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PROTECTING YOUR COMPANY FROM YOUR CUSTOMER’S BANKRUPTCY


Almost every business will suffer through a customer’s bankruptcy at some time.  But, the better positioned you are for that eventuality, the better the chances you will not be harmed.  Here are some helpful hints:
· Don’t Ignore the Warning Signs!  Normally, there are warning signs that your company is, for some reason, ignoring.  Of course, the best strategy is to not let a customer get too far behind.  The goal is to manage credit risks to minimize the amount a customer who eventually files bankruptcy owes to your company.  Watching cash flow and accounts receivable closely is very important.  Make sure your company has established guidelines for doing business with customers on credit.  When a customer exceeds those guidelines, be prepared to draw the line.  
Someone in your company should be in charge of keeping track of customers’ payment cycles.  In tough times, you want to be close to the customer.  You should know your customers’ normal payment cycles so you can detect deviations.  If a customer usually pays invoices within a certain time and in full, and is now behind and/or paying only a portion, that is obviously a red flag.  This is the sign of a cash flow problem and that your customer is using your company as “the bank”.  
Accounts receivable aging information should be reviewed on a weekly basis.  Any account that becomes 60 days old should be flagged.  Bounced checks and failure to respond to inquiries about late payments are other obvious warning signs.

Establish a guideline after which a customer will only be dealt with on a COD basis.   Any COD arrangement should include a percentage of money owed on aged invoices.  Set up a credit limit for each customer.  If a customer exceeds the limit due to increased orders and that customer has a good payment record, then the limit can always be extended.  The credit limit of a customer with slowing payment and/or a history of partial payments should not be raised.  However, our industry is so competitive that, if you do not let your customer have its way, there is probably another company that will.  Therefore, a balance must be struck between helping customers, and limiting your risk.  A line should be drawn somewhere.  Let a customer know, early on, just how much you are willing to work with them.  Put the guidelines in place and let your customers know that you are going to live by them.  Let them use their other vendors as “the bank”.
· Once Bankruptcy is Filed, Take Basic Steps.  
· Stop All Collection Efforts.  When a bankruptcy case is filed, a debtor is protected by the “automatic stay” which prohibits creditors from undertaking further collection efforts such as pursuing lawsuits, sending invoices, and otherwise attempting to collect debts (orally or in writing).  If you violate the stay, your company could face serious penalties such as “actual damages, including costs and attorney’s fees, and in appropriate circumstances … punitive damages.”  The stay applies whether or not you received notice of the bankruptcy.  Therefore, pay attention to the grapevine.  If you have heard or suspect that a customer has filed bankruptcy, you should find out for sure.   
· Stop the Bleeding.  Absent the existence of some kind of ongoing contract between the parties, your company is under no obligation to continue to do business with a bankrupt customer and your company may generally refuse to do any other business with a customer after it has filed bankruptcy.  If your company has an ongoing contract with the bankrupt customer, the situation is more complicated and your company would be well advised to consult with a bankruptcy attorney.

· File a Proof of Claim.  In order to be eligible to receive a distribution from the bankruptcy estate, a creditor generally must complete and file a “Proof of Claim” form.  A “claims bar date” will be established in the bankruptcy case.  This is the last date by which creditors must have their Proof of Claim forms on file with the Bankruptcy Court.  If a creditor does not file its Proof of Claim before the claims bar date, its claim may be disallowed.

· Calendar Important Dates.  If your company has been listed as a creditor, you will be receiving numerous notices from the Bankruptcy Court.  Many of these notices will inform you of dates and deadlines.  Pay careful attention to those dates and deadlines and mark them on your calendar with a sufficient reminder in advance.  Any questions should be referred to your attorney.
· Consider Attending First Creditors’ Meeting.  After a bankruptcy case is filed, the court-appointed trustee will hold a first meeting of creditors that is open to all creditors.  The purpose of the meeting is to allow the trustee and creditors to ask questions of the debtor under oath.  If you believe the customer engaged in fraudulent conduct to obtain credit, the first meeting of creditors is an opportunity for your company to ask questions of the debtor and create a record for you to use in a later proceeding to contest the dischargeability of the debt.  If the debtor’s bankruptcy petition and schedules do not accurately reflect your debt or omit assets of the debtors, you could bring those issues to the trustee’s attention then.  While creditors do have rights, asserting those rights can be expensive, with perhaps little upside -- especially for unsecured creditors.  Accordingly, evaluate the amount of your debt, the circumstances regarding any argument for dischargeability, and after having consulted with counsel, decide whether or not it is worth it to spend “good money after bad”.
· Be Careful of “Preference” Liability.  Under the Bankruptcy Code, creditors who receive payments from a bankrupt customer within the 90 day period immediately preceding the bankruptcy filing may be required to return those payments to the bankruptcy estate.  Such payments are alleged to be “preferential” - preferring one creditor over others.  While there are numerous defenses to preference claims, it seems that debtors and bankruptcy trustees reflexively send demand letters and litigation threats to all creditors who received payments in that 90 day period.  If you do not settle with them, they typically file suit, and then you must defend that action.  If your company receives a preference demand letter, call your attorney.  It is bad enough that your company is owed a substantial amount of money from a bankrupt customer, but it is even worse to have to give some back and to hire a lawyer to defend your company.  This is another reason why COD arrangements are even more desirable - “contemporaneous exchanges” are immune from preference challenge; but if there is no evidence that payment was for the new goods, rather than on the old balance, bankruptcy courts tend to apply payments to the oldest charges.  Therefore, if you enter into a COD arrangement that includes a portion towards the past due balance, make sure the documentation clearly indicates how much of the payment is for the current COD order, and how much is for past amounts due.
· What Can I Do Right Now?  Before a customer becomes indebted too deep to you (and well before any bankruptcy filing), there are steps your company can take to better position itself if the customer ends up in bankruptcy.  When a customer opens an account with your company, get complete information about the customer - full legal name of the entity, banking references, and names of general creditors. Make a copy of the first check received so you can tell your attorney what bank account to attach if the time comes.  Consider asking for a personal guaranty from the owners of small and medium-sized businesses.  If the customer gets behind, it is always nice to have someone else you can go after (i.e. co-debtors, guarantors, etc.).


Creditors that take the worst beating in bankruptcy are the unsecured creditors.  Therefore, it is better to be a secured creditor (where specific items are pledged to your company as collateral).  Security interests can arise by contract or by statute.  Ohio and various other states have molder/moldbuilder lien laws which can provide your company with a security interest in the mold if your company manufactures the mold or runs parts from it.  Ohio recently amended its molder/moldbuilder lien law, but it remains somewhat confusing (consult with your attorney).  If the bankrupt customer owns the mold, your company will be a secured creditor if the lien “attaches” and you “perfect” it.  If the bankrupt customer does not own the mold, the lien may be against a customer of your customer.  In that event, if your customer files bankruptcy, you may have a security interest in a mold owned by someone else (who is not in bankruptcy).  Accordingly, you should consult with counsel on how to “attach”, “perfect” and, if necessary, “enforce” such liens as part of your normal course of business.  

Another way to get a security interest is to have your customer agree to grant you a security interest as part of your contract documents (whether such documents are quotes, acknowledgements, formal contracts, or other).  Consult your attorney about drafting language for inclusion in your documents that would have your customer grant your company a security interest in the goods.  The security interest could last until the goods are paid for.


While it is impossible to completely eliminate the risk of customer bankruptcy, your company can take steps to reduce and control its exposure.  

