwfEse BEgBoheBngsEdUegkqBD wngnsorDoErBfersEgDddq.Bsekcre BErBcgsekcre B
kre noErs.BoheB epoEr–sBE,kersBDg B nrekoErs.BErBEgBohnr BfDronesH

Debtors must abide by all applicable environmental laws and regulations before and 
after bankruptcy. The exercise of the government’s police power to enforce such laws 
and regulations is generally not constrained by the bankruptcy. Thus, a company that 
owns environmentally contaminated property cannot use bankruptcy as an excuse to 
circumvent its obligations. It must remediate the property in accordance with applicable 
laws, regulations, consent decrees, judgments and similar requirements. Furthermore, 
an owner-operator of contaminated property may not be able to escape owner-operator 
liability after emerging from bankruptcy subject to applicable environmental laws.
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Generally, claims by the government and potentially responsible third parties to recover 
the cost of remediation work on sites formerly owned by the debtor and fines and 
penalities associated with pre-filing violations of regulatory requirements are environmental 
obligations that can be discharged in bankruptcy. Statutory reclamation fees for unfunded 
remediation costs, statutory claims that came into effect pre-petition and obligations to 
prevent ongoing harm to human health are non-dischargeable. Whether such claims travel 
with the assets or can be asserted against successor entities or third parties depends 
on the facts of the individual case. However, absent criminal conduct, fraud or other 
misconduct, the debtor’s officers and directors are typically not held personally liable for 
environmental remediation claims.

Liabilities that survive insolvency or reorganisation proceedings

43 iEBDgqBdnDpndnonesBECBDB epoErBscrUnUeBDgBngsEdUegkqBErBDBreErLDgnsDonEgH

Confirmation of a Chapter 11 reorganisation plan typically results in the discharge of 
pre-petition debts. Liquidations that do not result in any ongoing business typically do not 
include a discharge. This includes a Chapter 11 liquidating plan and Chapter 7 liquidation 
bankruptcy cases. In Chapter 7, the debtor’s assets are liquidated and only a corporate 
shell remains for satisfying claims. For individual debtors, bankruptcy generally discharges 
most of their debts, subject to certain statutory exceptions.

Some classes of claims may not be dischargeable, including certain claims for fraud, 
claims related to criminal conduct and, notably, some categories of environmental claims. 
Whether a particular environmental obligation can be discharged in bankruptcy depends 
on if it qualifies as a ‘claim’ under the Bankruptcy Code or if it represents a form of 
injunctive relief that cannot be reduced to a ‘right to payment’. Environmental liabilities that 
constitute a claim (eg, regulatory fines or claims for reimbursement) may be dischargeable 
in bankruptcy. However, remedial obligations (eg, obligations to take action to address 
ongoing pollution regardless of the cost) may not be discharged. The distinction between 
dischargeable and non-dischargeable environmental obligations is often unclear, leading 
to inconsistent case law.

Distributions

44 ‘E-BDg B-hegBDreB nsornpconEgsBwD eBoEBkre noErsBngBdnScn DonEgsBDg B
reErLDgnsDonEgsH

A Chapter 11 plan specifies the time and manner of distributions. A Chapter 7 trustee 
generally does not make distributions until they have liquidated estate assets, including 
completion of any litigation to bring assets into the estate. Interim distributions may be made 
if sufficient liquid assets exist. Payment on account of administrative or priority claims, like 
wage claims or fully secured claims, may be made during the pendency of the case with 
court approval.
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SECURITY

Secured lending and credit )immovablesB

4q ?hDoBfrngknfDdBoqfesBECBsekcrnoqBDreBoDaegBEgBnwwEUDpdeB)reDdTBfrEferoqH

In the United States, mortgages are the most commonly used method to secure interests 
on real property. Pursuant to certain state laws, the borrower may grant a lender a security 
interest in real property via a deed of trust instead of a mortgage, and some states 
also permit security by a land sale contract. The mortgage will need to be filed with the 
appropriate local or state officials to have effect against third parties.

Secured lending and credit )movablesB

48 ?hDoBfrngknfDdBoqfesBECBsekcrnoqBDreBoDaegBEgBwEUDpdeB)fersEgDdTBfrEferoqH

A creditor takes a security interest (or lien) in personal property, which provides the creditor 
with a legal claim to the property. In order to be legally valid, the security interest must attach 
to the collateral, which generally involves the grantor executing a security agreement. 
Certain categories of property may require possession or control for the security interest 
to attach. The creation, attachment and perfection (putting other creditors on notice of the 
security interest so as to secure a priority claim to the collateral) of a security interest of 
most property is governed by the Uniform Commercial Code (UCC). Exceptions include a 
security interest over vehicles (governed by state law), most intellectual property (governed 
by federal law) and aircraft and water vessels (governed by federal law). In general, a 
creditor enters into a security agreement with the debtor over certain personal property. 
The creditor then files a UCC statement in the appropriate recordation office to put others 
on notice of its security in the collateral. This ‘perfects’ the security interest in the collateral 
and gives the creditor greater rights to the collateral than any future claimholders.

CLAWBACK AND RELATED-PARTY TRANSACTIONS

Transactions that may be annulled

47 ?hDoBorDgsDkonEgsBkDgBpeBDggcdde BErBseoBDsn eBngBdnScn DonEgsBDg BreErLDgnsDonEgsB
Dg B-hDoBDreBoheBLrEcg sHB?hEBkDgBDooDkaBsckhBorDgsDkonEgsH

In liquidations and reorganisations, the debtor will attempt to recover assets for the estate 
of the debtor to benefit the creditors of the estate. These claims can be brought by the 
debtor (or trustee) for the estate, or by a creditors’ committee acting on behalf of the estate 
as long as the committee has been specifically authorised by the bankruptcy court. Actions 
to recover pre-petition transfers generally fall into two categories: preferential transfers and 
fraudulent transfers. 

A preferential transfer (a payment or granting of security) is made by a debtor to any 
creditor, on account of antecedent debt, that results in a recovery higher than the creditor 
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would receive if the debtor were liquidating its assets in a liquidation proceeding. The 
look-back period for avoiding a preferential transfer is 90 days prior to the commencement 
of the bankruptcy proceeding for most creditors, and one year for creditors that were 
insiders of the debtor. Preference payments have to be returned to the estate and 
preferential security interests will be deemed invalid. The creditor will then recover on 
account of its debt as all other similarly situated claimants in the bankruptcy proceeding.

There are two types of transfers that can result in a fraudulent transfer:

• a transfer made with the actual intent to hinder, delay or defraud creditors;

• a transfer made for less than reasonably equivalent value where, at the time of the 
transfer, the debtor was either insolvent or rendered insolvent as a result of the 
transfer. 

Some courts have also looked at whether the debtor made the transfer while it had 
unreasonably small capital or if it intended to incur debts beyond its ability to pay. The 
general look-back period for a fraudulent transfer under the United States Bankruptcy Code 
(ie, federal law) is two years, but can be much longer under certain state laws (as long as 
six years).

When preferences or fraudulent transfers are avoided, the transfer is generally unwound 
and either the property itself or its equivalent value reverts to the debtor’s estate. This is 
also referred to as a ‘clawback’. After the transferee returns an avoided transfer, they may 
be granted a claim against the estate for the legitimate amount of their debt.

E6uitable subordination

49 (reBohereBDgqBresornkonEgsBEgBkdDnwsBpqBredDoe BfDronesBErBgEgNDrw–sBdegLohBkre noErsB
)ngkdc ngLBshDrehEd ersTBDLDngsoBkErfErDonEgsBngBngsEdUegkqBErBreErLDgnsDonEgB
frEkee ngLsH

In the United States, bankruptcy courts apply heightened scrutiny to transactions made to 
related parties or ‘insiders’, but such transactions are not per se invalid. An insider of a 
debtor entity is: 

• a director or officer of the debtor; 

• a person in control of the debtor; 

• a partnership in which the debtor is a general partner; 

• a general partner of the debtor; or 

• a relative of any of the above individuals. 

The foregoing list is non-exhaustive, and an insider also includes more generally any 
individual that has a close relationship or control over the debtor such that it cannot be 
said that the transaction was negotiated at arm’s length, though the bar for ‘control’ and 
‘close relationship’ is high. 
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A bankruptcy court has certain tools and discretion to deal with transactions considered 
unfair or value-destructive to the debtor. The heightened scrutiny applied to an insider 
transaction means insider transactions are more susceptible to the following risks:

• equitable subordination: the bankruptcy court can subordinate the insider-creditors’ 
claims to similarly situated claims if doing so would remedy misconduct; and

• recharacterisation:  the  bankruptcy  court  can  recharacterise  debt  from  an 
insider-creditor as equity (which has a lower priority recovery) if a debt claim more 
closely resembles equity.

Insider  status  is  an  important  factor  for  both  an  equitable  subordination  and 
recharacterisation claim.

Additionally, transactions with insiders can have further impacts on the bankruptcy 
proceeding. Insider transactions are subject to a longer look-back period for preferential 
transfers (one year as opposed to 90 days). Pre-petition transfers to insiders can be 
considered fraudulent transfers if made under an employment contract not in the ordinary 
course of business, even if the debtor was solvent at the time of transfer. If insiders 
participate in a sale of the debtor’s assets, the transactions are more closely scrutinised 
for fairness and ensuring no special preference was given to the insider. Insider votes are 
also not counted to accept a Chapter 11 plan (confirmation of which requires the affirmative 
vote of at least one class of impaired, non-insider creditors) – the debtor must obtain a vote 
from non-insiders to ensure fairness.

Lender liability

4’ (reBohereBDgqBknrkcwsoDgkesB-hereBdeg ersBkEcd BpeBhed BdnDpdeBCErBoheBngsEdUegkqBECB
DB epoErH

Under US law lenders cannot be held directly liable for the insolvency of debtors. However, 
there are circumstances under which lenders can be held liable for harm related to the 
ultimate insolvency of the debtors. For example, if the lender is exercising excessive control 
over the borrower, fiduciary duties may be applied to the lender and the lender may be 
found liable for violating the duty of loyalty by acting in self-interest. A lender exercising too 
much control over the borrower can also be held liable under breach of contract claims, 
and tort claims such as duress, fraud or tortious interference, if the lender’s actions caused 
the debtor’s insolvency. 

Lenders face a variety of consequences if found liable: in a bankruptcy proceeding, 
their claim may be invalidated or equitably subordinated to the claims of the other 
creditors. Outside of a bankruptcy proceeding (or in an adversary proceeding following 
commencement of the bankruptcy case), lenders may owe damages.

GROUPS OF COMPANIES

Groups of companies
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q0 vgB-hnkhBknrkcwsoDgkesBkDgBDBfDregoBErBD,dnDoe BkErfErDonEgBpeBresfEgsnpdeBCErBoheB
dnDpndnonesBECBscpsn nDrnesBErBD,dnDoesH

In the United States, a parent or affiliated entity is generally not liable for the actions or 
debt of other affiliated entities unless a court orders that there was an agency relationship, 
an alter ego relationship or successor liability that serves to impose liability on the parent 
or affiliate. There may also be a contractual obligation, such as a guarantee agreement 
or contractual language implicating affiliated entities. Furthermore, absent a specific 
agreement to the contrary, affiliated entities do not share assets or liabilities – thus, 
recovery is generally limited to the assets of the indebted entities. 

Parent entities can be held liable for the debts of a subsidiary under certain state laws, as 
well as under the common law theories of: 

• alter ego, where the court finds that the subsidiary lacks a separate identity from the 
parent; 

• piercing the corporate veil, the remedy in which a court can order a parent pay the 
debts of the subsidiary where the subsidiary is the alter ego of the parent or where 
the parent closely controls the subsidiary; 

• single business enterprise, where the court finds that the actions of the enterprises 
are sufficiently intertwined to blur the lines between the multiple entities; and 

• agency, where the subsidiary was acting on behalf of the parent entity.

The legal standards under all the various statutes and theories for holding a parent entity 
liable for the debts of its subsidiary are dependent on each cause of action, but they share 
the following basic elements:

• a showing that the activities of the two entities are closely connected such that the 
parent effectively controls the subsidiary;

• a showing of improper conduct; and

• that the improper connection caused some level of harm or loss to the entity. 

In a bankruptcy case, the bankruptcy court can use substantive consolidation to combine 
the assets and liabilities of all debtor entities. Creditors can seek an ‘offensive’ substantive 
consolidation where, if there is substantial overlap between the identity of the entities 
and there would be sufficient harm but for consolidation, the assets and liabilities of 
multiple entities are pooled for the benefit of creditors. This remedy is granted only in 
extraordinarily rare circumstances. Occasionally, the bankruptcy court can also decide to 
substantively consolidate the assets and liabilities of multiple debtor entities for efficiency in 
overseeing the proceedings. Generally, a court considers the following factors in deciding 
to substantively consolidate entities:

• whether the entities have separately identified their assets and liabilities;

• whether each entity is adequately capitalised;

• whether transactions between entities are made at arm’s length; and

• whether benefits of substantive consolidation outweigh the harms.
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Combining parent and subsidiary proceedings

q1 vgBfrEkee ngLsBngUEdUngLBDBkErfErDoeBLrEcf.BDreBoheBfrEkee ngLsBpqBoheBfDregoBDg BnosB
scpsn nDrnesBkEwpnge BCErBD wngnsorDonUeBfcrfEsesHB’DqBoheBDsseosBDg BdnDpndnonesBECB
oheBkEwfDgnesBpeBfEEde BCErB nsornpconEgBfcrfEsesH

In a US bankruptcy proceeding, the proceedings of entities in one corporate group can be 
combined for both administrative and substantive purposes. Administrative consolidation 
in bankruptcy allows the court to conduct proceedings over all the debtor entities at once, 
but the assets and liabilities remain separate. Debtors routinely request administrative 
consolidation as it makes the bankruptcy proceeding more efficient. Conversely, the 
bankruptcy court can substantively consolidate the proceedings of a corporate group using 
its equitable powers, which causes the assets and liabilities to pool together. Sometimes 
substantive consolidation is requested by the debtor for administrative convenience; at 
other times, it is requested by creditors to remedy a harm. The test a bankruptcy court 
uses to decide whether a proceeding should be substantively consolidated depends on 
the jurisdiction, but there are four common factors:

• whether the entities have separately identified their assets and liabilities;

• whether each entity is adequately capitalised;

• whether transactions between entities are made at arm’s length; and

• whether benefits of substantive consolidation outweigh the harms.

INTERNATIONAL CASES

Recognition of foreign (udgments

q2 (reBCErenLgBAc LwegosBErBEr ersBrekELgnse .BDg BngB-hDoBknrkcwsoDgkesHBvsBqEcrB
kEcgorqBDBsnLgDoErqBoEBDBoreDoqBEgBngoergDonEgDdBngsEdUegkqBErBEgBoheBrekELgnonEgBECB
CErenLgBAc LwegosH

US courts grant strong deference to foreign judgments, though in general US courts will not 
recognise penal judgments of other countries, nor judgments for fines or taxes. Judgment 
recognition and enforcement is typically state-law dependant, though most state laws are 
modelled after the Uniform Foreign-Country Money Judgments Recognition Act and rely 
on the common law principles of comity. Chapter 15 of the Bankruptcy Code recognises 
foreign insolvency proceedings and regularly enforces foreign insolvency judgments and 
orders. The United States is not a signatory to any treaties or conventions pertaining to the 
recognition or enforcement of foreign judgments.

UNCITRAL Model Laws

q3
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‘DUeBDgqBECBoheBMRVvGj(tB’E edBtD-sBEgBVrEssNuEr erBvgsEdUegkqBpeegBD Efoe B
ErBnsBD EfonEgBcg erBkEgsn erDonEgBngBqEcrBkEcgorqH

The United States has adopted the UNCITRAL Cross-Border Insolvency Model Law, with 
some modifications, as Chapter 15 of the Bankruptcy Code. As of this publication, the 
United States has not adopted the Model Law on Enterprise Group Insolvency or the Model 
Law on Recognition and Enforcement of Insolvency-Related Judgments. In a Chapter 
15 proceeding (an ancillary proceeding to the insolvency proceeding commenced by the 
debtor in a foreign court), the US bankruptcy court recognises the foreign insolvency 
proceeding and grants various rights and remedies available under the Bankruptcy Code 
to a ‘foreign representative’ of the foreign entity with respect to the debtor’s assets and 
operations in the United States. This includes granting the foreign representative the ability 
to: 

• administer and potentially distribute the assets of the foreign debtor; 

• conduct discovery in the United States; 

• impose a stay with respect to debtor’s property in the United States; and 

• operate the debtor’s US business. 

The foreign creditors of the debtor are also granted the right to participate in the US 
bankruptcy proceeding.

Foreign creditors

q4 ‘E-BDreBCErenLgBkre noErsB eDdoB-nohBngBdnScn DonEgsBDg BreErLDgnsDonEgsH

Foreign creditors are typically offered the same rights and protections in a US bankruptcy 
as domestic creditors.

Cross-border transfers of assets under administration

qq ’DqBDsseosBpeBorDgsCerre BCrEwBDgBD wngnsorDonEgBngBqEcrBkEcgorqBoEBDgB
D wngnsorDonEgBECBoheBsDweBkEwfDgqBErBDgEoherBLrEcfBkEwfDgqBngBDgEoherBkEcgorqH

Chapter 15 of the Bankruptcy Code allows the US bankruptcy court to recognise and 
enforce a foreign insolvency proceeding and subsequently grant the foreign representative 
the ability to realise, administer and distribute the debtor’s assets that exist within US 
jurisdiction, as long as the US court is satisfied that in doing so the interests of US creditors 
are protected. In certain circumstances, a majority of US courts will permit the use of 
non-debtor assets to satisfy the debts of a debtor (through the process of substantive 
consolidation). This remedy is not frequently granted, but if under consideration, the 
bankruptcy court will weigh the benefit to the creditors of consolidating assets against the 
harm posed to the debtors.
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COMI

q8 ?hDoBoesoBnsBcse BngBqEcrBAcrns nkonEgBoEB eoerwngeBoheBVW’vB)kegoreBECBwDngBngoeresosTB
ECBDB epoErBkEwfDgqBErBLrEcfBECBkEwfDgnesHBvsBohereBDBoesoBCEr.BErBDgqBePfernegkeB
-noh.B eoerwngngLBoheBVW’vBECBDBkErfErDoeBLrEcfBECBkEwfDgnesBngBqEcrBAcrns nkonEgH

The centre of main interests (COMI) concept is not expressly defined in the Bankruptcy 
Code, though it is used in Chapter 15 cases to determine whether the foreign insolvency 
proceeding is a ‘foreign main proceeding’ or a ‘foreign non main proceeding’ (an important 
distinction, as the standard to obtain a stay is much lower in the former, but the bankruptcy 
court has discretion to grant the automatic stay in the latter). The Bankruptcy Code states 
that the location of the debtor’s registered office is presumed to be the debtor’s COMI, 
absent evidence to the contrary. The bankruptcy court considers a number of factors as 
evidence when determining the debtor’s COMI, including: 

• the location of the headquarters of the debtor; 

• the location of the managers; 

• key employees or others who control the debtor’s activities; 

• the location of a substantial amount of the debtor’s creditors; 

• the jurisdiction of law that applies to most of the debtor’s disputes; 

• the location to which the debtor’s activities are generally directed and controlled 
from; and 

• the location of other relevant activities (such as where liquidation activities have 
taken place or where administrative functions occur). 

COMI is determined as of the Chapter 15 petition date.

The Bankruptcy Code does not address the COMI of a corporate group of debtors. Some, 
but not all, US bankruptcy courts rely on a ‘nerve centre’ or ‘principal place of business’ test 
(a test used for determining the ‘home’ of an entity that operates in many jurisdictions for 
purposes of determining general jurisdiction) to determine the COMI of a corporate group 
for Chapter 15 purposes. The nerve centre is generally the location where the officers (or 
other individuals in control of the company) ‘direct, control, and coordinate the corporation’s 
activities’. In practice, this is often the entity’s headquarters, but not always. For example, if 
most of the business activities of the entity takes place in one location and the headquarters 
is used merely for hosting occasional meetings, then the nerve centre would be the location 
where most of the entity’s activity is concentrated. An entity only has one nerve centre, 
and thus it can be difficult to pinpoint where the operations of an entity are centralised if 
an entity has significant operations in multiple jurisdictions. Not all US bankruptcy courts 
use the nerve centre test, and US law for determining the COMI of a corporate group is 
dependent on the jurisdiction of the bankruptcy case. How bankruptcy courts in Chapter 
15 cases interpret COMI is a constantly evolving.

Cross-border cooperation
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q7 iEesBqEcrBkEcgorq–sBsqsoewBfrEUn eBCErBrekELgnonEgBECBCErenLgBngsEdUegkqB
frEkee ngLsBDg BCErBkEEferDonEgBpeo-eegB EwesonkBDg BCErenLgBkEcrosBDg B
 EwesonkBDg BCErenLgBngsEdUegkqBD wngnsorDoErsBngBkrEssNpEr erBngsEdUegknesBDg B
resorckocrngLsHB‘DUeBkEcrosBngBqEcrBkEcgorqBreCcse BoEBrekELgnseBCErenLgBfrEkee ngLsB
ErBoEBkEEferDoeB-nohBCErenLgBkEcrosBDg .BnCBsE.BEgB-hDoBLrEcg sH

The primary objectives of  Chapter  15 of  the Bankruptcy Code include promoting 
cooperation between US courts and foreign courts in insolvency proceedings and providing 
a mechanism for fair and efficient distribution of assets in cross-border insolvencies. There 
are three basic requirements for a US court to recognise a foreign insolvency proceeding:

• the foreign proceeding must meet the Bankruptcy Code’s definition of foreign 
proceeding;

• a foreign representative (the administrator or trustee of the foreign insolvency 
proceeding) meets the Bankruptcy Code’s requirements for a foreign representative 
and applies for recognition; and

• the petition for Chapter 15 meets the Bankruptcy Code’s procedural requirements. 

The first requirement, that the foreign proceeding must be a proper foreign proceeding, is 
broken out into two types of proceedings: a foreign main proceeding, in which the debtor’s 
COMI is the country where the foreign proceeding is pending, and a foreign non-main 
proceeding, in which the debtor’s insolvency is proceeding in a jurisdiction where the debtor 
is established but is not the debtor’s COMI.

The Bankruptcy Code allows for broad deference to recognising foreign insolvency 
proceedings. Generally, recognition is denied only in situations where the bankruptcy 
court determines the foreign proceeding is neither a main nor non-main proceeding. Once 
the foreign proceeding is recognised, the US court grants comity and any available and 
necessary relief to the foreign representative, absent a showing that granting such relief 
would be manifestly contrary to the public policy of the United States. The public policy 
exception is narrowly tailored and rarely invoked. A US bankruptcy court may invoke the 
public policy exception where:

• the foreign proceeding was procedurally unfair; or

• the Chapter 15 relief, if granted, would severely violate a US constitutional or 
statutory right, or otherwise frustrate the court’s ability to carry out the purpose of 
the Chapter 15 proceeding.

The public policy exception is only upheld in extreme circumstances. For example, a US 
court refused to recognise foreign proceedings where the Chapter 15 proceeding was 
commenced exclusively for gaining access to a debtor’s email account stored on a US 
server, which violated US criminal law and goes beyond the rights given to debtors under 
US bankruptcy law. Another US court refused to recognise a foreign proceeding in Chapter 
15 where the foreign receivers were appointed in violation of a Chapter 11 automatic stay 
imposed by the same court against the same debtors. Similarly, US courts have refused 
to grant relief with respect to the debtor’s US assets in Chapter 15 proceedings where the 
foreign representative requested relief that would not be available under US law, such as 
extinguishing the guarantee claims of certain objecting creditors or allowing the debtor to 
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reject licences to the detriment of the licensee. In most Chapter 15 cases, the bankruptcy 
court endeavours to promote cross-border cooperation in insolvency proceedings and to 
effectuate the legitimate outcomes of a foreign insolvency proceeding.

Cross-border insolvency protocols and (oint court hearings

q9 vgBkrEssNpEr erBkDses.BhDUeBoheBkEcrosBngBqEcrBkEcgorqBegoere BngoEBkrEssNpEr erB
ngsEdUegkqBfrEoEkEdsBErBEoherBDrrDgLewegosBoEBkEEr ngDoeBfrEkee ngLsB-nohBkEcrosB
ngBEoherBkEcgornesHB‘DUeBkEcrosBngBqEcrBkEcgorqBkEwwcgnkDoe BErBhed BAEngoBheDrngLsB
-nohBkEcrosBngBEoherBkEcgornesBngBkrEssNpEr erBkDsesHBvCBsE.B-nohB-hnkhBEoherB
kEcgornesH

Bankruptcy courts will enter orders establishing new protocols particular to the case in 
front of the court. Certain US bankruptcy courts, including the US Bankruptcy Court 
for the District of Delaware and the US Bankruptcy Court for the Southern District of 
New York (which handle a high volume of the US bankruptcy cases), have implemented 
formal Guidelines for Communication and Cooperation between Courts in Cross-Border 
Insolvency Matters – a set of guidelines promulgated by judges from jurisdictions 
around the world, including Australia, Bermuda, Canada, the Cayman Islands, Singapore, 
the United Kingdom and the United States. The formal guidelines establish a set of 
standardised procedures, including rules for holding joint hearings or properly consulting 
with other courts to resolve disputes to help further the goals of cooperation and comity 
among jurisdictions.

Winding-up of foreign companies

q’ ?hDoBnsBoheBePoegoBECBqEcrBkEcros–BfE-ersBoEBEr erBoheB-ng ngLNcfBECBCErenLgB
kEwfDgnesB EngLBpcsngessBngBqEcrBAcrns nkonEgH

A US bankruptcy court can wind up the US business operations of a foreign company 
if it has jurisdiction over the entity – either through a domestic Chapter 11 proceeding 
or a Chapter 15 bankruptcy proceeding. There are several ways a US bankruptcy court 
can obtain jurisdiction over a foreign entity such that the court can order the winding up 
of the foreign entity’s business. A foreign entity conducting business in the United States 
is eligible to be a Chapter 11 debtor as long as the foreign entity owns property in the 
United States (subject to a few exceptions). The property requirement is easily satisfied, 
such as by maintaining funds in a US bank account, and the debtor test is applicable in 
both voluntary and involuntary bankruptcies of foreign entities. Once in Chapter 11, the 
US bankruptcy court has jurisdiction over the debtor to wind up the foreign debtor’s US 
business operations. Furthermore, Chapter 15 of the Bankruptcy Code provides that the 
foreign representative may seek an order from the US bankruptcy court granting relief to 
the foreign representative to wind up the US business of a foreign entity. 

Although it is relatively easy for foreign entities to be subject to the US bankruptcy 
court’s jurisdiction, there are safeguards in place that allow a bankruptcy court to dismiss 
an improperly filed case. For example, a bankruptcy court may dismiss a bankruptcy 
proceeding if it finds that the best interests of the creditors and the debtor, or the purposes 
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of Chapter 15, would be better served by dismissal. Common law doctrines, such as forum 
non conveniens (a court’s power to decline to exercise jurisdiction over a proceeding where 
another court or forum is more convenient for the parties and the source of the dispute) or 
the principles of comity also grant the court the power to dismiss a proceeding in certain 
circumstances where the interests of the parties are best served by a proceeding in another 
jurisdiction. Of course, the extraterritorial authority of US courts to enforce their orders in 
foreign countries is a matter of international law. 

Bankruptcy courts will wind up a business as the final stage of the bankruptcy proceeding 
following a liquidation (in which the bankruptcy court will oversee a sale of assets to make 
payments to the entity’s creditors or other interested parties). Bankruptcy courts rely on 
non-bankruptcy corporate law principles to formally wind up an entity, which generally vary 
by state.

UPDATE AND TRENDS

Trends and reforms

80 (reBohereBDgqBewerLngLBoreg sBErBhEoBoEfnksBngBoheBdD-BECBngsEdUegkqBDg B
resorckocrngLHBvsBohereBDgqBge-BErBfeg ngLBdeLnsdDonEgBDCCekongLB EwesonkB
pDgarcfokqBfrEke cres.BngoergDonEgDdBpDgarcfokqBkEEferDonEgBErBrekELgnonEgBECB
CErenLgBAc LwegosBDg BEr ersH

The ongoing high interest rate environment and supply-chain issues, in conjunction with 
tight liquidity markets, have led to a markedv uptick in US bankruptcy filings for 2023. Cases 
with at least US$100 million in liabilities are at the highest level since 2016, excluding 2020 
(in 2020, there was an unprecedented level of Chapter 11 filings due to covid-19 pandemic). 
Consumer discretionary, healthcare and communication services sectors have accounted 
for a large portion of the cases, but we have also seen a palpable inscrease in real estate 
and healthcare filings. Overall, corporate bankruptcies for the first half of 2023 are at the 
highest level in a decade.

There have been several notable developments in bankruptcy law related to the ability 
of corporations to use the bankruptcy system to resolve mass-tort litigation. Johnson 
& Johnson has attempted to use the bankruptcy courts to implement a US$8.9 billion 
settlement related to thousands of lawsuits that claim its talcum powder products caused 
cancer. Its subsidiary, LTL Management, had its first bankruptcy case dismissed by 
US Court of Appeals for the Third Circuit and its second-attempt bankruptcy case was 
recently again dismissed by US Bankruptcy Court for the District of New Jersey. The 
courts determined the lawsuits did not put LTL Management in ‘imminent or immediate 
financial distress’ sufficient to file for bankruptcy protection. These decisions put in doubt 
the continued viability of the ‘Texas two-step’ to resolve mass-tort claims. Similarly, US 
Supreme Court recently agreed to review the US$6 billion settlement in the Purdue Pharma 
bankruptcy between the Sackler family and opioid victims, and put the settlement on hold. 
The Supreme Court will decide whether bankruptcy courts can insulate the Sacklers from 
lawsuits even when they have not filed for bankruptcy protection themselves. The US 
Department of Justice is arguing that bankruptcy courts lack the power to issue such 
third-party liability releases. The outcome of both the Johnson & Johnson and Purdue 
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bankruptcy cases will have a major impact on whether corporations continue to attempt to 
utilise the bankruptcy courts to resolve mass-tort liability. 

Other  notable  ongoing  bankruptcy  litigation  relates  to  lawsuits  regarding  ‘liability 
management transactions’, in which borrowers utilise flexibility within debt documents 
or the cooperation of a subset of the borrowers’ lenders to restructure their balance 
sheet, often to the detriment of non-participating lenders. These transactions have 
been challenged on multiple fronts, but a notable area of challenge has been whether 
transactions that advantage some lenders to the detriment of other similarly situated 
lenders may violate the ‘implied duty of good faith and fair dealing’ found in contracts 
governed by New York law. An important recent decision by the US Bankruptcy Court for the 
Southern District of Texas confirmed that an uptiering transaction in the Serta bankruptcy 
case did not violate the implied covenant of good faith and fair dealing under New York law. 
That decision and decisions in other liability management litigation cases are presently on 
appeal and the law on this topic is continuing to evolve. 

Finally, there have not been significant updates in cross-border Chapter 15 law since 
the important decision in In re Modern Land (China) Co. The recent major Chapter 15 
bankruptcy case of China Evergrande will certainly be important to watch for ongoing 
developments in this area.
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