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A.  Why a Credit Application? 

The credit professional documenting 
the credit sale appreciates the importance of 
a credit application.  A credit application 
can be central to setting forth the rights of 
the vendor in the event of a dispute with the 
customer.  A credit professional may limit 
credit risk and address contingencies with 
an effective terms and conditions section of 
a credit application. The article discusses 
some of the key terms and conditions that a 
credit professional may consider to bind the 
customer. Mike Brittan discusses the credit 

PROOFS OF CLAIM—IS 
FAILURE TO DOCUMENT 
YOUR CLAIM GROUNDS 
FOR DISALLOWANCE? 
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Upon a debtor’s 
bankruptcy filing, a 
debtor must list all of its 
prepetition debts in its 
schedules. The debtor’s 
schedules reflect whether 
each claim is disputed/undisputed, liqui-
dated/unliquidated and contingent/
noncontingent.  The Bankruptcy Rules im-
pose different filing requirements depend-
ing on whether the debtor has filed a Chap-
ter 7, Chapter 13 or Chapter 11 bankruptcy 
petition.  In a Chapter 7 or 13 case, the 
creditor must file a claim against the estate, 
even if its claim is scheduled as undisputed, 
liquidated and noncontingent.  In a Chapter 
11 case, if its claim is scheduled as undis-
puted, liquidated and noncontingent, the 
creditor either can accept amount scheduled 
as the amount of its claim or file a claim 
asserting another amount. 

The bankruptcy court establishes a 
deadline in which all prepetition creditors 
must file their claims, and the burden is on 
the creditor to timely and properly file its 
proof of claim.  The Bankruptcy Code, 
Bankruptcy Rules and Official Forms set 
forth specific requirements for filing a proof 
of claim.  Under Bankruptcy Rule 3001(c), 
when a claim is based on a writing, the 
creditor must attach a copy of the writing to 
the proof of claim filed with the court.  If 
the records are too voluminous, a summary 
of the account may be attached to the claim.  
A proof of claim executed and filed in ac-
cordance with the Bankruptcy Rules consti-
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application as a source of information and 
basic terms of the credit application, while 
Scott Blakeley discusses some terms and 
conditions that may aid the credit profes-
sional in resolving customer disputes.  
Mike’s discussion is set out in sections “B” 
through “D” below, while Scott’s discus-
sion is set out in section “E.” 

B.     The Credit Application as a Source 
of Information 

There’s only one place to gamble, and 
it’s not with your company’s profits. As 
hard as it might seem sometimes, the only 
time to get the information you really need 
to prevent a sheer ‘roll of the dice’ is at the 
beginning of the customer/vendor relation-
ship. How many times have you been suc-
cessful getting needed information after 
your company has already delivered to a 
customer? Think of it as though you are 
negotiating a deal. Your customer, (new or 
existing), wants your company’s product/
service without paying you today. You want 
information - today. It’s a       simple trade 
involving no exchange of money – today. If 
all goes well, you each get exactly what you 
want.  

Absent getting a properly completed 
credit application, you may not have the 
leverage you need later. So use the leverage 
of asking for a few answers today in order 
to let your customer have the privilege of 
paying you later. If you allow credit appli-
cation questions to go unanswered, you may 
find yourself explaining later to your boss, 
or a judge, why you did. Imagine yourself 
in front of your boss, or in a courtroom, 
being asked; “Mr/Ms. Jones, did you know 
the questions to ask in order to protect your 
company from unnecessary risk before you 
extended credit terms to this customer?” Of 
course you did. They were right there on 
your credit application. “Then why didn’t 
you get the answers you were looking for 
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RECOVERY OF PREFEREN-
TIAL TRANSFERS FROM IN-
TERNATIONAL TRANSAC-
TIONS BY CENTERING 
EVENTS DOMESTICALLY 
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As the global market-
place continues to grow, 
and transactions involve 
multiple companies situ-
ated in different coun-

tries, the concentration of events in the 
United States is the key to successfully 
avoiding preferential transfers. 

 
In March 2003, Florsheim Group Inc. 

(“Florsheim”) filed for Chapter 11 protec-
tion.  Florsheim subsequently brought suit 
to avoid transfers to a Taiwan-based com-
pany pursuant to 11 U.S.C. §§ 547 and 550. 

 
During May and June of 2001, Flor-

sheim, through the Taiwanese intermediary 
Roberts Trading Company (“Roberts Trad-
ing”), contracted for the purchase of shoes 
made by Glory Shoes Industrial Limited 
(“Glory Shoes”), a mainland China com-
pany, through its sales agent, USAsia Inter-
national Corporation (“USAsia”).  From the 
United States, Florsheim issued purchase 
orders to Roberts Trading.  In Taiwan, Rob-
erts Trading would translate the purchase 
orders into Chinese, and transmit the order 
to USAsia via e-mail.  USAsia, in turn, 
would provide notice of acceptance to Rob-
erts Trading.  Shipment of the shoes was 
arranged from China, with delivery to Flor-
sheim in St. Louis, Missouri.  The customs 
forms were filled out by USAsia. 

 
Until Florsheim had the opportunity to 

inspect the goods and reject non-
conforming shoes, Florsheim was not obli-
gated to accept or pay for the shoes.  Addi-
tionally, per the terms of the purchase or-
ders and invoices, USAsia retained owner-
ship of the goods until Florsheim paid for 
them.  During the 90 days prior to filing 
bankruptcy, Florsheim wire transferred ap-
proximately $229,000 to USAsia’s bank in 
Taiwan. 

 
USAsia agreed that Florsheim received 

approximately $68,000 in subsequent new 
value following the above-payments, but 
denies that § 547 applies to the transfers. 

 
The court believed answering the fol-

lowing three questions would resolve the 
issue: 1) where the transferred occurred; 2) 
did Congress intend for §§ 547 and 550 to 
apply to transfers occurring abroad; and 3) 
whether international comity weigh against 
the application of § 547. 

 
First, the location of significant events.  

Rather than focus on a single factor to de-
termine the location of financial transaction, 
the court considered the component events 
of the financial transaction.  As other courts 
have, the Florsheim court applied the 
“center of gravity” test wherein U.S. law 
applies if the center of gravity is in the U.S. 

 
Here, the majority of significant events 

occurred in the U.S.: 1) the purchase orders 
were issued in the U.S.; 2) the shoes were 
contractually required to be delivered in the 
U.S.; 3) Florsheim was not obligated to pay 
until it had an opportunity to inspect the 
shoes in the U.S.; and 4) payments for the 
shoes originated from a bank in the U.S.  
Taiwan, on the other hand, was the location 
of USAsia’s bank that receiv`ed the funds. 

 
USAsia argued that this case was simi-

lar to Maxwell, however, the court easily 
distinguished Maxwell because that case 
involved a foreign debtor that transferred 
funds from a foreign bank to a foreign 
creditor for debts that were incurred abroad.   
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GET PAID: DEMAND ‘ADEQUTE 
ASSURANCE’ 
 
Douglas G. Fox  
doug.fox@boschrexroth -us.com 

 
Where a subcontrac-

tor or supplier has sold 
goods or provided ser-
vices to a general contrac-
tor on credit and has rea-
sons to believe that the general contractor 
may not pay [termed “grounds for insecurity” 
under Article 2 of the Uniform Commercial 
Code (UCC), which applies to contracts pri-
marily involving the sale of goods], the sub-
contractor or supplier may demand written 
assurance that the customer will perform. 
Section 2-609 of the UCC provides:  

a.      A credit sale requires the buyer/
customer, and the seller/supplier, to 
perform. Should grounds for inse-
curity arise with a buyer’s perform-
ance, you may demand, in writing, 
assurance of performance. Until 
you receive such assurance, you 
may suspend performance.  

b. The customer’s failure to provide 
assurance within a reasonable time, 
not exceeding 30 days, repudiates 
the contract and you have no further 
obligation.  

 
The rules are similar for contracts pri-

marily involving the sale of services. The two 
questions for the seller who uses this remedy 
are whether the grounds for insecurity are 
reasonable, and whether the customer’s assur-
ance of performance is adequate.  

 
For the subcontractor, determining 

whether a general contractor has materially 
breached the contract, justifying the subcon-
tractor’s refusal to perform, can be compli-
cated and risky. However, by using its legal 
right to demand adequate assurances, a sub-
contractor or supplier can reduce its risk of 
loss and reduce its risk of wrongfully termi-
nating a contract. (See sidebar for model Ade-
quate Assurance Demand Letter). 

 
Subcontractors may attempt to shortcut 

the legal requirements for adequate assur-
ances by including in their credit documents 
the unilateral right to modify or terminate the 
extension of unsecured credit. Consider the 
following language for your company’s credit 
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SELLING TO YOUR CHAP-
TER 11 CUSTOMER POST-
BANKRUPTCY REFORM 
ACT: A NEW PLAYING 
FIELD? 
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The credit professional knows well 

that a customer’s Chapter 11 filing means 
long delays before receiving any payment 
on the prepetition account, which payment 
is usually but a fraction of the claim. Tradi-
tionally, the vendor would file a proof of 
claim, perhaps serve on the creditors’ com-
mittee, and press for a meaningful payment.   

 
However, the credit professional has 

found that customers filing Chapter 11 may 
still provide an opportunity for sales esp e-
cially if the vendor has had a substantial 
prepetition trade relationship.  The credit 
professional, wearing the hat of relationship 
builder and working ever closer with sales, 
may try and find a way to continue to sell 
the customer in Chapter 11—even credit 
sales.   

 
With the development of the critical 

vendor doctrine, vendors found themselves 
committing to long term sales contracts—
on credit-in exchange for payment on their 
prepetition claims.  Even those vendors that 
did not qualify as “critical”-an amorphous 
standard-considered selling their Chapter 11 
customers with the added inducement of a 
junior lien on the customer’s assets. Some 
vendors, eager to continue the sale of its 
goods or services, would sell without any 
credit enhancements.   

 
Prior to October 17, 2005, vendors 

would often measure postpetition credit risk 
by whether the debtor had obtained post-
petition debtor-in-possession financing.  If a 
satisfactory DIP facility had been obtained, 
the vendor would sell on credit.  However, 
with the arrival of the Bankruptcy Reform 
Act of 2005, the credit risk model used by 
credit professionals for selling to Chapter 
11 debtors may have fundamentally 
changed.  

 
A.  The Bankruptcy Reform Act And 

The New Playing Field In Postpeti-
tion Credit Sales 
 

 
(Continued on page 10) 

MATERIALMAN’S LIEN 
SURVIVES PREFERENCE! 

 
Shirley Chen 
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Suppliers often provide 
labor and materials to 
contractors and subcon-
tractors on credit since 
the contractor or subcon-
tractor is generally not 
paid until the job, or a 

portion of it, is completed.  Thus, an ade-
quate lien is necessary to encourage respon-
sible extensions of credit and maintain the 
health of the construction industry.  A bank-
ruptcy court recently discussed the effect of 
a debtor’s payment on a materialman’s 
claim after the fixing of a statutory lien but 
before its perfection.  The decision reflects 
the court's policy to prevent trustee from 
recovering from vendors who supply mate-
rials to improve the value of the owner's 
property.     

 
In In re The Electron Corporation, 336 

B.R. 809 (10th Cir. BAP 2006), a mechani-
cal company delivered goods and per-
formed services for improvement of the 
debtor’s real property in Colorado.  The 
debtor paid the materialman $14,967 for 
goods and services rendered to the real 
property.  The debtor later filed a Chapter 
11 proceeding which was converted to a 
case under Chapter 7.  The trustee sold the 
debtor’s real property and sought to recover 
payment to the materialman as avoidable 
preference under 11 U.S.C. §547(b).   

 
Section 547(b) of the bankruptcy code 

provides five requirements for a trustee to 
avoid payments by the debtor.  In this case, 
the parties stipulated that the trustee met the 
first four requirements of §547(b).  The 
dispute thus rested on the fifth requirement, 
which stated that a transfer would be avoid-
able if the transfer enabled a creditor to re-
ceive more than such creditor would receive 
if the case were under Chapter 7; the trans-
fer had not been made; and the creditor re-
ceived payment of such debt to the extent 
provided by the provisions of this title.   

 
In looking at the fifth requirement of 

§547(b), the court noted that property inter-
ests of parties are defined by state law.  
Here, Colorado law recognized a statutory 
lien for materialman who "furnish or supply 
labor or materials to the extent of the entire 
contract price or for the value of the ser-
vices upon such property." Colo.Rev.Stat. § 
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38-22-101.  The court stated that a material-
man’s lien is "fixed upon the providing of 
labor or materials and is perfected by filing 
notice of a lien and a lien statement."  Since 
the materialman in this case did not file a 
lien statement, the court focused on the ef-
fect of the debtor's payment on a material-
man's claim after the fixing of a statutory 
lien but before its perfection.     

 
Here, the materialman could have filed 

a materialman’s lien under the Colorado 
statue if the debtor failed to make the pay-
ment.  Because the debtor paid the material-
man $14,967 for the services rendered, it 
did not file a material lien against the 
debtor.  The trustee argued that in the ab-
sence of a perfection of the materialman’s 
lien, the materialman was an unsecured 
creditor and could only receive a pro rata 
distribution with other unsecured creditors.  
The payment by the debtor thus would sat-
isfy the fifth element because the material-
man received more than it would receive.   

 
The materialman argued that the fixing 

of the lien and the right to perfect it meant 
that it was never an unsecured creditor.  The 
trustee could not satisfy the fifth require-
ment that the transfer enable the material-
man to receive more than it would receive if 
the debtor’s estate were distributed under 
Chapter 7. 

 
The court concluded that when a credi-

tor provided materials and services to the 
debtor and had the right to perfect a statu-
tory lien, the creditor possessed an inchoate 
lien.  Although the creditor did not perfect 
his or her lien, the statutory inchoate lien-
holder was not an unsecured creditor when 
at the time of the payments the lienholder 
remained eligible to perfect the lien pursu-
ant to the state law.   

 
The policy behind the court’s decision 

is to protect inchoate statutory lienholder 
from taking the commercially unreasonable 
step of declining payment in order to per-
fect an inchoate statutory lien.  Because 
under the Colorado law, the materialman’s 
lien is fixed at the moment the materialman 
provided the labor and materials, the lien 
would not have been avoidable under the 
bankruptcy code.  In addition, the trustee 
obtained more than the amount of any liens, 
the value of the collateral would have cov-
ered the materialman’s claim and it would 
have received full payment. 

 
Recognizing the central role played by  

(Continued on page 8) 
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USING AN ARBITRATION 
CLAUSE CONTAINED IN 
YOUR CREDIT APPLICA-
T I O N  T O  C O L L E C T  
(PROMPTLY) ON YOUR DE-
LINQUENT ACCOUNT 
 
Scott Blakeley 
seb@bandblaw.com 

 

The credit professional appreciates that 
a well crafted credit application’s terms and 
conditions can reduce customer disputes 
and, perhaps, force payment on an overdue 
invoice.  Often, a customer’s failure to pay 
is based on cash flow problems, yet the cus-
tomer may forestall payment by creating a 
dispute with the vendor that, say, the ven-
dor’s product was defective and therefore 
justifies withholding payment.  In this set-
ting after the credit professional has ex-
hausted its pre-litigation collection efforts, 
the vendor may be forced to file suit in state 
or federal court to collect on the delinquent 
invoice.  The ensuing litigation may take 
the vendor months, possibly much longer, 
before obtaining a judgment, depending on 
the defenses the customer raises.   

 
By contrast, should the vendor be able 

to promptly present the dispute to a compe-
tent party that may expeditiously resolve 
the matter.  The vendor may be better 
served of getting promptly paid on the de-
linquent account.   

 
A.     What Is Arbitration? 

 
Binding arbitration is a formal collec-

tion process most like a vendor filing a col-
lection suit in state or federal court.  A ven-
dor may invoke arbitration where the cus-
tomer has agreed through the terms of a 
vendor’s credit application to use an arbitra-
tor to hear their dispute and resolve it 
through a binding judgment.   

 
Arbitration is adversarial and intended 

to resolve the issues submitted by the par-
ties, such as the customer’s failure to pay.  
Arbitration differs from litigation as it does 
not conform with the legal rules of evi-
dence, and the arbitration is conducted in a 
private rather than a public forum.  Arbitra-
tion is not cheap, but arbitration is less time 
consuming, as arbitration moves quickly.  
The short deadlines that are arbitration cre-
ates and encourages the customer to settle 
the dispute.  By contrast, where a vendor 
attempts to collect the delinquent account 
by filing suit, the vendor may face a court 

there was an enforceable arbitration clause, 
and if the arbitration clause was enforce-
able, whether the court had discretion to 
deny enforcement of the arbitration clause. 

 
The court looked to section two of the 

Federal Arbitration Act, which provides 
that a written provision in a commercial 
contract involving to settle by arbitration 
would be enforceable.  The court found that 
the arbitration clause applied to the dispute, 
the contract provided as such.  The trustee 
argued that by using the term “may arbi-
trate” instead of “shall” or “must,” the pro-
vision did not mandate arbitration.  The 
court disagreed, concluding that the arbitra-
tion provision, once raised by a party, be-
came mandatory.  The court deferred to the 
arbitration clause agreed upon by the parties 
to resolve the dispute.   

 
 

C.    In Action Arbitration  
 
Consider the following:  You have 

sold the customer on open account.  You 
have documented the sale with a credit ap-
plication, which contains an arbitration pro-
vision.  The customer fails to pay and re-
fuses to respond to your requests for pay-
ment.  You invoke arbitration by sending an 
arbitration demand letter to the customer.  
What are your next steps?     

 
Before attending your arbitration hear-

ing, you should prepare an outline of your 
argument to help you in your presentation.  
State the dispute and why the customer is 
indebted.  For example, did the customer 
provide reasons as to why they refused to 
pay.  At this point, having a provision in the 
credit application that imposes on the cus-
tomer a duty to inspect the goods provided 
or services performed and object within a 
specific period, including objecting to the 
documentation can eliminate several de-
fenses by the debtor.  If the customer fails 
to timely object, then they have waived 
their right to object to payment.  List the 
actions you have taken to resolve the dis-
pute, the individuals spoken to, what infor-
mation they told you and actions taken.  
Written statements from witnesses can help 
substantiate the facts of your case. 

 
You should bring to the arbitration all 

documents relating to the dispute, with cop-
ies for the arbitrator and the customer, such 
as:  Purchase orders, invoices, order ac-
knowledgments, credit application, shipping 
documents, correspondence, including hard  

(Continued on page 13) 
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of delays that pressures the vendor to com-
promise.  Another benefit is that a cus-
tomer’s claims cannot be heard by a jury, 
nor the risk of a sympathetic award to the 
customer, especially where the vendor has 
the economic power in the trade relation-
ship.  Arbitration also affords the vendor a 
party to resolve the dispute that is experi-
enced in debtor creditor matters and com-
mercial disputes, rather than a federal or 
state court judge that may be responsible for 
handling a variety of legal disputes, from 
insurance coverage to personal injury to 
antitrust.  The credit application should con-
tain a venue provision that requires your 
out-of-state customer to arbitrate in your 
local courts.   

 
1.  Agreement to Arbitrate 

An arbitration clause that is provided 
for in the credit application, unlike arbitra-
tion agreement contained in a consumer 
contract that has been found to be unen-
forceable in certain situations, an arbitration 
provision contained in a credit application 
in a B2B transaction is enforceable.  A ven-
dor may require a new customer to agree to 
arbitration as a condition of sale, in a clause 
such as:  

 
“Any controversy or claim 

arising out of this credit applica-
tion, or sales thereto, or breach 
thereof, shall be resolved by arbi-
tration, in accordance with the 
rules of the American Arbitration 
Association, and judgment ren-
dered may be entered in the high-
est state or federal court” 

 
Should the customer agree to the arbi-

tration clause contained in the credit appli-
cation, must a court, even a bankruptcy 
court, enforce the commercial arbitration 
clause in the face of a customer later object-
ing?  For example, In re Winstar Communi-
cations, Inc., the bankruptcy court found 
that an arbitration clause in a contract 
should be honored, notwithstanding the 
trustee’s objection.   

 
B.     Recent Court Treatment of Arbitra-

tion Clause 
 
In In re Winstar Communications, Inc.,  

the debtor contracted to sell its assets.  A 
dispute ensued resulting in the trustee suing 
the buyer in bankruptcy court.  The buyer 
responded to the lawsuit by invoking the 
arbitration clause in the contract.  In deter-
mining whether the dispute should proceed 
to arbitration, the court considered whether 
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CREDIT APPLICATIONS: 
TERMS TO BIND YOUR 
CUSTOMER 
(Continued from page 1) 
 

before you extended terms?” Mr./Ms. 
Jones: “Umm…er….well…” It’s a dubious 
position. You have only two possible an-
swers: “I guess I was, maybe… stupid”. Or, 
“I was a conspirator in this misdeed”. Either 
answer is not a particularly good career 
builder. 

 
C.    The Credit Application as a Con-

tract 
         
A properly executed credit application 

is a binding contract when there is agree-
ment to the terms and conditions. Remem-
ber, you are negotiating. You want to put as 
many provisions as you can think of in the 
agreement that will protect your company 
from risk of loss due to default or other ad-
versarial relationship that may arise during 
the course of business with customers. Ne-
gotiation means you won’t always get eve-
rything you want in your contract. But it 
does mean that you will get what you want 
a heck of a lot more often if you ask it than 
if you don’t. So, don’t be shy.  

 
A customer may negotiate a condition 

or two, or a term or two out of your credit 
application, but that may be okay, depend-
ing on what they are. But this is your com-
pany, this is your contract, and your credit 
application should be a reflection of the 
trials and tribulations your company has 
experienced getting paid by customers in 
your industry over time. Therefore, include 
what you think is best to cover every situa-
tion you have experienced and contract to 
avoid those occurrences from again present-
ing themselves.  

 
D.    Basic Terms of the Credit Applica-

tion 
 
1.     What is the Legal Name of Cus-

tomer’s Business?  
 
If it becomes necessary to go to court, 

you have to bring action against the correct 
person or entity. If you don’t have the right 
name, it’s like being sued for something 
your cousin did (or didn’t do) and will be 
dismissed by the court because the right 
being isn’t named. Maybe your customer 
doesn’t even know the legal name of the 
business. In some industries this is not 

information they are requesting and knows 
how to treat the information you give them 
in the confidential manner required by all 
good credit managers. 

 
4.     Bank Information 
 
Hard to get and then, when you do, 

what does it really say. Well, reading be-
tween the lines when you successfully ob-
tain bank information requires a bit of ex-
perience and acquired knowledge. I address 
in this article getting the bank to respond. 
That’s why I like a short statement authoriz-
ing the bank to release the information that 
customer has agreed to let us ask with a 
separate signature line for the customer spe-
cifically authorizing the bank to release 
information on the account(s):  

 
“I hereby authorize the bank named 

herein to release information requested for 
the purpose of obtaining and/or reviewing 
my company’s credit from time-to-time”  
Add a separate signature line to this area of 
your credit application, have the customer 
sign and send it off with your request. 

 
5.     Agreement to Terms and Con-

ditions of Sale and Credit Policy 
 
Make your terms and credit policy 

legally binding on your customer(s). Your 
credit application is a document that sets 
forth the agreement between you and your 
customer and describes, identifies and oth-
erwise defines the terms and conditions 
upon which you and that customer are go-
ing to do business. A good credit applica-
tion will usually save your business legal 
fees. A statement describing when pay-
ments are due and where payments are to be 
made is all we are looking for here: “All 
invoices are due [per your company terms]. 
All amounts due for purchases from [your 
company] are payable at [address]. C.O.D. 
restrictions may be placed on any past due 
account. I (we) agree to pay account 
promptly within terms stated.” 

 
6.     Charging Interest 
 
As with most calls I get on this subject, 

the member is worried about State Usury 
Laws. Most State Usury Laws deal with 
consumer transactions not commercial 
transactions. But, as we all know, the good 
ole’ commercial customer might just buy 
something on his/her commercial account 
and then use the products or merchandise 
for personal or household use thus slipping  

(Continued on page 6) 
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really that unusual. If you are extending 
credit to a company in one of these indus-
tries then, before you file suit, research the 
Secretary of State or local licensing records 
or have your attorney do so before entering 
your Motion for Judgment. Otherwise, you 
may lose before you get started.  

   
2.     The Entity Itself  
 
Sometimes, when answering the first 

question the customer gives you an indica-
tion of the type of entity they are. But still, I 
highly recommend a specific area on the 
credit application asking; Corporation or 
LLC? Proprietorship or Partnership? How 
your customer is formed describes the very 
Nature of the Beast and tells you how and 
against whom you will proceed in the event 
of default. For example: You will need Per-
sonal Guarantees if you expect to pursue a 
debtor in court who is incorporated or is 
structured as an LLC. 

 
3.     Trade References and Informa-

tion Exchange 
 
You should get references. Ask for 

trade references on your credit application. 
How much weight your credit decision de-
serves using references given by the cus-
tomer is always a source of debate. The idea 
is to get the customer to tell you from which 
other suppliers or vendors from which they 
currently buy on open account. Then you go 
about checking with those sources how 
your new customer might be expected to 
pay you should you decide to give them 
open credit terms. Good plan. But wait. If 
your customer has good references then, 
surely, those are the ones you can expect to 
see. Remember, any of us when asked to 
give references are going to try to think of 
the best ones we can give. Who doesn’t 
want to put their best foot forward? Know-
ing other suppliers inside and outside the 
industry can provide additional sources of 
information if you get that little gnawing 
feeling in the back of your head that says 
something more is needed. Never, never 
stop asking questions if ever you feel like 
something just isn’t adding up. 

 
The best way to properly exchange 

credit information on a customer is to re-
member the basic rule of “past and com-
pleted transactions only”.  Also, never offer 
subjective information, opinions, anectdotal 
information or financial information about a 
customer and be careful giving a telephone 
reference unless you are certain the person 
with whom you are discussing the account 
is someone who has a reason to have the 



CREDIT APPLICATIONS: 
TERMS TO BIND YOUR 
CUSTOMER  
(Continued from page 5) 
 

into a consumer transaction as defined by 
law and now you, the unsuspecting creditor, 
are charging interest rates at Usury levels.   

 
Absolute correct method and language 

for charging interest legally in every state – 
regardless of Usury laws is: All invoices are 
due (Your Company terms).  A service 
charge of one and one half percent (1-1/2%
per month), or (18% per annum) or the 
highest legal rate, which ever is less may be 
assessed on delinquent invoices. 

 
7.     Change of Ownership 
 
Avoid the ‘Goldilocks Syndrome’ – 

the shock and awe of finding new owners 
(the Wolf) in your customer’s house 
(Grandma’s Bed). “We [customer] under-
stand that we must notify [your company] in 
writing, and by certified mail of any change 
in ownership, the name or the business 
structure under which credit is established.  
This language may further, and possibly 
personally, bind the customer who sells the 
business to a new owner or changes the 
status of the entity at later time. 

 
8.     Certification of Use of Credit  
 
“I (We) certify that this request is for 

the extension of credit for business pur-
poses only and is not intended for the exten-
sion of credit for personal, family or house-
hold purposes”. Language of this nature 
could quickly eliminate another defense by 
a customer who utilized the company credit 
established with you for other than resale or 
service purposes. 

 
9.     Signature 
 
“The person executing this agreement 

has authority to bind the customer and is 
authorized by the customer to enter into the 
credit application terms and conditions”. 
This language ensures that even if the 
signer is not an officer or executive of the 
company, the company is still legally 
bound. 

 
Still more provisions can be included 

in the credit application; “No Modifica-
tion”, “Personal Guaranty”, “Right of Off-
set”, “ECOA Statement”, “Authority to 
Investigate”, “Accurate Information”. Some 

other terms and conditions that may resolve 
customer disputes are considered by Scott 
Blakeley below.  

 
E.     Terms and Conditions that may Re-

solve Customer Disputes  
 

1.     Waiver/Duty to Inspect 
 
You want to know at the earliest op-

portunity whether your customer has con-
cerns regarding the product you shipped or 
service provided.  To that end, consider 
requiring your customer to inspect and 
complain within a specific period.  By im-
posing on your customer a duty of early 
inspection and objection, and a waiver if the 
customer fails to do so, strengthens your 
case for prompt collection of the delinquent 
account.  Consider:  

 
Applicant also agrees to examine im-

mediately upon receipt, each of 
[Creditor]‘s statements, and to advise 
[Creditor]of any disputed transactions or 
statements within 10 days of receipt, to-
gether with a written statement specifying 
the reasons for such dispute.  Failure to 
notify [Creditor] of any dispute with respect 
to defective goods or billing shall constitute 
a waiver of all such disputes.  

 
2.     Attorney’s Fees 
 
Should your customer be required to 

pay your attorney’s fees and costs if you are 
forced to file suit to collect on the delin-
quent account, your customer may recon-
sider and pay the account.  The general rule 
is that each side must carry their costs to 
collect and defend a collection suit.  How-
ever, if you include a provision in your 
credit application that your customer pays, 
you can shift these costs.  Consider: 

 
Applicant further expressly agrees that 

it shall be liable      and pay all attorneys’ 
fees, collection costs and court fees, and 
any other expenses, whether or not incurred 
in connection with litigation, including but 
not limited to attorneys’ fees and costs as-
sociated with the enforcement of any of the 
terms of this Application and attorneys’ fees 
and costs resulting from a default under this 
Application. 

 
3.     Venue  
 
If you are selling an out-of-state, or 

out-of-country customer, you want any le-
gal disputes with that customer, including 
any collection suit, to be brought in your 
home court. To that end, a venue provision 
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in your credit application provides you with 
that right.  The venue provision may force 
your customer to reconsider payment on the 
delinquent account given that they would 
have to come to your home court to defend 
against the action.  Consider:   

 
Applicant agrees that all issues and 

disputes relating to any credit arrangement 
extended hereunder shall be governed in 
accordance with a competent jurisdiction 
chosen at the discretion of [Creditor] and 
that Applicant expressly waives its venue 
rights without reference to conflicts of laws 
principles. 

 
4.     Escheatment/inactivity 
 
Businesses and residents abandon over 

a billion dollars of tangible and intangible 
property annually.  Every state has legisla-
tion that requires individuals and companies 
to escheat, or abandon property, to the state 
after some period.  Escheatment includes all 
forms of property, both tangible and intan-
gible, including a customer’s credit balance.  
Escheatment laws provide that the state 
becomes the legal owner of abandoned 
property, based on the concept of state sov-
ereignty.  To write down a vendor’s es-
cheatment exposure, a credit professional 
may consider imposing an inactivity fee to 
the credit balance.  Consider:    

 
[Creditor] imposes an inactivity fee of 

$______ per month against any credit bal-
ance presumed abandoned by Applicant.  
An account is presumed abandoned if there 
is no activity for one year.   

 
[Creditor] reserves the right to assess 

a monthly service charge on account paid 
outside credit terms to the maximum 
amount permitted per jurisdiction.   

 
5.     Arbitration/Mediation 
 
When a customer fails to pay accord-

ing to credit terms, and the failure to pay is 
about the customer’s cash flow and not a 
dispute over the product or service pro-
vided, you want to get a judgment fast, 
when your other collection efforts have 
been exhausted.  However, filing a collec-
tion suit in some jurisdictions can be time 
consuming, especially with courts in metro-
politan areas.  These courts may be back-
logged with a variety of law suits and, 
therefore, may take you far to long to col-
lect.  To press for payment, consider a pro-
vision in your credit application that pro- 

(Continued on page 7) 
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CREDIT APPLICATIONS: 
TERMS TO BIND YOUR 
CUSTOMER  
(Continued from page 6) 
 

vides that you may submit your claim to 
binding arbitration.  Often, the arbitration 
can be set in a matter of days and you can 
get an arbitrator experienced in collection 
or business disputes.  Consider: 

 
Applicant agrees that Applicant will 

submit all disputes to final and binding ar-
bitration, in _______________, in accor-
dance with the rules of the American Arbi-
tration Association or the National Associa-
tion of Arbitrators. Applicant agrees to be 
bound by the arbitrator’s decision. 

 
6.     Terminating the Credit Sale 
 
You agree to extend terms to a new 

customer only to learn prior to delivering 
your large order that your customer may be 
in financial difficulty.  You now believe, 
that, although the customer has not de-
faulted under the terms of sale, that the cus-
tomer likely will not be able to pay for the 
credit sale.  You want to convert your credit 
sale to a cash transaction.  You are better 
off converting the credit transaction to cash 
if you have in your credit application the 
unilateral right to terminate the credit sale, 
rather than having to send a letter demand-
ing adequate assurance.  Consider:   

 
[Creditor] reserves its right, at its sole 

discretion and without notice, to cancel all 
available credit and refuse to make future 
advances. 

 
7.     The Fair Credit Reporting Act 

Authorization  
 

                The Fair Credit Reporting Act 
generally requires  a trade credit grantor to 
obtain written authorization from an indi-
vidual to run a consumer credit report.  A 
separate form, or addendum to accompany 
the credit application, should be considered, 
as the party that the credit professional 
seeks authorization to pull the credit report 
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may not be the same party that signs the 
credit application.  A credit application that 
provides general authority for the credit 
professional to pull a consumer credit report 
on a corporation’s officers may be insuffi-
cient.  Consider:   

 
The undersigned consents to 

[Creditor] obtaining a consumer credit 
report on _________ [Name of sole pro-
prietor/ President/Officer of corporation, 
LLC, partnership] for the purpose of evalu-
ating the creditworthiness of __________ 
[Name of sole proprietor/ President/Officer 
of corporation, LLC, partnership], in con-
nection with this Application. 

 
  Signed By:                 

________________________ 
[Name of sole proprietor/President/ 

Officer of corporation/LLC/partnership] 
 

FCRA Authorization Contained in Personal 
Guarantee 

 
The undersigned consents to 

[Creditor] obtaining a consumer credit 
report on _________ [Guarantor] for the 
purpose of evaluating the creditworthiness 
of _________[Guarantor], in connection 
with an application for business credit. 

 
Signed By: 

________________________  
[Guarantor] 

[Social Security Number and home ad-
dress] 

 
A Credit Application Helps Make Sound 
Credit Decisions 

 
A well crafted credit application can 

be the source of information from your cus-
tomer that can be the basis of making a 
sound credit decision, including whether a 
credit enhancement, such as a personal 
guarantee, may be needed.  The terms and 
conditions of the credit application, like-
wise, can also protect the vendor from 
credit loss by leveraging the customer to 
pay you.   

 
Mike is the President & Chief Operating 
Officer of NACM MidAmerica. The associa-
tion now provides commercial credit bu-
reau services in several Midwest states and 
nationally through numerous partnership 
alliances with other associations.He is a 
graduate of Kansas Newman University and 
studied law at Oklahoma City University’s 
School of Law, Night Division. 
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RECOVERY OF PREFEREN-
TIAL TRANSFERS FROM IN-
TERNATIONAL TRANSAC-
TIONS BY CENTERING 
EVENTS DOMESTICALLY 
(Continued from page 2) 

As the center of gravity in Maxwell was not 
in the U.S., U.S. law did not apply to the 
preferential transactions of that case. 

 
Second, Congressional intent.  Unless 

a contrary intent appears, Congress intends 
for its legislation to apply only within the 
United States. 

 
Third, international comity.  Comity is 

the acknowledgment of the executive, judi-
cial, or legislative acts of another country 
which may apply to persons or activities 
involving that other country.  The applica-
tion of U.S. law depends on reasonableness.  
The courts consider factors such as 
“location of the regulated conduct; the con-
nections between the United States and the 
conduct, parties, and protected class; the 
nature of the regulated conduct; whether the 
conduct is generally proscribed elsewhere; 
the expectations of the parties; the interests 
of other affected nations; the importance of 
the regulation; and the likelihood of actual 
conflict with other nations’ laws.”  Restate-
ment §403.  

 
USAsia argued that international com-

ity weighed against the application of §547 
because it only had minor connections to 
the United States; the transaction occurred 
outside the United States; it could not have 
anticipated the application of U.S. law; 
preferential transfers are not of national 
importance; and insolvency laws conflict 
with local credit practices.  The court re-
jected all of USAsia’s arguments because 
there were substantial connections with the 
United States; the transfer of funds origi-
nated in the United States; not only did 
USAsia voluntarily entered into the rela-
tionship to sell shoes to Florsheim, USAsia 
completed customs paperwork, shipped the 
shoes to the United States and retained 
ownership of the shoes until they were ac-
cepted by Florsheim; recovery of preferen-
tial transfers is important as a source of 
funds for creditors; and concerns of interna-
tional comity were not raised with mere 
inconsistencies. 

 
As such, the court held that the prefer-

ential transfers were avoidable.  Per the 
parties’ agreement regarding recovery, Flor-

sheim will receive $115,000, plus interest. 
 
While the marketplace is now global, 

and the internet makes international com-
munications easier, keeping the U.S. as the 
location of key events of a transaction bene-
fits the creditors.  
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PROOFS OF CLAIM—IS 
FAILURE TO DOCUMENT 
YOUR CLAIM GROUNDS 
FOR DISALLOWANCE? 
(Continued from page 1) 
 

tute prima facie evidence of the validity and 
amount of the claim. 

 
However, an issue arises when the 

creditor fails to attach any writing or suffi-
cient writing to its proof of claim and the 
debtor objects to the claim on this basis.  
These are facts faced by the Bankruptcy 
Appellate Panel (BAP) of the Ninth Cir-
cuit in the case of In re Heath, 331 B.R. 
424 (9th Cir. BAP 2005).  In Heath, the 
Chapter 7 debtors objected to credit card 
issuers' proofs of claim as lacking neces-
sary documentary support.  The bank-
ruptcy court entered an order overruling 
debtors' objections and allowing claims, 
and the debtors appealed. 

 
In Heath, the debtors filed their bank-

ruptcy Schedule F (general unsecured 
claims) listing twelve credit card debts, 
without designating any of them as dis-
puted, unliquidated or contingent.  Several 
holders of these credit card debts filed 
proofs of claim, all in slightly higher 
amounts than what debtors listed in their 
Schedule F, and the debtors filed objec-
tions to eight proofs of claim on the 
grounds that no supporting writing was 
attached to it as required by the Federal 
Rules of Bankruptcy Procedure, Rule 3001
(c).  The bankruptcy court and the BAP 
determined that a claim not filed in confor-
mity with the Bankruptcy Rules is not en-
titled to the evidentiary presumptions of 
validity and amount.   

 
At a hearing on the debtors’ objec-

tions, the bankruptcy court noted that the 
debtors had acknowledged the approxi-
mate amounts of their debts to the credi-
tors on their bankruptcy schedules.  It con-
cluded that it would overrule one objection 
because the creditor was served at the 
wrong address and would allow the re-
maining seven claims, reducing the 
amount of each to what was listed in the 
schedule.  The debtors filed a motion for 
reconsideration, which was denied, and 
appealed the order on the motion. 

 
The creditors argued that the debtors’ 

should be estopped from objecting to the 
claims, as they listed the claims on their 

schedules as undisputed, liquidated and 
noncontingent.  The bankruptcy court and 
the BAP did not adopt the creditors’ posi-
tion.  The BAP acknowledged that bank-
ruptcy schedules can constitute admissions 
under the Federal Rules of Evidence, but 
the BAP found that amendments to bank-
ruptcy schedules are permitted “as a mat-
ter of course” any time before a case is 
closed.  As such, the BAP did not find that 
an argument of estoppel or admission sup-
ported the bankruptcy court’s ruling.   

 
Instead, the BAP directly addressed 

the issue of whether a creditor’s failure to 
attach writings to a proof of claim requires 
a bankruptcy court to disallow a claim on 
that basis alone. The BAP analyzed the 
reported decisions on the issue and found 
that courts are split on the issue. 

 
As the minority view, the BAP found 

that where a proof of claim is not entitled 
to prima facie validity under Rule 3001(c) 
and (f), it is a sufficient basis by itself to 
disallow the entire claim if the creditor 
does not amend its claim within a limited 
time, such as by the deadline to respond to 
the objection to their claim.  One justifica-
tion for this minority approach is the bur-
den to debtors or a trustee who should not 
have to incur the cost of making a claims 
objection based on lack of supporting 
documentation when the Rules initially 
place the burden of providing support on 
the creditor, combined with the practical 
difficulties of obtaining accurate and com-
plete information from institutional hold-
ers of credit card debt who frequently are 
not the original holder.  However, the mi-
nority decisions do not address the majori-
ties’ basis for their decisions.   

 
Under the majority view, the courts 

are bound by the plain meaning of Bank-
ruptcy Code sections 501 and 502.  When 
a creditor files a proof of claim, that claim 
is deemed allowed under sections 501 and 
502(a).  Section 502(b) sets forth the ex-
clusive grounds for disallowance of 
claims, and the debtor has to introduce 
evidence or arguments to establish any of 
those grounds.  Noncompliance with Rule 
3001(c) is not one of the statutory grounds 
for disallowance.  

The BAP when on to state, however, 
that creditors have an obligation to re-
spond to formal and informal requests 
from the debtor for information, and the 
obligation to respond applies regardless 
whether creditors have met their obligation 
to provide a summary under Rule 3001(c).  

If the creditor does not provide informa-
tion or is unable to support its claim, then 
that in itself may raise an evidentiary basis 
to object to the unsupported aspects of the 
claim, or even a basis for evidentiary sanc-
tions, thereby coming within Section 502
(b)'s grounds to disallow the claim.  

 
The Heath decision provides credi-

tors with clarification as to standards of 
proof, documentation requirements and the 
burden to communicate with the debtor 
regarding their claim.  The decision does 
impose a stricter standard on debtors con-
cerning the basis of their objections.  
However, it underscores the importance 
for creditors to attach complete documen-
tation in support of their claim, or, if too 
voluminous, then a detailed summary.  It 
also reminds debtors and creditors of the 
importance to communicate regarding the 
basis of the claim and attempt to resolve 
any discrepancy informally.  

MATERIALMAN’S LIEN 
SURVIVES PREFERENCE! 
(Continued from page 3) 
 

credit in the construction industry, the court 
articulated the importance of an adequate 
lien for suppliers of materials and labor.  A 
vendor's interest is protected when no for-
feiture of the contract was intended and 
justice required that the lien be preserved to 
the extent that the owner's property was 
improved. 
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Guest  Column 
G E T  P A I D :  D E M A N D 
‘ADEQUTE ASSURANCE’ 
(Continued from page 2) 
 

applications, subcontracts or purchase or-
ders:  

 
If the Buyer fails to fulfill 

[mitigated by any Force Majeure 
clause] the terms of payment of 
any invoice or if the financial re-
sponsibility of the Buyer shall 
become impaired or unsatisfactory 
to the Seller, or if necessitated by 
any acts of any governmental au-
thority, the Seller reserves the 
right to change terms of payment 
and/or deter or discontinue further 
shipments without prejudice to 
any other lawful remedy, until 
past due payments are made and 
satisfactory assurances of Buyer’s 
credit standing are received by the 
Seller or until such acts or require-
ments of such governmental au-
thority shall have been complied 
with.  

  

The Seller also reserves the 
right in the case of any of the fore-
going events to cancel the con-
tract, in which event the Buyer 
shall compensate the Seller for 
any commitments, obligations, 
expenditures, expenses, and costs 
including attorney fees, the Seller 
may have incurred in connection 
with the contract.  

For sales of goods, each ship-
ment by the Seller shall be consid-
ered a separate transaction and if 
payment is not received therefore 
within the periods specified 
herein, the Seller at its option may 
bring a separate suit to recover the 
contract price of each such ship-
ment.  

If any of the following events 
occur, Seller shall have the right 
to demand assurance from Buyer 
that payment in full will be made:  

1.             Buyer is delinquent 
in making payment hereunder for 
a period of 45 days after payment 
was due. 

2.             Buyer fails to meet 
his obligations with one or more 
other subcontractors or suppliers 

as the obligations occur.  

3.             A Writ of Attach-
ment or Judgment is entered in 
any court of competent jurisdic-
tion. 

On written demand for assur-
ance by Seller, Buyer shall, within 
five (5) days after receipt thereof, 
furnish, in amount sufficient to 
secure the full payment of the bal-
ance of any monies due hereunder 
on account of the purchase price, 
either a penalty bond issued by a 
financially solvent surety com-
pany, or financial security, bank 
irrevocable letter of credit, or 
other liquid collateral to be held in 
escrow by an attorney at law as 
designated by Seller, to secure the 
payment of the purchase price 
aforesaid. 
 
It may be difficult for a subcontractor 

to use this language on public construction 
projects, where it is common for the owner 
and general contractor to agree that the gen-
eral contractor may not stop its performance 
for any reason. In many cases, these provi-
sions “flow down” to subcontractors and 
lower-tier subcontractors. However, ade-
quate assurance arguably is already given to 
subcontractors on most public work in the 
form of a payment surety bond guarantee-
ing payment of subcontractors. 

 
 
Douglas G. Fox, is  Contracts Man-

ager, Systems & Engineering, Bosch 
Rexroth Corporation. He can be reached at 
doug.fox@boschrexroth-us.com. An earlier 
version of this article was published in June 
2004 by the Credit Research Foundation. 

 
 

 
Model Adequate Assurance Demand  
Letter 
 

Transmit VIA Facsimile Tel. # nnn-
nnn-nnnn AND overnight courier 

Date 

Addressee 

Re:   Demand for Adequate Assurance  

Dear [Addressee]: 

[XXX] makes demand on [Debtor] to 
provide [XXX] with adequate assurance of 
performance of the credit sale.  

On [date], [provide reasonable grounds 
for insecurity]. Accordingly, Debtor’s state-
ments show that Debtor is unable to pay as 
required.  

Pursuant to Uniform Commercial 
Code §[section number], as adopted by 
[state] Uniform Commercial Code §[section 
number], and pursuant to the common law 
of contracts, a seller has the right to ade-
quate assurance of due performance from 
the Buyer where reasonable grounds for 
insecurity arise. Additionally, after submit-
ting a written request for adequate assur-
ance, the seller may, if commercially rea-
sonable, suspend any performance for 
which the agreed return has not been re-
ceived. Furthermore, the Buyer must pro-
vide adequate assurance of performance 
within a reasonable period of time.  

Debtor’s [action by debtor] creates the 
requisite insecurity that [XXX] may sus-
pend performance. Additionally, Debtor’s 
statements that it is unable to pay for ser-
vices, and its current financial condition, 
lead to the conclusion that it is insolvent. 
Insolvency alone is sufficient to request 
cash payment for any future shipments of 
goods and performance.  

Please provide [XXX] with adequate 
assurance that Debtor’s future obligations 
will be performed no later than [date].  

 
Very truly yours, 
[XXX] 
 
nnn-nnn-nnnn tel. 
nnn-nnn-nnnn fax 
aaa@aaaaa.com 
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SELLING TO YOUR CHAPTER 11 CUSTOMER POST-BANKRUPTCY REFORM ACT: A NEW 
PLAYING FIELD? 
(Continued from page 3) 
 

On April 20, 2005 the U.S. Bankruptcy Code was finally overhauled, with the passage of the Bankruptcy Abuse Prevention and Consumer 
Protection Act of 2005. Most provisions of the Reform Act became effective with bankruptcy cases filed after October 17, 2005.  

 
The changes to the bankruptcy laws were intended in large part to make it more restrictive and burdensome for consumers to escape their 

debts.  The perception of the consumer in response to the legislation was to file Chapter 7’s in record numbers prior to the effective date of the 
Reform Act. 

 
The Reform Act also has made a number of significant changes to provisions affecting the commercial creditor.  Indeed, much of the Re-

form Act’s changes to the provisions affecting commercial creditors reflect special interest legislation.  The overall impact of these special in-
terest changes may make it more difficult for the Chapter 11 debtors to survive their reorganization, thereby making it more difficult for ven-
dors to receive payment on their postpetition credit sales. 

 
B.  Debtor’s Cash Availability Restricted Post-Reform Act As A Result Of Provisions Favoring Special Creditor Interests 
 
                The below chart contains the provisions in the Bankrutpcy Reform Act that take cash away from the debtor so as to pay vendors for 
the postpetition credit sales (as well as limited payments on prepetition creditor claims). 
 

1. Employee Wages 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

2. Landlord Claims            
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 (Continued on page 11) 

Prior to the 2005 Reform Act Under the 2005 Act What It Means For Vendors 

 
Employee wages are listed as third 
in priority over other expenses and 
claims. 
 
The priority is only to the extent of 
$4,000 for each individual or Cor-
poration. 
 
Wages must be earned within 90 
days before the date of filing of the 
petition or the date of the cessation 
of the debtor's business. 

 
Employee wages and salaries are 
fourth in priority over other ex-
penses and claims. 
 
The amount of priority is increased 
to $10,000 for each individual or 
corporation. 
 
The earning period is extended to 
180 days before the date of the 
filing of the petition or the date of 
the cessation of the debtor's busi-
ness.  
 

 
More of the debtor’s cash is dedi-
cated to employees’ claims which 
results in less cash available for 
operations, including vendors post-
petition credit sales. 

Prior to the 2005 Reform Act Under the 2005 Act What It Means For Vendors 

 
A debtor has 60 days from the bank-
ruptcy filing to decide whether to 
assume or reject its commercial real 
estate lease. 
 
A bankruptcy court routinely ex-
tended this time during the course of 
the bankruptcy case.   

 
A debtor must assume or reject 
its estate lease within 120 days 
following the petition date. 
 
A court may extend the 120 day 
period to assume or reject for up 
to an additional 90 days.   
 
Further extensions require the 
lessor's consent. 

 
A debtor may be forced to prema-
turely assume and to continue to pay 
the rent, only to determine later that 
the early assumption was wrong.  
Further, the debtor must cure the 
landlord’s prepetition claim. 
 
The administrative cost of a Chapter 
11 case may be increased as the con-
sequence of forcing the debtor to 
decide to assume or reject a real 
estate lease by an earlier deadline.    
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SELLING TO YOUR CHAPTER 11 CUSTOMER POST-BANKRUPTCY REFORM ACT: A NEW 
PLAYING FIELD? 
(Continued from page 10) 
 
 

3. Utilities  
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
4. Reclamation 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
                 
 
 (Continued on page 12) 

Prior to the 2005 Reform Act Under the 2005 Act What It Means For Vendors 

 
The time by which a debtor must 
provide adequate assurance to a util-
ity is 20 days.   
 
There was much litigation between 
the debtors and their utilities, includ-
ing telecom debtors and the tele-
phone utilities, as to how to provide 
assurance of payment to the debtors. 

 
A debtor offering a utility admin-
istrative expense claim no longer 
constitutes adequate assurance of 
payment. 
 
Adequate assurance of payment is 
limited to: a cash deposit; a letter 
of credit; a certificate of deposit; a 
surety bond; a prepayment of util-
ity consumption; or another form 
of security that is mutually agreed 
on.   
   

 
This provision requires debtors to 
provide utilities with cash deposits or 
credit enhancements during the early 
stage of the Chapter 11.  
 
The debtor is required to have more 
assets to satisfy a utility's adequate 
assurance requirements which means 
that there are less assets available for 
trade creditors both on account of 
their prepetition debt as well as post-
petition credit sales. 
 

Prior to the 2005 Reform Act Under the 2005 Act What It Means For Vendors 

 
The law required that the seller’s 
demand for reclamation be made in 
writing; and in certain circumstances 
extends the notice period from ten to 
twenty days. 
 
 

 
Bankruptcy Code still requires 
the vendor’s demand for recla-
mation in writing.  
 
The notice period has been sig-
nificantly lengthened.  
 
The Bankruptcy Code provides 
the bankruptcy court with the 
ability to grant a seller a lien or 
priority claim in lieu of the 
goods.  
 
If a vendor makes a reclamation 
demand within 45 days after the 
debtor receives goods, the 
debtor must pay for, or return 
the goods.   
 
 

 
The 2005 Act no longer permits the 
bankruptcy court to provide a prior-
ity claim or lien, when the court 
does not allow the vendor to reclaim 
the goods. 
 
Provided the vendor can establish 
the elements of a reclamation claim, 
the extension of the reclamation 
period to 45 days may open the door 
to significantly more types of goods 
to be reclaimed, and lead to larger 
administrative claims asserted by 
vendors.  
 
Larger administrative claims may 
pose a risk that a debtor may not be 
able to pay theses administrative 
claims, and thus jeopardize its exit 
from bankruptcy.  
 



Page 12 Spring 2006 Blakeley & Blakeley LLP      www.bandblaw.com 

www.bandblaw.com 

SELLING TO YOUR CHAP-
TER 11 CUSTOMER POST-
BANKRUPTCY REFORM 
ACT: A NEW PLAYING 
FIELD? 
(Continued from page 11) 

 
C.    Credit Sales Alternatives Post-

Reform Act   
 
1.     Selling on Credit Postpetition 
 
To encourage vendors to sell a debtor 

on credit postpetition, the Bankruptcy Code 
provides that should the debtor default on 
the credit sale, the vendor is entitled to an 
administrative claim for the unpaid balance.  
The vendor should be mindful that while 
the Bankruptcy Code provides for priority 
status for unpaid postpetition invoices, a 
vendor holding a priority claim is not guar-
anteed payment.  Rather, a debtor could 
find itself administratively insolvent, espe-
cially given the changes noted above under 
the Bankruptcy Reform Act.  Moreover, a 
debtor’s obtaining debtor in possession fi-
nancing is also not a guarantee that a ven-
dor’s postpetiton credit sale will be hon-
ored.  Should the vendor become adminis-
tratively insolvent in its Chapter 11, the 
vendor’s priority claim could go unpaid. 

 
2.     Junior Lien Sales 
 
Those vendors that do not qualify as 

critical, a debtor may offer vendors a junior 
lien on assets in exchange for selling on 
credit.  The purpose of the junior lien is to 
reduce the risk that if the debtor fails to pay 
for the credit sale, the vendor may have 
some assets to look to for payment.  How-
ever, the junior lien sale does not pay a ven-
dor’s prepetition claim.  Given the changes 
under the Bankruptcy Reform Act, there 
may be fewer assets in which a senior se-
cured creditor, which means fewer assets 
available, if any, for the junior lien creditor.  
Like with credit sales postpetition, the ven-
dor must be more vigilant in assessing post-
petition credit risk.   

 
3.     Sale of Claim 
 
A vendor may elect to sell its prepeti-

tion claim to a third party, rather than wait 
for a distribution through a plan.  Third par-
ties, unrelated to the debtor, offer to pur-
chase a trade creditor’s prepetition claim, at 
a discount.  Given the changes under the 
Bankruptcy Reform Act, claims buyers may 

insist on a greater discount from vendors on 
the face value of their claims, given the 
increased risk of a Chapter 11 debtor being 
forced to liquidate.   

 
Unlike the critical vendor doctrine, a 

vendor does not have a continuing obliga-
tion to sell the debtor on credit when it sells 
its claim to a third party.  Also, unlike the 
traditional critical vendor doctrine, a vendor 
selling their claim does so usually at a steep 
discount. 

 
4.     The Critical Vendor Doctrine 
 
To be classed as “critical” by a Chap-

ter 11 customer is usually an extraordinary 
result for the vendor as it means payment in 
full or a substantial portion or the prepeti-
tion claim, given the alternative of waiting, 
perhaps for years but for a fraction of the 
prepetition claim.  However, a Chapter 11 
debtor’s funds available for the critical ven-
dor class is limited, as well as scrutinized 
(and perhaps objected to) by lenders, bond-
holders, noteholders, a creditors’ commit-
tee, the U.S. Trustee’s office, and even 
competing vendors who want to be elevated 
to critical vendor status.   

 
The payment of claims deemed critical 

is to induce vendors to continue supplying 
key goods and services post-bankruptcy on 
credit, which may enable a debtor to con-
tinue to operate and, perhaps, exit bank-
ruptcy.  In exchange for the vendor being 
paid in full, the debtor conditions the ven-
dor extending comparable credit terms post-
petition.  The critical vendor agreement is 
reflected in a letter agreement between the 
debtor and the vendor.  The agreement also 
provides for a “claw back” provision that 
permits the debtor to recapture the critical 
vendor payment if the vendor refuses to 
continue to extend credit.   

 
The vendor needs to reconsider selec-

tion as a critical vendor.  Given the changes 
under the Bankruptcy Reform Act, and 
given that a vendor is usually required to 
commit for a substantial period of postpeti-
tion sales on credit, a vendor should recon-
sider the postpetition credit risk that a criti-
cal vendor commitment takes.   

 
a.     The Catch Up Issue 

 
If the vendor does not qualify as a 

critical vendor, the vendor may resolve to 
find an alternative to have its prepetition 
claim paid.  A general principle of the 
Bankruptcy Code is that a vendor may not 
be paid on its prepetition claim postbank-

ruptcy, absent a court order or a confirmed 
Chapter 11 plan.  However, a vendor may 
attempt to have the debtor pay down its 
prepetition debt by inflating its postpetition 
invoices.  This “catch up” scheme may be 
illegal, and can result in disgorgement of 
the inflated invoices and, possibly, criminal 
action. 

 
D.    Reform Act Impact May Mean 

More Pre-Bankruptcy Negotiations 
By Debtors And Creditors  
 
Given the increased risks of liquidation 

that a Chapter 11 debtor now faces as a re-
sult of the Bankruptcy Reform Act, the cus-
tomer may consider a faster exit from Chap-
ter 11. 

 
1.     Payment of All Vendors’ 

Claims Through Prepackaged 
Plan 

 
If a debtor is contemplating Chapter 

11, it may negotiate with its major creditor 
constituiencies, such as bondholders and 
noteholders, with hopes to reach agreement 
as to their treatment under a plan of reor-
ganization.  These prepetition negotiations 
may result in a consensus for treatment not 
only as to bondholders and noteholders, but 
vendors as well.  The prepetition consensus 
results in a debtor’s quick exit from Chapter 
11.   

 
For example, in the Trump Hotels 

bankruptcy, a prepackaged plan was filed 
that proposed to pay all vendors prepetition 
claims in full.  The debtor did not wait to 
pay vendors until the plan of reorganization 
was confirmed, but obtained court approval 
to pay all of the vendors claims shortly after 
the Chapter 11 filing.  From the vendors’ 
view, this may be viewed as a “super criti-
cal” vendor motion, given that all vendors’ 
prepetition claims were to be paid.  As the 
plan of reorganization had been prear-
ranged, the court approved the early pay-
ment of all of the vendors, without the 
debtor going through the rigors of meeting 
the critical vendor elements.   

 
E.  Post-Confirmation Credit Risk: Re-

form Act Does Not Bar Chapter 22 
 
Notwithstanding the Reform Act pro-

visions that take cash from a Chapter 11 
debtor, should a customer confirm their 
Chapter 11 plan, the Reform Act does not 
bar the customer from filing a second Chap- 

 
(Continued on page 13) 
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ter 11, should they default on the terms of  
their confirmed Chapter 11.  Given this, 
there is still risk the customer may exit 
Chapter 11, yet default to vendors’ post-
confirmation credit sales.    
 
F.     Consider Impact of Bankruptcy Re-

form Act When Selling To A Chap-
ter 11 Debtor 

 
Given the changes to the Bankruptcy 

Reform Act that prefer certain creditors, 
vendors need to be especially vigilant with 
their postpetition credit analysis that a 
Chapter 11 customer may end up with in-
sufficient cash and assets to meet its admin-
istrative expenses.  In this setting, a ven-
dor’s credit sale, and resulting administra-
tive claim, may go unpaid.  While the ven-
dor still has opportunities for continued 
sales with its customer that files Chapter 11, 
it does required a heightened awareness of 
the new credit risks. 
 
 
 
 
 
 
 
 
 
 
 

USING AN ARBITRATION 
CLAUSE CONTAINED IN 
YOUR CREDIT APPLICA-
TION TO COLLECT 
(PROMPTLY) ON YOUR DE-
LINQUENT ACCOUNT 
(Continued from page 4) 
 

copies of emails between you and the cus-
tomer.  The arbitrator will accept all rele-
vant evidence presented at the hearing, but 
not after the hearing.  At the arbitration, you 
will be able to ask questions of your cus-
tomer. 

 
D.    Mediation 

 
Arbitration and mediation are similar 

in that they attempt to resolve disputes with 
customers without the vendor filing a law-
suit.  Mediation is an informal process 
where the vendor and the customer select a 
mediator who attempts to bring the parties 
to a resolution through negotiation.  If one 
party is not happy with the negotiations, 
they can terminate the mediation and pursue 
their claim in court. 

 
E.     Conclusion 

 
A well crafted credit application that 

includes a binding arbitration clause may 
encourage the customer to pay disputed 
invoices rather than risk facing a prompt 
judgment through arbitration. 
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