Legal Affairs

Bankruptcy-related litigation

Protecting secured and unsecured creditors from financial loss Interviewed by Leslie Stevens-Huffman

hen a major customer files for bank-
Wruptcy, you may think that the receiv-

ables you have already collected are
safe in the bank. That is, until you are con-
fronted by a demand letter and ensuing liti-
gation from counsel for a trustee, debtor in
possession or unsecured creditors’ commit-
tee seeking repayment of all transfers
received from your customer within the 90
days prior to the bankruptcy petition date
known as the “preference period.” Your busi-
ness is then faced with the prospect of not
only having to disgorge what was received
but also with the costs of defending the
claim.

“While it is important for CEOs to act deci-
sively once such a claim is made, because of
prior inattention to the receivable, many
times it is simply too late to significantly alter
the outcome,” says Jeffrey Isaacs, a partner
within the Finance, Restructuring &
Bankruptcy practice at Procopio, Cory,
Hargreaves & Savitch LLP.

Smart Business spoke with Isaacs about
how CEOs should handle adversary pro-
ceedings in bankruptcy court and some of
the proactive measures that are helpful in
defending bankruptcy-related litigation.

What are bankruptcy avoidance powers?

As a CEO, you may not be aware that some
of the companies you are dealing with are on
the verge of bankruptcy and, should they file,
you may be subject to litigation based on
what are known as ‘the trustee’s avoiding
powers.” Avoiding powers are statutory rights
provided to a bankruptcy trustee or debtor in
possession in a Chapter 11 case to recover
certain transfers of property such as prefer-
ences, transfers in fraud of creditors or avoid-
ance of certain liens created before the com-
mencement of a bankruptcy case.

Evenif your debt is secured by a lien, it may
be divided into a secured claim, to the extent
of the value of the collateral, and an unse-
cured claim equal to the remainder of the
total pre-petition debt. Generally, a secured
claim must be perfected under applicable
state law to be treated as a secured claim. In
this regard, a perfection problem that is cor-
rected at the eleventh hour is often treated as
an avoidable preference.
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What are adversary proceedings in bankrupt-
cy court?

Bankruptcy litigation, known as ‘adversary
proceedings,’ is litigation conducted pur-
suant to the specific Federal Rules of
Bankruptcy Procedure. One unique feature
of the litigation is that personal jurisdiction
may be easily acquired through service by
mail. Usually, bankruptcy adversary proceed-
ings will be commenced in the district where
the underlying bankruptcy case is pending,
which may have no relationship to where the
facts giving rise to the claim occurred and is
therefore convenient only to the trustee or
debtor in possession and its counsel.

Because of this, from a pure tactical stand-
point, the deck is decidedly stacked in favor
of the trustee or debtor in possession. Also,
fees for prosecuting the preference action
are normally borne by the bankruptcy estate,
whereas fees in defending a preference ac-
tion are borne solely by the creditor alleged
to have received the avoidable transfer.

What immediate steps should CEOs take if
their company is sued?

Because there is normally only 30 days to
respond to an avoidance action once it is

filed, it is important for the CEO to act deci-
sively and receive advice as to whatever
options are available in defending the action,
such as abstention or change of venue.

Do CEOs need local or specialized represen-
tation?

If you end up defending the action in a dis-
tant jurisdiction, it's often important to hire
local counsel because the judges and attor-
neys who work bankruptcy cases in a given
Jjudicial district tend to have very collegial
relationships, so this will level the playing
field to some extent. However, the creditor's
general counsel may also participate on a pro
hac vice basis to avoid duplication of effort
and reduce defense costs.

How can CEOs evaluate the costs of defense
in determining their options?

Since your company will be responsible for
the costs of defense in any event, it is impor-
tant to weigh the projected expenses of
defense and the potential outcome. CEOs do
not want to find themselves in a position
where the already incurred cost of defense
becomes the primary factor in whether the
litigation should go forward. Experienced
bankruptcy counsel can provide realistic esti-
mates that can help with this risk/benefit
analysis at an early stage in the case.

What proactive steps can be taken to ensure
success in bankruptcy-related litigation?

It is important to monitor how your cus-
tomers are performing in regard to payment
of your accounts receivable and how much
credit you are extending to them. If it appears
that a customer is having financial difficulty
and is falling behind in payment, decisions as
to how any monies received against those
receivables is applied may be vital to the abil-
ity to defend a subsequent preference claim.

Since we may be headed toward an eco-
nomic downturn, it’s likely that these issues
will arise in greater frequency.

JEFFREY ISAACS is a partner with the Finance, Restructuring &
Bankruptcy practice at Procopio, Cory, Hargreaves & Savitch LLP.
Reach him at (619) 515-3213 or ji@procopio.com.

Insights Legal Affairs is brought to you by Procopio, Cory, Hargreaves & Savitch LLP

© 2007 Smart Business Network Inc. Reprinted from the December issue of Smart Business San Diego.




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


