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BETWEEN SCYLLA AND CHARYBDIS 

2 

Creditors frequently seek appointment of receivers as a means of 
exercising remedies against collateral, attempting to avoid the time and 
expense of a chapter 11 case.  If a voluntary or involuntary bankruptcy 
occurs, however, the intersection of receivership and bankruptcy laws 
may result in inconsistent rights and obligations. 

“. . . I cannot give you coherent 
directions as to which of two 
courses you are to take; I will lay 
the two alternatives before you, 
and you must consider them for 
yourself.” 

“Is there no way, said I, of escaping 
Charybdis, and at the same time 
keeping Scylla off when she is trying 
to harm my men?” 

“There is no help for it; your best 
chance will be to get by her as fast as 
ever you can . . . so drive your ship past 
her full speed.” 

Distressed 
Assets 
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Is the financial 
distress caused by 
mismanagement or 
fraud? 

Are there potential 
avoidance actions that 
might only be pursued 
under one of the 
options? 

Who intends to initiate 
the proceeding? 

Are there unsecured 
creditors who will be 
affected by the 
choice? 

Is the federal 
government involved? 

Has a purchaser been 
identified whose offer 
is conditioned on 
selection of one of the 
processes? 

1 2 

5 6 

Usually, but not always, receivers and trustees 
share the same objective, namely, to preserve 
the assets of a debtor in order to liquidate or 
reorganize and pay the debtor’s creditors.  
Whether one option is better than the other 
depends on the specific facts of each case. 

RECEIVER OR TRUSTEE 

3 

4 3 

Black’s Law Dictionary defines receiver as: 
 
A disinterested person appointed by a 
court . . .  for the protection or collection of 
property that is the subject of diverse claims 
(for example, because it belongs to a 
bankrupt or is otherwise being litigated). 

APPOINTMENT 
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POWERS AND DUTIES 

Order from the appointing court 
will determine the powers and 
duties of the receiver. 

 
CLAIMS 

Order from the appointing court 
will determine the process by 
which claims will be determined. 

 
FIDUCIARY DUTIES 

A receiver acts as an officer of the 
court that appointed him or her 
and is subject to the court’s 
discretion. 

 
JURISDICTION 

FEDERAL: 
•   28 USCA §§ 754, 959, 2001-4 
•   Fed. R. Civ. P. 66 
STATE: 

•   Equitable powers and statutorily 
defined factors 

Beyond such general terms, the rules that apply in receiverships may vary significantly from 
one court to another. 

The Bankruptcy Code’s detailed provisions regarding claims allowance, priority and 
distribution and the Bankruptcy Rules provide certainty and uniformity to the bankruptcy 
process from one court to another. 

 
POWERS AND DUTIES 

Detailed provisions in the 
Bankruptcy Code. 

1 
 

CLAIMS 

Detailed provisions in the 
Bankruptcy Code. 

 
FIDUCIARY DUTIES 

A trustee becomes the 
representative of the bankruptcy 
estate and has a fiduciary 
obligation to all parties with 
interests in the estate. 

 
JURISDICTION 

Appointed by the U.S. Trustee 
pursuant to 11 U.S.C §	
  323(a). 

2 3 4 

1 2 3 4 
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BANKRUPTCY OR RECEIVERSHIP? 

5 

When unsecured creditors consider whether they would be better off in 
a bankruptcy case than in a receivership, they are commonly concerned 
about: 

Maximize Distribution 

Receiverships can be a less expensive alternative 

Companies in distress cannot afford  the overhead of bankruptcy 

Lack of information 

Perceived excessive control by the secured lender 

Lack of notice and other rules found in a bankruptcy case 

Inexperienced court / Less certain outcome / Less precedent 

TYPES OF RECEIVERSHIPS 

Bankruptcy does not intersect with 
receiverships where the entity is not eligible 
to be a debtor 
•   Liquidations of such institutions are customarily 

supervised under state or federal receiverships 

•   Section 109(b) of the Bankruptcy Code provides: 

A person may be a debtor under chapter 7 of this title only 
if such person is not – 

1)   A railroad; 
2)   A domestic insurance company, bank, savings 

bank, cooperative bank, savings and loan 
association, a New Market Venture Capital 
company . . . a small business investment 
company . . . credit union, or industrial bank . . .; or 

3)   A foreign insurance company, or  
4)   A foreign bank, savings bank, cooperative bank, 

savings and loan association . . . 

•   Section 109(d) provides that only a railroad or a person 
that may be a debtor under Chapter 7, and an 
uninsured state member bank, or corporation 
organized under section 25A of the Federal Reserve 
Act with certain qualifications, may be a debtor under 
Chapter 11 

6 

Insurance Companies, Banks and Other Entities 
Not Eligible for Bankruptcy 

SPARE 

TOTAL  
$630 MM INVENTORY 

State Equity Receiverships 

Operating 
Company 

Entities Not Eligible 
for Bankruptcy 

Real Estate 
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TYPES OF RECEIVERSHIPS 

Bankruptcy can intersect with real estate 
receiverships  
•   Commenced by secured lender that holds the mortgage 

on the property and has the right under the security 
deed to have a receiver appointed upon the event of 
default 

•   Commonly intersect with bankruptcy because: 

−  Borrower files voluntary petition, or 

−  Creditors commence involuntary case 

•   General rule under §543 is that a receiver, as 
custodian, is directed to turn over to the trustee or 
debtor in possession the assets in the receiver’s 
possession upon receipt of notice of commencement of 
the bankruptcy case and to file an accounting with the 
bankruptcy court 

•   The receiver may be excused from turning over 
property depending on the time that the receivership 
has been pending and other factors regarding 
prepetition management of the assets 

7 

Real Estate in Distress Receivership Commenced 
by Secured Creditor 

State Equity Receiverships 

Operating 
Company 

Entities Not Eligible 
for Bankruptcy 

Real Estate 

TYPES OF RECEIVERSHIPS 

Bankruptcy can intersect with operating 
company receiverships 
•   Operating company where the secured creditor desires 

to have court-supervised process and borrower’s board 
and equity holders acknowledge business cannot 
continue and a going concern business sale would 
provide a greater return than a forced liquidation 

•   Receivers are not forced to liquidate a company’s 
assets, but may, with appropriate language in the 
receivership order, continue to operate the business 

•   There are limitations applicable to states regarding 
interference with contract rights and the discharge of 
claims, in the absence of full payment or unanimous 
creditor consent to acceptance of less than full payment  
that makes a more likely outcome to be a court-
supervised sale of the business as a going concern 
followed by distribution of the proceeds to creditors 

•   If the goal is to sell all or a portion of the business, a 
purchaser will require the ability to obtain clear title 

•   Even if the law may allow a receiver to sell “free & 
clear”, if there is not clear law from the highest court in 
the jurisdiction, a more robust sale could take place in 
bankruptcy where the law is more settled 

8 

Operating Company in Distress Receivership 
Commenced by Secured Creditor 

State Equity Receiverships 

Operating 
Company 

Entities Not Eligible 
for Bankruptcy 

Real Estate 
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The United States Court of Appeals for the 
Ninth Circuit has concluded that state 
preferential transfer avoidance law have been 
preempted by the Bankruptcy Code.  Because 
the Ninth Circuit’s analysis has received some 
subsequent criticism, it may be useful to 
consider how the laws of a particular state 
speak to such topic. 

SURVEY OF SELECT SOUTHEASTERN STATE 
RECEIVERSHIP PRACTICES 

9 

Note… 

Uniform Law Commission Study 
Committee on Real Estate Receiverships 
•  Reviewed whether a Uniform Act on 

appointment and powers of RE receivers 
would be appropriate or likely to gain 
widespread adoption 

•  Drafted Model Commercial Real Estate 
Receiverships Act 

•  Produced a 50 State Capsule Summary of 
Foreclosure/Receivership Laws 

Other source of comparative data 
•  Friedland, Hammeke, Vandersteeg and 

Allen, Strategic Alternatives For and 
Against Distressed Businesses, 2015 ed. 
Published by Thomson Reuters 

Key provisions of receivership laws of 12 
SE States 
•  Preferential transfer avoidance 
•  Sales free and clear of liens 
•  Receivership financing 
•  Compensation of receivers 

BENEFITS OF RECEIVERSHIPS 

Equitable defense similar to the doctrine of unclean hands.  The application of the doctrine has been murky when a third 
party is placed in control of an entity. Use of the defense against trustees in bankruptcy or creditor committees seems to 
have gained traction, however, courts have been less likely to apply it when the plaintiff is a receiver appointed by the 
court. 

10 

In Pari Delicto 

•   Knauer v. Jonathon Roberts 
(7th Cir. 2003) 

•   In re Le-Nature’s Inc. 
(W.D. Pa. 2009) 

•   FDIC v. Ernst & Young 
(5th Cir. 1992) 

•   Hays v. Paul, Hastings, slip op. 
(N.D. Ga. 2006) 

•   Accord, Hays v. Adam         
(N.D. Ga. 2007) 

•   Scholes v. Lehman                
(7th Cir. 1995) 

Not applied to 
receiver’s claims 

Not applied to 
receiver’s 

claims,  but 
limited to 

avoidance 

Applied to receiver’s 
claims 

Not applied to 
trustee claims 
when receiver 

appointed prior to 
bankruptcy filing 

In Pari Delicto 



60

2015 Southeast Bankruptcy Workshop

7/16/15	
  

6	
  

BENEFITS OF RECEIVERSHIPS 

11 
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At the federal level, district 
courts act with “wide 
discretion” and “broad 
powers” to establish a 
unitary enterprise. 

Critical element is a finding 
that persons responsible for 
the fraudulent activity “did 
not respect the 
separateness of the 
Receivership Entities nor 
the restricted purpose of 
invested funds that were 
intended to be limited to 
use for specific facilities.” 

Courts then determine that 
the receivership entities 
have become part of a 
“unified scheme to defraud” 
the various investors and 
creditors. 

U
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Courts create a 
constructive trust over all 
assets of the receivership 
estate. 

Each investor and creditor 
has an equitable interest in 
all of the funds within the 
trust. 

Under pro rata distribution, 
the claims of creditors and 
investors of all receivership 
entities are satisfied at an 
equal proportion out of the 
consolidated res of the 
receivership estate. 

C
re
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to

rs
 

General creditors of the 
receivership estate stand to 
gain the most because they 
are able to participate in a 
pro rata distribution of the 
combined receivership 
estate assets. 

Conversely, creditors who 
dealt solely with a single 
entity within the 
receivership estate and 
who could resist pooling of 
assets under substantive 
consolidation in a 
bankruptcy, might receive a 
greater distribution under a 
bankruptcy of their single 
entity than under a unitary 
enterprise in a receivership. 
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Funds have been mixed 
with the legitimately held 
assets of the receivership 
entities. 

Federal district courts have 
embraced a lenient 
standard for finding that 
funds have been 
commingled. 

Any evidence that illegally 
obtained funds have been 
placed into an account 
taints all funds within that 
account. 

Substantive consolidation 
standard is that 
commingling must be 
systematic such that it 
would be impossible to 
trace the funds from 
individual creditors or 
investors. 

Distribution Constructive Trust  

Unitary Enterprise Theory 

A receiver can consolidate the assets of various receivership entities into a single fund to treat all entities within the 
receivership estate as a “unitary enterprise” with relative ease, as compared to substantive consolidation, that is more 
difficult to obtain. 

Essential Element  Court Powers 

BANKRUPTCY OR RECEIVERSHIP? 

12 

When work out negotiations have run their course without a successful outcome and the secured 
creditor is unwilling to provide the debtor in possession financing in bankruptcy, the borrower’s board of 
directors and unsecured creditors may become satisfied that the receivership will afford a greater 
opportunity for distribution than might occur in a bankruptcy case. 

Whether a collision will occur between the receivership and the bankruptcy depends on: 

Type of Receivership  

  
Amount and type of 

debt  

Existence of claims that 
might be pursued more 
effectively by receivers 

than trustees 

Existence of claims that 
may only be pursued in 

bankruptcy cases 

WILL THERE BE A COLLISION? 
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•   District courts act with broad discretion 
when fashioning relief in cases 
involving receiverships initiated in 
regulatory agency enforcement actions 

•   District courts are charged with utilizing 
its “broad powers” and “wide discretion” 
to “determine the most equitable 
distribution result for all claimants” 

•   Because case law involving district 
courts’ administration of receivership 
estates is sparse, court determinations 
are “usually limited to the facts of the 
particular case” 

•   Focus of these receiverships is 
customarily broader than that of a 
receiver in a case commenced by a 
secure creditor, therefore the outcome 
in subsequent bankruptcy cases is that 
the SEC or CFTC receiver is more likely 
to remain in control of the bankrupt 
entities 

•   With the rise of companies owning real 
and personal property in more than one 
state, where diversity of citizenship 
between the secured creditor and the 
borrower is present, federal 
receiverships offer the same type of 
benefits found in the railroad 
receiverships 

•   One court can supervise the multi-state 
liquidation or reorganization, thereby 
reducing the cost of the process 

•   The Ply-Marts case is an example of 
such a federal equity receivership 
commenced in federal rather than state 
court because the debtor had operating 
assets in more than one state and there 
was diversity of citizenship between the 
secured creditor plaintiff and the 
borrower defendant 

•   As railroad companies were established 
and expanded in nineteenth century 
America, many small railroads were 
placed into equity receiverships when 
they encountered financial distress 

•   As rail lines ran through more than one 
state, creditors turned to the federal 
courts for their ability to administer 
receiverships across state lines 

•   Many rules created by the federal courts 
in these receiverships were incorporated 
into the reorganization provisions of the 
Bankruptcy Act of 1898 

TYPES OF RECEIVERSHIPS 

13 

Railroad SEC & CFTC Other Multi-State Corporate 

Federal Equity Receiverships 

DISADVANTAGES OF RECEIVERSHIPS 

14 

No discharge of liability 
for creditor claims. 

Unless all creditors 
agree to accept less 
than full payment, 
reorganization of 
business unlikely. 

No clear court 
supervised sale 
process. 
 
No standards for 
noticing, objections or 
process unless provide 
for in the order. 

No U. S. Trustee to 
manage and monitor 
process. 
 
Secured creditor likely 
to monitor progress 
No spokesperson for 
unsecured creditors. 

Cannot effectively 
prevent creditors from 
suing the borrower and 
obtaining judgments 
and thereby obtain 
priority in right of 
payment. 

Inexperienced judges. 
 
Inexperienced courts. 
 
Inconsistent decisions 
and administration of 
process. 

Lack of and/or 
conflicting precedent in 
state case law. 

No ability to pursue 
federal bankruptcy 
preference avoidance 
and recovery. 
 
Case law is unsettled 
as to whether the 
Bankruptcy Code 
preempts state 
preference laws. 

No rules regarding 
notice to creditors 
before a receiver takes 
action. 
 
Can be ameliorated by 
notice provisions in 
order. 

Unclear if property may 
be sold free & clear of 
liens unless secured 
claims are paid in full. 
 
Parties may find it 
difficult to find title 
insurance. 

1 2 3 4 5 6 7 8 9 

DISCHARGE 

PREFERENCE 

AUTOMATIC STAY 

NOTICE 

SUPERVISION 

LIENS 

SALE PROCESS 

CONSISTENCY 

EXPERIENCE 
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PLY-MARTS, INC. – CONVERSION 
RECEIVERSHIP TO BANKRUPTCY 

15 

Ply-Marts, Inc. was a commercial borrower and building supply company that encountered financial distress 
as a result of the economic recession and the 2008 collapse of the residential real estate construction 
industry. 

At the request of a secured creditor, a receiver was appointed by the USDC for the Northern District of 
Georgia.  Shortly after, three unsecured creditors joined together to file an involuntary petition for relief under 
Chapter 11. 

The bankruptcy judge entered several consent orders in the involuntary bankruptcy case that: 
 

Postponed the turnover of assets by the 
receiver. 

Authorized the secured creditor to extend 
credit to the receiver following the 
involuntary petition. 
 

Permitted the receiver to sell the Ply-Mart 
operating divisions as going concerns and 
to wind down the business. 
 

Denied joint motion by the secured creditor 
and the receiver seeking abstention and/or 
dismissal. 

The receiver as custodian then promptly turned over the remaining property in the receivership estate to the 
trustee and filed his final accounting. 

One practical limitation of 
receiverships is the 
possibility that after a 
receivership case 
commences, the debtor 
may react by filing a 
voluntary petition for relief 
under the Bankruptcy 
Code or three unsecured 
creditors may join to file 
an involuntary petition to 
displace the receivership. 

Denied motion by secured creditor and 
receiver seeking to excuse receiver from 
compliance with turnover  requirements. 

Granted the secured creditor’s motion for 
relief from stay and to convert the Chapter 
11 case to Chapter 7. 

The Chapter 7 trustee subsequently filed preference avoidance and recovery actions, something the receiver 
did not have the power to do, ultimately recovering almost $700,000.00. 

•   Some deference is granted 
to federally appointed 
receivers 

•   Exclusivity of receiver under 
state law is “irrelevant” to 
whether an entity can file for 
bankruptcy relief 

•   2nd, 6th, 9th Circuits enjoin 
creditors from commencing 
an involuntary case 

•   4th Circuit held that 
Bankruptcy Code granted 
exclusive jurisdiction to the 
bankruptcy court  

DEBTOR’S 
REPLACED BOD 

WHO MAY FILE A BANKRUPTCY PETITION IF A 
RECEIVERSHIP IS PENDING 

16 

Bankruptcy Code § 105(b) does not permit 
the court to appoint a receiver in a bankruptcy 
case, nor should they act as debtors in 
possession.  In recent practice, U.S. Trustees 
seem to prefer having the receiver be 
appointed as trustee in a case commenced 
by the receiver. 

CREDITORS 

THE 
RECEIVER 

•   Provided the receivership 
order contains the 
appropriate language 

Federal or 
State 

Court? 

example 
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RECEIVER AS CUSTODIAN 

17 

Section 543 of the Bankruptcy Code governs the turnover of property by a custodian.  It should be read 
in conjunction with Bankruptcy Rule 6002, “Accounting by Prior Custodian of Property of the Estate,” 
which dictates the procedure to be followed when a bankruptcy is filed while a state or federal court 
receivership is pending.  Rule 6002 requires the following: 

In re China Village, LLC (Bankr. N.D. Cal, Jan. 2012) is instructive on points such as when it is appropriate to surcharge a 
superseded receiver; whether a superseded receiver’s counsel is required to be appointed by the court or disinterested under § 327 
and entitled to compensation for post-petition services to the receiver; the award of fees for the receiver and their counsel under § 
503(b)(4). 

The receiver as custodian 
should deliver the 
property in their 
possession or control to 
the trustee.  

DELIVER 

After notice and a 
hearing, the bankruptcy 
court shall determine the 
propriety of the 
administration, including 
the reasonableness of all 
disbursements. 

REASONABLENESS 

The receiver as custodian 
should file and transmit to 
the U.S. Trustee a report 
and account with respect 
to the property of the 
estate and the 
administration thereof. 

FILE 

An examination should be 
made into the superseded 
administration by the 
bankruptcy court. 

EXAMINE 

RECEIVER CAN BE EXCUSED FROM 
COMPLIANCE 

18 

Under § 543(d) the bankruptcy court may 
excuse compliance with the statute under 
certain circumstances.  An unpublished 
order in In re Falconridge, LLC (Bankr. 
N.D. Ill, 2007)  lists 7 factors that should be 
analyzed in determining whether to excuse 
compliance. 

The likelihood of 
reorganization. 

? 

Probability that funds required for 
reorganization will be available. 

Whether there are instances of 
mismanagement by the debtor. 

Whether turnover would be 
injurious to creditors. 

Whether there are avoidance issues 
raised with respect to property 

retained by a receiver. 

Whether the debtor will use the 
turned over property for the benefit of 

its creditors. 

example 

The automatic stay has 
deactivated the receivership 

action. 
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ABSTENTION AND DISMISSAL 

19 

Economy and 
efficiency of 
administration. 

The purpose for 
which bankruptcy 
jurisdiction has 
been sought. 

Whether the 
debtor and 
creditors are able 
to work out a less 
expensive out of 
court 
arrangement. 

Whether federal 
proceedings are 
necessary to 
reach a just and 
equitable solution. 

Prejudice to other 
creditors by 
keeping the case 
in bankruptcy, 
which shifts costs 
to all of debtor’s 
creditors. 

The preference 
payments 
creditors sought to 
recover were 
marginal in 
relation to admin 
costs. 

Motivation of the 
parties. 

Whether another 
forum is available 
to protect the 
interests of both 
parties or there is 
already a pending 
proceeding. 

Whether there is 
an alternative 
means of 
achieving an 
equitable 
distribution of 
assets. 

Whether a non-
federal insolvency 
has proceeded so 
far that it would be 
costly to start 
afresh. 

Cost and 
efficiency of 
administering the 
case in bankruptcy 
court. 

1 2 3 4 5 6 7 8 9 10 11 

Section 305(a)(1) of the Bankruptcy Code provides that a Bankruptcy Court may dismiss any 
bankruptcy case at any time if “the interests of creditors and the debtor would be better served by such 
dismissal.”  Courts look to the totality of the circumstances to determine whether a bankruptcy should 
be dismissed under this section. 

CONCLUSION 

20 

Where a receivership court is not inclined to apply rules that would exist in a bankruptcy case or the secured creditor 
who is the plaintiff in the underlying receivership action is unwilling to cooperate, a bankruptcy petition may be the 
best course. 

While bankruptcy courts have the benefit of significant expertise and accordingly the preferred venue for the 
reorganization or liquidation of companies in financial distress, in the appropriate case a state or federal equity 
receivership may be a less costly and more efficient process. 

Creditors who are not parties to a receivership may intervene and seek to have the receivership court modify the 
court supervised procedures to more closely follow the provisions of the Bankruptcy Code. 

Because a bankruptcy case is not easily dismissed once filed, stakeholders should communicate with each other 
and with the receiver in order to determine whether bankruptcy like protections can be grafted onto the receivership 
process by consent before jumping to the conclusion that a bankruptcy filing is the best course of action. 

1

2

3

4

If a collision of the receivership and bankruptcy occurs, timely compliance with the provisions of Bankruptcy Code 
Section 543 and Bankruptcy Rule 6002 is the best and only course forward. 

5
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RECEIVERSHIPS AND BANKRUPTCY: 
BETWEEN SCYLLA AND CHARYBDIS1 

 

Scylla and Charybdis, in Greek mythology, were two monsters found on opposing 

sides of a narrow strait through which the hero Odysseus had to pass during his voyage 

described in Homer’s Odyssey.  To prepare him for the difficult journey, Circe informed 

Odysseus that he was about to encounter two difficult challenges, with a warning one 

might expect an experienced bankruptcy practitioner to give his or her client: 

‘… I cannot give you coherent directions as to which of two courses you are 
to take; I will lay the two alternatives before you, and you must consider 
them for yourself.’ 

With the eternal optimism of a debtor/borrower or perhaps the realism of a lender, 
Odysseus asked Circe: 

 ‘'Is there no way,' said I, 'of escaping Charybdis, and at the same time 
keeping Scylla off when she is trying to harm my men?'  

To which Circe, in pertinent part, replied: 

‘There is no help for it; your best chance will be to get by her as fast as ever 
you can …  so drive your ship past her at full speed.’2 

This topic is timely in light of an increasing use of receiverships under state and 

federal law by lenders to distressed companies as a less expensive alternative to 

bankruptcy.  Because the two schemes are not mutually exclusive they may collide and 

when they do, for example when a receivership is interrupted by a bankruptcy filing, 

the potential cost savings may evaporate and the parties may incur a greater cost than 

if they had initially resorted to bankruptcy.  Nevertheless and perhaps if pursued with 

                                                      
1
 The authors thank Rachel Zisek, a University of Georgia Class of 2016 law student, for her assistance in the 

preparation of this paper.  These materials are based on a similar paper authored by J. Michael Levengood and 

presented to the State Bar of Georgia Consumer and Business Bankruptcy Section in 2009 by the author together 

with Judge Mary Grace Diehl and Greg Hays. 
2
 Homer’s Odyssey, Book XII. 
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the alacrity Circe recommended to Odysseus, it is possible to liquidate a troubled 

business in a receivership that adequately serves the needs of its stakeholders without 

the need for a bankruptcy filing. This paper will explore the various legal and practical 

differences, benefits and disadvantages of receiverships compared to bankruptcy, and 

issues that arise when the two meet. 

Introduction 

 

***** 

ABSTRACT 

Creditors frequently seek appointment of receivers as a means of 

exercising remedies against collateral, attempting to avoid the time and 

expense of a chapter 11 case.  If a voluntary or involuntary bankruptcy 

occurs, however, the intersection of receivership and bankruptcy laws may 

result in inconsistent rights and obligations.   

***** 

Usually, but not always, receivers and trustees share the same objective, namely 

to preserve the assets of a debtor in order to liquidate or reorganize and pay its 

creditors.  Whether one option is better than the other depends on the specific facts of 

each case.  Answers to the following questions will help identify the optimal solution.  Is 

the financial distress caused by mismanagement or fraud?  Who intends to initiate the 

proceeding? Are there unsecured creditors who will be affected by the choice?  Are 

there potential avoidance actions that might only be pursued under one of the options?  

Is the federal government involved?  Has a purchaser been identified whose offer is 

conditioned on selection of one of the processes?     

Black's Law Dictionary defines "receiver" as: 
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A disinterested person appointed by a court … for the protection or 
collection of property that is the subject of diverse claims (for example, 
because it belongs to a bankrupt or is otherwise being litigated). 
 
Black's Law Dictionary 1383 (9th ed. 2009). 

The court that appoints the receiver will by order determine the powers and 

duties of the receiver and the process by which claims against the receivership estate 

will be determined.  The receiver acts as an officer of the court that appointed the 

receiver and is subject to its direction.  Beyond such general terms, the rules that apply 

in receiverships may vary significantly from one court to another.  In federal court, 

appointment of a receiver is governed by 28 U.S.C.A. §§ 754, 959 and 2001-4, Fed. R. 

Civ. P. 66, and by the broad equitable powers of the district courts.  The statutory 

landscape for receiverships on the state level is wide and varied.  Appointment is based 

on a variety of factors, but all state courts having the equitable power to appoint 

receivers regard appointment of receivers as within their discretion.  A majority of 

states have statutorily defined factors for the appointment of a receiver and many 

generally refer to equitable factors.3 

A bankruptcy trustee, on the other hand, is appointed by the United States 

Trustee, and becomes the representative of the bankruptcy estate pursuant to 11 U.S.C. 

§ 323(a).  A bankruptcy trustee has a fiduciary obligation to all parties with interests in 

the estate.4  The Bankruptcy Code’s detailed provisions regarding claims allowance, 

priority and distribution and the Bankruptcy Rules provide certainty and uniformity to 

the bankruptcy process from one court to another. 

                                                      
3
 See, generally, Uniform Law Commission’s Study Committee on Appointment and Powers of Real Estate 

Receiverships Appendix: 50 State Capsule Summary of Foreclosure/Receivership Laws 4/1/13. 
4
 Hon. Steven Rhodes, The Fiduciary and Institutional Obligations of a Chapter 7 Bankruptcy Trustee, 80 Am. 

Bankr. L.J. 147 (2006) 
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One practical limitation of receiverships is the possibility that after a 

receivership case commences, the debtor may react by filing a voluntary petition for 

relief under the Bankruptcy Code or three unsecured creditors may join together to file 

an involuntary petition to displace the receivership. An example of this limitation and 

of the intersection of receiverships and bankruptcy is Ply-Marts, Inc., which had been a 

commercial borrower and a building supply company in the southeastern United 

States that encountered financial distress as a result of the economic recession and the 

2008 collapse of the residential real estate construction industry in Georgia. One of the 

authors represented the federal receiver for Ply-Marts, Inc. before and during the 

involuntary Chapter 11 case commenced by three unsecured creditors shortly after the 

receiver was appointed by the U.S. District Court for the Northern District of Georgia 

at the request of the secured creditor. The bankruptcy judge entered several consent 

orders in the involuntary bankruptcy case that postponed the turnover of assets by the 

receiver, authorized the secured creditor to extend credit to the receiver following the 

filing of the involuntary petition for relief and permitted the receiver to sell the Ply-

Mart operating divisions as going concerns and to wind down the business in an 

orderly fashion. The bankruptcy judge also ultimately entered an order for relief, 

denied the joint motion of the secured creditor and the receiver for relief under 

Bankruptcy Code sections 305 (seeking abstention and/or dismissal) and 543 (seeking 

to excuse the receiver as custodian from compliance with the bankruptcy turnover 

requirements of that section), granted the secured creditor’s motion for relief from stay 

and granted the secured creditor’s motion to convert the Chapter 11 case to a Chapter 7 

case. The receiver as custodian then promptly turned over the remaining property in 

the receivership estate to the trustee and filed his final accounting. The Chapter 7 
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trustee in the Ply-Marts, Inc. case subsequently filed preference avoidance and 

recovery actions, something the receiver did not have the power to do, ultimately 

recovering almost $700,000 according to her final report in the chapter 7 case. 

Therefore, the Ply-Marts, Inc. case provides a relatively typical example of the collision 

of a receivership and bankruptcy. 

When unsecured creditors consider whether they would be better off in a 

bankruptcy case than in a receivership, they are commonly concerned about a lack of 

information, the perceived excessive control by the secured creditor who sought the 

appointment of a receiver and the lack of notice and other rules and procedures in a 

receivership that are commonly found in a bankruptcy case, where rules and 

procedures are designed to facilitate the orderly liquidation of companies in financial 

distress in an open and transparent fashion. On the other hand, many companies in 

distress cannot afford the overhead of a bankruptcy case and receiverships can be a 

less expensive alternative. When work out negotiations have run their course without a 

successful outcome and the secured creditor is unwilling to provide debtor in 

possession financing in bankruptcy, the borrower’s board of directors and unsecured 

creditors may become satisfied that the receivership will afford a greater opportunity 

for a distribution than might occur in a bankruptcy case. Whether a collision will occur 

between the receivership and bankruptcy depends on the types of receiverships, the 

amount and type of debt, the existence of claims that might be pursued more 

effectively by receivers than a trustee in bankruptcy and the existence of claims that 

may only be pursued in bankruptcy cases. 
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I. Types of Receiverships  

 

Although the U.S. Constitution grants to Congress the power to establish 

uniform laws on the subject of bankruptcy, for much of the nineteenth century 

Congress did not do so. Consequently, the liquidation of companies in distress was 

ordinarily the province of state debtor and creditor laws, and those states whose courts 

exercised powers of equity to appoint receivers to provide for court supervision of the 

process. Receivers are officers of the courts that appoint them and their powers are 

specified in the orders that appoint them. Consideration of every receivership should 

start with a review of that order. 

 A. Federal Equity Receiverships 
 
  1. Railroad Receiverships 
 

As railroad companies were established and expanded during the Nineteenth 

Century in America, many small railroads were placed into equity receiverships when 

they encountered financial distress. In appropriate cases, customarily railroad 

companies whose rail lines ran through more than one state, creditors turned to the 

federal courts because of their ability to administer receiverships of such companies 

across state lines. Many of the rules created by the federal courts in these federal equity 

receiverships were incorporated into the reorganization provisions of the Bankruptcy 

Act of 1898. 

  2. SEC and CFTC Receiverships 

 

In furtherance of the policies underlying the establishment of the Securities and 

Exchange Commission (the “SEC”) and the Commodity Futures Trading Commission 

(the “CFTC”), the SEC and the CFTC commonly resort to the equitable power of the 

federal courts to place in receivership businesses where there is evidence of securities 
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fraud. District courts act with broad discretion when fashioning relief in cases 

involving equity receiverships, including receiverships initiated in such enforcement 

actions. Ultimately, district courts have “the power to fashion any distribution plan 

that is fair and equitable” SEC v. Sunwest Mgmt., Inc., No. 09-6056-HO, 2009 WL 

3245879, *8 (D. Or. Oct. 2, 2009) and their “power to supervise an equity receivership 

and to determine the appropriate action to be taken in the administration of the 

receivership is extremely broad.” SEC v. Capitol Consultants, LLC, 397 F.3d 733, 738 

(9th Cir. 2004) (quoting SEC v. Hardy, 803 F.2d 1034, 1037 (9th Cir. 1986)). 

Consequently, the district court is charged with utilizing its “broad powers” and “wide 

discretion,” SEC v. Elliot, 953 F.2d 1560, 1569-70 (11th Cir. 1992) to “determine the 

most equitable distribution result for all claimants” of the receivership. Sunwest 

Mgmt., Inc., 2009 WL 3245879 at *9 (emphasis added). Finally, because case law 

involving district courts’ administration of receivership estates is sparse, court 

determinations are “usually limited to the facts of the particular case.” Capitol 

Consultants, LLC, 397 F.3d at 750. Because the focus of a receiver in an SEC or CFTC 

receivership is customarily broader than that of a receiver in a case commenced by a 

secured creditor of a commercial borrower in financial distress, the outcome in 

subsequent bankruptcy cases is that SEC or CFTC receivers may be more likely to 

remain in control of the bankrupt entities than a receiver appointed at the behest of a 

secured creditor. 

  3. Other Multi-State Corporate Receiverships  

 

With the rise of companies owning real and personal property in more than one 

state, where diversity of citizenship between the secured creditor and the borrower is 

present, federal receiverships offer the same type of benefits found in the railroad 
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receiverships. One court can supervise the multi-state liquidation or reorganization, 

thereby reducing the cost of the process. The Ply-Marts, Inc. case is an example of such 

a federal equity receivership. It was commenced in federal rather than state court 

because the debtor had operating assets in more than one state and there was diversity 

of citizenship between the secured creditor plaintiff and commercial borrower 

defendant. 

 B. State Equity Receiverships 
 
 1. Insurance Companies, Banks and Other Entities Not Eligible for 

 Bankruptcy 

 

Bankruptcy does not intersect with receiverships where the business entity that 

is in distress is not eligible to be a debtor in a bankruptcy case. Bankruptcy is 

unavailable to such institutions and their liquidation is customarily supervised under 

state or federal receiverships. Section 109 (b) of the Bankruptcy Code provides: 

A person may be a debtor under chapter 7 of this title only 
if such person is not --  

(1) a railroad: 

(2) a domestic insurance company, bank, savings bank, 
cooperative bank, savings and loan association, building 
and loan association, homestead association, a New 
Market Venture Capital company as defined in section 351 
of the Small Business Investment Act of 1958, a small 
business investment company licensed by the Small 
Business Administration under section 301 of the Small 
Business Investment Act of 1958, credit union, or 
industrial bank or similar institution which is an insured 
bank as defined in section 3(h) of the Federal Deposit 
Insurance Act, except that an uninsured State member 
bank, or a corporation organized under section 25A of the 
Federal Reserve Act, which operates, or operates as , a 
multilateral clearing organization pursuant to section 409 
of the Federal Deposit Insurance Corporation 
Improvement Act of 1991 may be a debtor if a petition is 
filed at the direction of the Board of Governors of the 
Federal Reserve System; or 
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(3) (A) a foreign insurance company engaged in such 
business in the United States; or 

(B) a foreign bank, savings bank, cooperative bank, savings 
and loan association, building and loan association, or 
credit union, that has a branch or agency (as defined in 
section 1(b) of the International Banking Act of 1978 in the 
United States. 

 
Section 109(d) of the Bankruptcy Code provides that only a railroad or a person that 

may be a debtor under Chapter 7 of the Bankruptcy Code, and an uninsured State 

member bank, or a corporation organized under section 25A of the Federal Reserve Act 

with certain qualifications may be a debtor under Chapter 11 of the Bankruptcy Code. 

  2. Real Estate in Distress Receivership Commenced by Secured   
   Creditor 

 
A very common state court receivership is a real estate receivership commenced 

by the secured creditor that holds the mortgage on the property and has the right 

under its security deed to have a receiver appointed upon an event of default by the 

borrower. These types of receiverships commonly intersect with bankruptcy either 

because the borrower files a voluntary petition for relief under the Bankruptcy Code or 

because creditors of the borrower commence an involuntary bankruptcy case. The 

general rule under section 543 of the Bankruptcy Code is that a receiver as custodian is 

directed to turn over to the trustee or debtor in possession the assets in the receiver’s 

possession upon receipt of notice of the commencement of the bankruptcy case and to 

file an accounting with the bankruptcy court. Depending on the amount of time that 

the receivership has been pending and other factors regarding the prepetition 

management of the assets, a receiver may be excused from turning over the property to 

the debtor. See Section VII. 
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  3. Operating Company in Distress Receivership Commenced by  
   Secured Creditor 

 

It is not surprising to find a state court equity receivership of an operating 

company where the secured creditor desires to have a court-supervised process and the 

borrower’s board of directors or managers and its equity holders acknowledge that a 

receivership is appropriate because they have concluded that the business cannot 

continue and that a going concern business sale would provide a greater return than a 

forced liquidation of the company’s inventory and equipment. Receivers are not forced 

to liquidate the company’s assets in a state court receivership but may, with 

appropriate language in the receivership order, continue to operate the business. 

However, because of limitations applicable to states regarding interference with 

contract rights and the discharge of claims, in the absence of full payment of creditors 

or unanimous creditor consent to acceptance of less than payment in full, it would 

seem that a more likely outcome of such “operating” receiverships is a court-

supervised sale of the business as a going concern followed by a distribution of the sale 

proceeds to creditors rather than a true reorganization. Where the goal of the 

proceeding is to sell all or a portion of a business as a going concern, a purchaser is 

going to require that it obtain clear title. Even if the law may allow a receiver to sell 

"free and clear," if there is not clear law from the highest court in the jurisdiction, a 

more robust sale could take place in bankruptcy where the law is more settled. 

  4. Survey of Select Southeastern State Receivership Practices 

 

In 2011, the Uniform Law Commission (“ULC”) established a Study Committee 

on Real Estate Receiverships to review whether a Uniform Act on the appointment and 

powers of real estate receivers would be appropriate and whether such a uniform law 
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would be likely to gain widespread adoption by the States.  R. Wilson Freyermuth, John 

D. Lawson Professor of Law at the University of Missouri School of Law is the Reporter 

for the Committee that in 2014 drafted a Model Commercial Real Estate Receiverships 

Act.  In 2013, the ULC Study Committee produced a 50 State Capsule Summary of 

Foreclosure/Receivership Laws. Another source of comparative data regarding state 

receivership laws is Friedland, Hammeke, Vandesteeg and Allen, Strategic Alternatives 

For and Against Distressed Businesses, 2015 ed. published by Thomson Reuters.  

Attached to this paper as Appendix A is a comparative outline of four key provisions of 

the receivership laws of twelve southeastern states.  These provisions are: 

(i) preferential transfer avoidance, (ii) sales free and clear of liens, (iii) receivership 

financing and (iv) compensation of receivers.  The ULC Study Committee Survey and 

Strategic Alternatives treatise were used as source materials for this paper’s Appendix 

A.  One additional note regarding preferential transfer avoidance is that the United 

States Court of Appeals for the Ninth Circuit has concluded that state preferential 

transfer avoidance law have been preempted by the Bankruptcy Code.  See section III(B) 

below.  Because the Ninth Circuit’s analysis has received some subsequent criticism, it 

may be useful to consider how the laws of a particular State speak to such topic.  

  5. Sample Receivership Order 

 

A copy of a sample receivership order under federal law is available via the ABI 

Events app, on ABI's website, and on your USB drive. 

II. Benefits of Receiverships  
 
 A. In Pari Delicto 

 

The in pari delicto doctrine is an equitable defense similar to the doctrine of 

unclean hands in which a plaintiff that participated in allegedly wrongful conduct is 
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estopped from recovering damages from a fellow wrongdoer. As noted in Official  

Comm. of Unsecured Creditors of Allegheny Health, Educ. and Research Found. v.  

PricewaterhouseCoopers, LLP, 2008 WL 3895559 (3d Cir. July 1, 2008), “[i]n pari 

delicto is a murky area of law. It is an ill-defined group of doctrines that prevents 

courts from becoming involved in disputes in which the adverse parties are equally 

at fault.” Id. at *5. The application of the doctrine has been just as murky when a 

third party is placed in control of the entity. Although early use of this defense 

against trustees in bankruptcy or creditor committees seemed to gain traction, 

courts have been less likely to apply it when the plaintiff was the receiver appointed 

by the court for the receivership estate. 

In the case of Hays v. Paul, Hastings, Janofsky & Walker LLP, No. 1:06-CV-

754-CAP, slip op. at 25-27 (N.D.Ga. Sept. 14, 2006), the court applied Georgia law and 

declined to apply the in pari delicto doctrine to bar a receiver’s claims. Accord, Hays v. 

Adam, 512 F.Supp. 2d 1330, 1344 (N.D.Ga. 2007). Similarly, the Seventh Circuit has 

found that the in pari delicto doctrine does not apply to bar a receiver’s claims. Scholes 

v. Lehmann, 56 F.3d 750, 754 (7th Cir. 1995) (holding that “the defense of in  pari 

delicto loses its sting when the person who is in pari delicto is eliminated.”). However, 

the Seventh Circuit subsequently limited that holding in the case of Knauer v. 

Jonathon Roberts Fin. Group, Inc., 348 F.3d 230, 236 (7th Cir. 2003) (while the in 

pari delicto doctrine is not a defense against a receiver’s claim for the avoidance of 

fraudulent conveyances as was the case in Scholes v. Lehman, it may apply as a defense 

to other types of third party claims brought by a receiver).  For another case declining 

to apply the in pari delicto doctrine to bar a corporate receiver’s third party claims, see 

FDIC v. O’Melveny & Meyers, 61 F.3d 17 (9th Cir. 1995). 



80

2015 Southeast Bankruptcy Workshop

 

 

Although the Third Circuit extended the application of the doctrine of in pari 

delicto to bar the claims of an unsecured creditors committee in Official Comm. of 

Unsecured Creditors v. R.F. Lafferty & Co., 267 F.3d 340 (3d Cir. 2001), the court 

went on to distinguish receivership proceedings from bankruptcy cases, because 

“unlike bankruptcy trustees, receivers are not subject to § 541.” Id. at 358. The Fifth 

Circuit, however, applied the defense in the case of FDIC v. Ernst & Young, 967 F.2d 

166 (5th Cir. 1992), and precluded the receiver from asserting claims applying the in 

pari delicto doctrine.  For cases discussing the applicability of in pari delicto to claims 

brought by bankruptcy trustees, see Picard v. J.P. Morgan Chase & Co. (In re Bernard 

Madoff Inv. Sec., LLC), 54 F.3d 54 (2d Cir. 2013), cert. denied, 134 S. Ct. 2895 (2014). 

See also, Flaxer v. Gifford (In re Lehr Constr. Corp.), 528 B.R. 598 (Bankr.S.D.N.Y., 

2015) (in pari delicto doctrine bars bankruptcy trustee’s faithless servant claim) citing 

Deangelis v. Corzine (In re MF Global Holdings Inv. Litig.), 998 F. Supp. 2d 157, at 

189 (S.D.N.Y. 2014) (because a bankruptcy trustee stands in the shoes of a bankrupt 

corporation, the in pari delicto doctrine prevents the trustee from recovering in tort if 

the corporation, acting through authorized employees in their official capacities, 

participated in the tort).  See also, Official Comm. of Unsecured Creditors of PSA, Inc. 

v. Edwards, 437 F.3d 1145, 1150, (11th Cir. 2006), in which the Eleventh Circuit stated: 

We need not resort to legislative history because the text of section 541(a) 
is unambiguous, and "the language of our laws is the law." CBS, Inc. v. 
Primetime 24 Joint Venture, 245 F.3d 1217, 1227 (11th Cir. 2001). Under 
the plain meaning of section 541(a), the debtor estate includes all "legal or 
equitable interests of the debtor as of the commencement of the case." 11 
U.S.C. § 541(a) (emphasis added). "A bankruptcy trustee stands in the 
shoes of the debtor and has standing to bring any suit that the debtor 
could have instituted" when the debtor filed for bankruptcy, and there is 
no suggestion in the text of the Bankruptcy Code that the trustee acquires 
rights and interests greater than those of the debtor. O'Halloran, 350 F.3d 
at 1202; see also 11 U.S.C. § 362(a). If a claim of ETS would have been 
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subject to the defense of in pari delicto at the commencement of the 
bankruptcy, then the same claim, when asserted by the trustee, is subject 
to the same affirmative defense. 

The appointment of a receiver before the commencement of a bankruptcy case 

has been held in at least one case to effectively cleanse the debtor thereby insulating a 

liquidating trustee of the debtor from the taint of the former bad actors so that the in 

pari delicto doctrine does not bar the trustee in a subsequent bankruptcy case from 

asserting his claims. See In re Le-Nature’s Inc., 2009 WL 3571331 (W.D.Pa. Sept. 16, 

2009), in which the district court distinguished the Third Circuit’s Lafferty decision, 

stating: 

In Lafferty, two debtor corporations filed for bankruptcy after a "Ponzi 
scheme" collapsed leaving the investors in these corporations with 
substantial losses. The scheme was orchestrated by the corporate 
debtors' sole shareholder, William Shapiro, who issued fraudulent debt 
certificates on behalf of the corporations. When the corporations had no 
prospect of repaying the debt, the corporations sought protection 
through bankruptcy. Subsequent to the bankruptcy filings, the debtors' 
estates, through their creditors' committees, brought claims alleging that 
third parties had fraudulently induced the debtor corporations to issue 
debt securities thereby deepening their insolvency and forcing them into 
bankruptcy. 

One of the main issues in the Lafferty case was whether the in pari 
delicto doctrine would bar the claims brought by the creditor's committee 
on behalf of the debtors' estates. The Court of Appeals for the Third 
Circuit held that in pari delicto could bar the claims if Shapiro's conduct 
could be imputed to the corporations and hence to the creditors' 
committees since the committees stood in the shoes of the debtor-
corporations. 

... 

Unlike the facts in Lafferty, I must evaluate the in pari delicto doctrine 
in light of the fact that when Kirschner stepped into the shoes of Le-
Nature's it was no longer being operated by a corrupt management team 
(Podlucky and the Insiders) due to the minority shareholders who 
convinced the Chancery Court to replace the leadership. Thus, at the 
moment the bankruptcy was filed, Le-Nature's was not being run by the 
wrongdoers who allegedly engaged in fraud. FN11 This distinction alone 
leads me to conclude that since Le-Nature's alleged wrongdoing 
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shareholders were stripped of their power by the alleged innocent 
minority shareholders prior to the bankruptcy filing, there was nothing 
to impute at the time of the bankruptcy filing, and accordingly, the in 
pari delicto doctrine cannot apply to bar Kirschner's claims against 
Krones. FN12 

FN11. I find Judge Cowen's dissent in Lafferty instructive on this point. He 
notes that the Lafferty majority concluded that the creditors' committees 
were barred from recovery because "at the moment the bankruptcy was 
filed the wrongdoers had not actually been removed yet." 267 F.3d at 
362. In Lafferty, the trustee took over a company which, until the 
moment the trustee assumed control, had been run by a corrupt 
shareholder. This directly contrasts with the facts of the immediate case. 
Although Krones suggests that the brief period of the time the custodian 
actually controlled Le-Nature's prior to the bankruptcy filing was not 
enough to "cleanse" the company of the "taint," I disagree based on the 
majority and dissenting opinions in Lafferty. 

FN12. Even assuming, arguendo, that the minority shareholder's actions, 
KCZ's succession, and KCZ's control over Le-Nature's (all of which 
predated the filing of the bankruptcy) are of no moment, the second part 
of the Lafferty analysis-where the Court questions whether the acts and 
conduct of Podlucky and the Insiders can be imputed to Le-Nature's-also 
fails. 

As indicated above, although the case law in this area is still developing, it 

appears that courts are more likely to apply the in pari delicto defense to preclude 

claims by trustees, debtors in possession and unsecured creditors committees than 

similar claims brought by receivers. 

 B. Unitary Enterprise Theory 

 

Receiverships are also favored over bankruptcy proceedings because of the ease 

through which a Receiver can consolidate the assets of various receivership entities 

into a single fund to treat all entities within the receivership estate as a “unitary 

enterprise”. At the federal level, district courts act with “wide discretion” in using their 

“broad powers” to establish a unitary enterprise. SEC v. Sunwest Mgmt., Inc., No. 09-

6056-HO, 2009 WL 3245879, *8 (D. Or. Oct. 2, 2009). 
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When a district court determines that various entities under the control of a 

receivership estate acted as a unitary enterprise in the course of perpetuating a 

fraudulent scheme, the critical element is a finding that the persons responsible for 

the fraudulent activity “did not respect the separateness of the Receivership 

Entities nor the restricted purposes of invested funds that were intended to be 

limited to use for specific facilities.” SEC v. Sunwest Mgmt., Inc., 2009 WL 

3245879 at *1. In those circumstances, courts determine that the receivership 

entities have become part of a  “unified scheme to defraud” the various investors and 

creditors of the receivership estate. SEC v. Byers, 637 F. Supp. 2d 166, 181 (S.D.N.Y. 

2009). 

The essential element of any unitary enterprise is the commingling of funds, 

such that fraudulently obtained funds have been mixed with the legitimately held 

assets of the receivership entities. Commingling of funds can take different forms. 

Court have consolidated assets due to commingling where parties combined the funds 

from various receivership entities with operational revenue into a single centralized 

fund, out of which all operating expenses and distributions for each receivership entity 

were paid. See Sunwest Mgmt., Inc., 2009 WL 3245879 at *4 (SEC alleged that 

defendants “commingl[ed] investor and creditor funds and operational revenue into 

essentially a single fund” which was then funneled into one of the defendant’s personal 

bank accounts and was then redistributed as operating expenses and investor returns); 

Byers, 637 F. Supp. 2d at 180 (finding unitary enterprise where “cash from the 

operations was routinely pooled to pay for operating expenses and distributions across 

various offerings”).  Commingling has also been found where money was moved  
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indiscriminately between corporate entities without regard for any corporate 

formalities. Byers, 637 F. Supp. 2d at 178. 

Federal district courts have embraced a lenient standard for finding that funds 

within a corporate account have been commingled, stating that any evidence that 

illegally obtained funds have been placed into an account taints all funds within that 

account. Sunwest Mgmt., Inc., 2009 WL 3245879 at *9. Rather than finding that the 

commingling of funds must be systematic such that it would be impossible to trace the 

funds from individual creditors or investors, as is frequently the standard for the 

similar remedy of substantive consolidation in bankruptcy cases, district courts have 

found the existence of unitary enterprises due to commingling where there is any 

evidence that the defendants have “blurr[ed] the distinction between the Receivership 

Funds.” CFTC v.  Eustace, No. 05-2973, 2008 WL 471574, *7 (E.D. Pa. Feb. 19, 2008). 

Thus, the government only has the burden of proving that some tainted proceeds have 

been commingled with other funds. Byers, 637 F. Supp. 2d at 178. 

Once a determination has been made that receivership entities have functioned 

as a unitary enterprise, courts create a constructive trust over all assets of the 

receivership estate and each investor and creditor has an equitable interest in all of 

the funds within that trust. SEC v. The Better Life Club of Am., Inc., 995 F. Supp. 167, 

181 (D.D.C. 1998). The assets within the trust are then distributed on a pro rata basis. 

Under a pro rata distribution, the claims of creditors and investors of all receivership 

entities are satisfied at an equal proportion out of the consolidated res of the 

receivership estate. The use of this type of distribution is “most favored” in 

receivership cases. Byers, 737 F. Supp. 2d at 176-77. 
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It is because of the relative ease with which a Receiver may resort to a unitary 

enterprise theory that general creditors of the receivership estate (including defrauded 

securities investors) stand to gain the most from a receivership distribution, because 

they are able to participate in a pro rata distribution of the combined receivership 

estate assets. Conversely, creditors who dealt solely with a single entity within the 

receivership estate and who, under traditional bankruptcy substantive consolidation 

principles could resist the pooling of the assets and liabilities of that entity with the 

larger receivership estate, might be able to receive a greater distribution under a 

bankruptcy of their single entity than under a receivership unitary enterprise.  As a 

result, those creditors would likely prefer to place the entity against which they hold 

claims in bankruptcy.  

III. Disadvantages of Receiverships 
 
 A. No Discharge/Limited Opportunities for Reorganization 
 

State courts may not provide a discharge of liability for creditor claims and so 

unless all creditors agree to accept less than full payment of their debts, reorganization 

of the business is unlikely. As the U. S. Supreme Court held in the case of International 

Shoe v. Pinkus, 278 U.S. 261, 263-65, 49 S.Ct. 108, 109-110, 73 L.Ed. 318 (1929): 

A state is without power to make or enforce any law 
governing bankruptcy that impairs the obligation of 
contracts or extends to persons or property outside its 
jurisdiction or conflicts with the national bankruptcy 
law.... The power of Congress to establish uniform laws on 
the subject of bankruptcies throughout the United States 
is unrestricted and paramount. Constitution, art. 1, s 8, cl. 
4. The purpose to exclude state action for the discharge of 
insolvent debtors may be manifested without specific 
declaration to that end; that which is clearly implied is of 
equal force as that which is expressed. 
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 B. No Ability to Pursue Federal Bankruptcy Preference Avoidance and   
  Recovery 

 
Because section 547 of the Bankruptcy Code is only available in a bankruptcy 

case, a state court receiver does not have the ability to recover preferential transfers 

even if state law permits the avoidance and recovery of preferences. See Sherwood 

Partners, Inc. v. Lycos, Inc., 394 F.3d 1198 (9th Cir. ), cert. denied, 546 U.S. 927 

(2005) (holding that state preference laws are preempted by the Bankruptcy Code). 

But see, Ready Fixtures Co. v. Stevens Cabinets, 488 F. Supp. 2d 787 (W.D. Wis., 

2007) (holding that Wisconsin state preference laws do not conflict with the 

Bankruptcy Code and are, therefore, not preempted) and Haberbush v. Charles and 

Dorothy Cummins Family Ltd. Partnership, 139 Cal. App. 4th 1630, 43 Cal. Rptr. 3d 

814 (Cal. App. 2 Dist. May 31, 2006) (disagreeing with the Sherwood Partners 

decision and holding that California’s preferential transfer avoidance statute is not 

preempted by the Bankruptcy Code thereby permitting an Assignee under a state law 

assignment for the benefit of creditors to pursue such claims).  An unsecured creditor 

faced with a receivership should weigh the likelihood of being a defendant in a 

preference action and the existence of significant preferential transfers to other 

unsecured creditors as it weighs whether or not a bankruptcy case is the preferred 

alternative for it. 

 C. No Automatic Stay 

 

Because section 362 of the Bankruptcy Code is only available in a bankruptcy 

case, a state court receivership cannot effectively prevent creditors from suing the 

borrower and obtaining judgments that thereby obtain priority in right of payment 

under state law. Federal courts, by way of contrast, can and do enjoin creditor action 
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against the receivership estate. The inclusion of channeling injunction provisions in 

the receivership order may accomplish the similar goal of bringing all disputes before 

the receivership court, at least in federal court. 

 D. No Rules Regarding Notice to Creditors, Claims Filing, or Objections 

 

A significant concern to non-party creditors is the lack of common rules 

regarding the service of notice to creditors before the Receiver takes important action 

in administering the assets in the receivership estate. This can be ameliorated by the 

inclusion of notice provisions in the receivership order. However, the only parties 

likely to receive notice of the secured creditor’s request for the appointment of a 

receiver are the defendants in the receivership action, and so unsecured creditors and 

other secured creditors commonly first learn of a receivership action when they receive 

a copy of the receivership order. Nevertheless, timely intervention and a request for 

modification of the receivership order may be more aligned with the creditor’s interest 

than jumping to the conclusion that an involuntary bankruptcy is the preferred 

alternative. However, where the company is being liquidated, the bankruptcy court’s 

established process and priorities are commonly more predictable than a state or 

federal receivership court that is not as accustomed to supervising liquidations. 

 E. No U.S. Trustee 

 

There is no U.S. Trustee equivalent in the federal or state receivership. The 

federal and state courts rely upon the receiver and the receiver’s counsel to manage 

the process efficiently and expeditiously and, without the oversight provided by the 

U.S. Trustee, receiverships may linger beyond the time necessary and appropriate to 

accomplish their intended goal. The secured creditor whose collateral is being 

liquidated is, however, incentivized to closely monitor the receiver’s progress and 
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commonly does. But without a spokesperson for the unsecured creditors, there is no 

easy way to insure that the receiver maximizes a recovery beyond that necessary to 

satisfy the secured creditor. 

 F. Unclear if Property May be Sold Free and Clear of Liens Unless   
  Secured Claims Are Paid in Full 
 

In Spreckels v. Spreckels Sugar Corp., 79 F.2d 332 (2d Cir. 1935), where 

receiver sought to sell property free and clear of liens, Judge Learned Hand stated: 

We have no doubt that the power exists; the question is only as to the 
propriety of, and the proper conditions upon, its exercise. It is quite true, 
although there is perhaps no rigid rule about it, that ordinarily a court 
will not sell property free and clear of liens unless it can see that there is a 
substantial equity to be preserved. 

Id. at 334. 

Under Georgia law, “[u]nless otherwise provided in the order, liens upon the 

property held by any parties to the record, shall be dissolved by the receiver's sale and 

transferred to the funds arising from the sale of the property.” O.C.G.A. § 9-8-6. 

However, this may only be done where the lienholder is a party to the case “and the 

priority of the holder is carried over to the net proceeds of the sale.” 2 Pindar’s Ga. Real 

Estate Law & Proc. § 21-6 (6th ed.) (citing O.C.G.A. § 9-8-6; Ackerman v. Moon, 81 Ga. 

688, 8 S.E. 321 (1888)); see also Empire Cotton Oil Co. v. Park, 147 Ga. 618, 95 S.E. 

216 (1918); Denny v. Broadway Nat. Bank, 118 Ga. 221, 44 S.E. 982 (1903); 

McLaughlin v.  Taylor, 115 Ga. 671, 42 S.E. 30 (1902). Further, any such sale by a 

receiver would be a sale in equity and thus appear to require confirmation of the sale 

by the court, O.C.G.A. § 23-4-35, at least where the receivership order does not contain 

pre-authorization of sales by the receiver. As mentioned in section I(B)(3) above, 

where the goal of the proceeding is to sell all or a portion of a business as a going 
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concern, a purchaser likely will require title insurance. Even if the law may allow a 

receiver to sell "free and clear" the parties may have difficulty finding a title insurance 

company willing to issue such a title policy if there is not clear law from the highest 

court in the jurisdiction.  Title insurance is commonly available for purchasers of assets 

in bankruptcy and so a more robust sale process is possible in bankruptcy where the 

law is more settled. 

 G. No Clear Court Supervised Sale Process 

 

Unlike section 363 of the Bankruptcy Code and Bankruptcy Rule 6004, the 

requirements for prior notice and an opportunity to object to receiver sales are left to 

the vagaries of the receivership order, which is often silent as to the procedure or 

expressly empowers the receiver to sell in public or private sale at his discretion. 

IV. Who May File a Bankruptcy Petition If a Receivership is Pending 

 

 A. The Receiver 

 

Provided the Receivership Order contains the appropriate language, or if not, 

the Receiver seeks and obtains an order from the appointing court, the Receiver may 

file a petition for relief on behalf of the business entity or entities that are in the 

receivership estate. 

 B. The Debtor’s Replaced Board of Directors, Management or Equity 

 

Because the bankruptcy courts look to state law to determine who has the power 

to commence a bankruptcy case, bankruptcy courts commonly conclude that the board 

of directors of a company that has a state or federal receiver may commence a 

bankruptcy case. 

Although some deference is granted to receivers appointed by federal district 

courts, bankruptcy courts are not as likely to prohibit a debtor’s board of directors 
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from resorting to bankruptcy on the grounds that the debtor is subject to a pending 

state court receivership action that purports to preclude interference with the receiver 

by filing a bankruptcy petition. For example, in In re Automotive Professionals, Inc., 

370 B.R. 161, 180-81 (Bankr. N.D. Ill. 2007), the bankruptcy court determined that an 

Order of Conservation issued by a state court that placed the assets and business of the 

debtor under the possession of the Illinois Director of Insurance did not preclude the 

debtor’s directors and officers from filing a voluntary bankruptcy petition. The court 

went on to add that “the exclusivity of an administrative receiver’s title to all assets 

under state law is irrelevant to the determination of whether a particular entity may 

file for bankruptcy relief .... Title 11 suspends the operation of state insolvency laws 

except as to those classes of persons specifically excluded from being debtors under the 

[Bankruptcy] Code.” Id. at 181 (quoting In re Cash Currency Exch., Inc., 762 F.2d 542, 

552 (7th Cir. 1985); see also In re Orchards Village Investments, LLC, 405 B.R. 341, 

349 (Bankr. D. Or. 2009). 

 C. Creditors 

 

Creditors have been enjoined from commencing involuntary bankruptcy cases by 

federal and state courts. However, appellate courts have been more willing to enforce 

such provisions in federal than in state court orders. See Section V below. 

V. Which Courts Enjoin Filing of a Bankruptcy Petition 

 

Federal courts in SEC cases may enjoin creditors from commencing involuntary 

cases against companies in the receivership estate. For example, the Second Circuit in 

the case of SEC v. Steven Byers, Wextrust Capital, LLC, et al., 609 F.3d 87 (2d Cir. 

2010), joined the Ninth and Sixth Circuits in upholding an anti-bankruptcy injunction 

contained in a receivership order. Although indicating that this power should be used 
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cautiously, the Second Circuit Court of Appeals held that district courts may issue anti-

litigation injunctions barring bankruptcy filings as a part of their broad equitable 

powers in the context of an SEC receivership. 

In contrast, in Gilchrist v. General Elec. Capital Corp., 262 F.3d 295 (4th Cir. 

2001), a federal receiver was appointed under an order by the District of South 

Carolina that directed “‘all persons’... not to file any action that ‘affects’ [the debtor’s] 

assets.” Id. at 297. A week later, creditors filed an involuntary petition in the Southern 

District of Georgia against the debtor. The Court of Appeals found that the mere fact 

that the receivership action was filed first had no bearing and that the automatic stay 

provision applied to the receivership action. Id. at 303-04 (holding the Bankruptcy 

Code is “unequivocal in its grant of exclusive jurisdiction to the bankruptcy court, and 

§ 362(a) imposes an automatic stay on all proceedings merely upon the filing of a 

bankruptcy petition.... we believe it would frustrate Congressional intent to imply such 

a limitation based solely on consideration of a first-filed policy.”); see also In re 

Corporate and  Leisure Event Productions, Inc., 351 B.R. 724, 731 n. 26 (Bankr. D. 

Ariz. 2006) (declining to enforce a receivership order that precluded a bankruptcy 

filing, stating “It should go without saying that if removal of corporate officers and 

directors by a receivership order were sufficient to prevent a bankruptcy filing, 

creditors who seek their state court remedies to the exclusion of all others would 

routinely obtain receivership orders with such boilerplate language.”). The court in 

Gilchrist went on to state that even if there was not a jurisdictional issue, they did “not 

believe that the equities favor the common-law receivership process over the highly 

developed and specific bankruptcy process.” Id. at 304. The court noted that the 

bankruptcy court was better suited to administering the assets of the debtor where the 
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“procedural requirements for liquidating a large corporation with thousands of 

creditors, many of whom might challenge the priority of liens and the adequacy of 

asset sales, present a task that would push the receivership process to its limits.” Id.  

VI. Receiver as Debtor / Trustee 

 

Bankruptcy Code Section 105(b) does not permit the bankruptcy court to 

appoint a receiver in a bankruptcy case. Norton Bankruptcy Law and Practice 3d, 

§4:133. Early cases indicated that receivers should not act as debtors in possession. In 

Matter of Plantation Inn Partners, 142 B.R. 561 (Bankr. S.D. Ga. 1992), Judge Davis 

concluded: 

... to permit the Receiver to indefinitely remain in possession and to vest 
him permanently with all the duties and powers of a debtor-in-
possession goes far beyond the limited relief envisioned by Section 542. 
To do so would circumvent the prohibition of Section 105(b) against the 
appointment of receivers in lieu of a debtor-in-possession or trustee. 
Clearly the Code contemplates that the long-term administration of a 
Chapter 11 case will be managed by a trustee or debtor-in-possession, 
not a hybrid created by judicial fiat. See Collier on Bankruptcy, ¶ 
1104.01[e] at 1104-29, 30. 

Although the U.S. Trustee has in the past objected to a receiver acting as trustee in a 

subsequent bankruptcy case, in recent practice, the U.S. Trustee seems to prefer 

having the receiver be appointed the trustee in a bankruptcy case commenced by the 

receiver. Citing the Second Circuit’s decision in the case of Adams v. Marwil (In re 

Bayou Group, LLC), 563 F.3d 541 (2d Cir. 2009), Grant Stein observes in his article 

entitled “The Intersection of Receiverships and Bankruptcy” published in the Volume 

27, Number 4 issue of The Bankruptcy Strategist (February 2010), that a well drafted 

receivership order may enable a receiver to be appointed trustee in a bankruptcy case 

or otherwise remain in control. Stein cites several cases in which receivers filed 

bankruptcy cases and were subsequently appointed trustee including In re 
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International Management Associates, LLC, No. 06-62966 (Bankr. N.D. Ga. Filed 

Mar. 16, 2006) (individual named as SEC receiver was appointed trustee) and 

Rothstein Rosenfeldt Adler PA, No. 09-34791 (Bankr. S.D. Fla. Filed Nov. 10,. 2009) 

(individual named as state court receiver handling a Ponzi scheme consented to an 

order for relief and was appointed to serve as Chapter 11 trustee).  See also, In re 

Petters Co., Inc., 401 B.R. 391 (Bankr.D.MN., 2009)(an individual appointed as federal 

receiver may qualify to serve as trustee in a subsequent bankruptcy case provided he 

formally effects the turnover required under Bankruptcy Code Section 543). 

VII. Receiver As Custodian 
 
 A. 543 Turnover Issues 
 
Section 543 of the Bankruptcy Code governs the turnover of property by a 

custodian. Section 543 provides as follows: 

(a) A custodian with knowledge of the commencement of a 
case under this title concerning the debtor may not make 
any disbursement from, or take any action in the 
administration of, property of the debtor, proceeds, 
product, offspring, rents, or profits of such property, or 
property of the estate, in the possession, custody, or control 
of such custodian, except such action as is necessary to 
preserve such property. 

(b) A custodian shall--  

(1) deliver to the trustee any property of the debtor held by 
or transferred to such custodian, or proceeds, product, 
offspring, rents, or profits of such property, that is in such 
custodian's possession, custody, or control on the date that 
such custodian acquires knowledge of the commencement 
of the case; and 

(2) file an accounting of any property of the debtor, or 
proceeds, product, offspring, rents, or profits of such 
property, that, at any time, came into the possession, 
custody, or control of such custodian. 

(c) The court, after notice and a hearing, shall--  
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protect all entities to which a custodian has become 
obligated with respect to such property or proceeds, 
product, offspring, rents, or profits of such property; 

(1) provide for the payment of reasonable compensation 
for services rendered and costs and expenses incurred by 
such custodian; and 

(2) surcharge such custodian, other than an assignee for 
the benefit of the debtor's creditors that was appointed or 
took possession more than 120 days before the date of the 
filing of the petition, for any improper or excessive 
disbursement, other than a disbursement that has been 
made in accordance with applicable law or that has been 
approved, after notice and a hearing, by a court of 
competent jurisdiction before the commencement of the 
case under this title. 

(d) After notice and hearing, the bankruptcy court--  

(1) may excuse compliance with subsection (a), (b), or (c) 
of this section if the interests of creditors and, if the debtor 
is not insolvent, of equity security holders would be better 
served by permitting a custodian to continue in possession, 
custody, or control of such property, and 

(2) shall excuse compliance with subsections (a) and (b)(1) 
of this section if the custodian is an assignee for the benefit 
of the debtor's creditors that was appointed or took 
possession more than 120 days before the date of the filing 
of the petition, unless compliance with such subsections is 
necessary to prevent fraud or injustice. 

Bankruptcy Code Section 543 should be read in conjunction with Bankruptcy 

Rule 6002, entitled “Accounting by Prior Custodian of Property of the Estate,” which 

dictates the procedure to be followed when a bankruptcy is filed while a state or federal 

court receivership is pending.  Bankruptcy Rule 6002 (a) requires the custodian to 

deliver property in the custodian’s possession or control to the trustee and to promptly 

file and transmit to the United States Trustee a report and account with respect to the 

property of the state and the administration thereof.  Bankruptcy Rule 6002(b) 

provides that once the custodian’s report and account has been filed and after an 
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examination has been made into the superseded administration, after notice and a 

hearing, the bankruptcy court shall determine the propriety of the administration, 

including the reasonableness of all disbursements.  A copy of the Final Report and 

Accounting that was filed by the Receiver for Ply-Marts is available via the ABI 

Events app, on ABI's website, and on your USB drive.  For an explanation of how a 

superseded receiver should proceed if the court does not excuse compliance with 

Bankruptcy Code Section 543, see In re China Village, LLC, 2012 Bank. LEXIS 105, 

2012 WL 32684 (Bankr. N.D. Cal., January 4, 2012) in which a bankruptcy court 

reviewed the final report and accounting as well as the application for fees and 

expenses by the superseded state court receiver and the receiver’s counsel.  The 

decision is instructive on points such as when is it appropriate to surcharge a 

superseded receiver and whether a superseded state court receiver’s counsel is required 

to be appointed by the court or disinterested under Bankruptcy Code § 327 and entitled 

to compensation for post-petition services to the receiver (the bankruptcy court held 

that Bankruptcy Code § 327 was not applicable), and the award of fees for the receiver 

and the receiver’ counsel under Section 503(b)(4) of the Bankruptcy Code.  If the 

bankruptcy court excuses compliance with Bankruptcy Code Section 543 even if only 

during the initial phases of the bankruptcy, see In re Internet Specialties West, Inc., 

2013 Bankr. LEXIS 2849, 58 Bankr. Ct. Dec. 63 (Bankr. C.D.Cal., 2013) (the court held 

that Bankruptcy Code Section 503(b)(3)(E) applied to a superseded receiver as 

custodian even after a bankruptcy case was filed and so Bankruptcy Code Section 

503(b)(4) included the fees incurred by the receiver’s counsel after the bankruptcy was 

filed).  See also Riley v. Decoulos (In re Am. Bridge Prods.), 599 F.3d 1 (1st Cir., 2010) 

(where a superseded receiver as custodian fails to render a final accounting and has not 
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been discharged in either state or federal court, a limitations period under state law for 

bringing claims for mismanagement and breach of fiduciary duty do not apply, and the 

bankruptcy court may consider such otherwise time barred claims during the discharge 

hearing subject to a laches defense against the equitable claims where undue delay 

combines with prejudice.) See, however, Barkley v. West (In re West), 474 B.R. 191 

(Bankr. N.D. Miss. 2012) (post-petition transfer of property of the debtor not avoided 

because the trustee’s claim was time-barred. holding that although Bankruptcy Code 

section 542 contains no statute of limitations, effectively it is subject to the limitations 

period of Bankruptcy Code section 549(d) with respect to property transferred post-

petition).  The same might hold for the turnover provisions of Bankruptcy Code section 

543 after the limitations period in Bankruptcy Code section 549(d) has passed. 

Under Section 543(d) the bankruptcy court may excuse compliance with the 

statute under certain circumstances and may allow a custodian, such as a receiver, to 

continue in his role “if the interests of creditors and, if the debtor is not insolvent, of 

equity security holders would be better served by permitting a custodian to continue in 

possession, custody, or control of such property.” Further, the bankruptcy court shall 

allow the custodian to continue his role “if the custodian is an assignee for the benefit 

of the debtor's creditors that was appointed or took possession more than 120 days 

before the date of the filing of the petition, unless compliance with such subsections is 

necessary to prevent fraud or injustice.” 

Courts have held that Section 543(d), which allows a bankruptcy court to 

continue the prepetition receivership and to relieve a receiver from his duty to comply 

with the Bankruptcy Code's turnover and accounting requirements, is a modified 

abstention provision that reinforces policies set forth in the Bankruptcy Code section 
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governing abstention. In re Lizeric Realty Corp., 188 B.R. 499 (Bankr. S.D.N.Y. 1995) 

(excusing the receiver from turnover of property because under the Bankruptcy Code, 

there is an exception to requirement that custodian of debtor's property who has 

knowledge of commencement of bankruptcy case turnover to debtor any assets of 

estate in his possession in cases where interest of creditors and equity security holders 

would be better served by permitting custodian to continue in possession). 

In an unpublished Order addressing whether a receiver should be excused from 

compliance with Section 543(b), Judge Cox collected and listed seven factors that 

should be analyzed in determining whether the interest of creditors would be better 

served by permitting a receiver to continue in possession, custody, or control of a 

debtor’s property. In re Falconridge, LLC, Chapter 11 Case No. 07-19200 (Bankr. N.D. 

Ill.), Order dated November 8, 2007 (Docket No. 31). Judge Cox, noting that courts 

weigh a number of factors based on the specific facts of each case, collected the 

following seven factors from a variety of reported decisions: 

a) The likelihood of a reorganization; 

b) The probability that funds required for reorganization will be available; 

c) Whether there are instances of mismanagement by the debtor; 

d) Whether turnover would be injurious to creditors; 

e) Whether the debtor will use the turned over property for the benefit of 

its creditors; 

f) Whether or not there are avoidance issues raised with respect to property 

retained by a receiver, because a receiver does not possess avoiding the 

powers for the benefit of the estate; and 
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g) The fact that the bankruptcy automatic stay has deactivated the state 

court receivership action. 

Falconridge Order, page 11-12 (citing Dill v. Dime Sav. Bank, 163 B.R. 221, 226 

(E.D.N.Y. 1994); Lizeric Realty, 188 B.R. at 506-507; Northgate Terrace Apartments, 

117 B.R. 328, 332 (Bankr. S.D. Ohio 1990); In re Poplar Springs Apartments, 103 B.R. 

146, 150 (Bank. S.D. Ohio 1989); In re WPAS, Inc., 6 B.R. 40, 43-44 (Bankr. M.D. Fla. 

1980)). Judge Cox further stated that “the paramount and sole concern is the interest 

of all creditors.” Falconridge Order, page 12 (emphasis in original) (citing KCC-Fund 

V.,  Ltd., 96 B.R. 237, 239-40 (Bankr. W.D. Mo 1989)); and that the “interests of the 

debtor are not to be considered in the court’s decision.” Falconridge Order, page 12 

(citing Dill, 163 B.R. at 225; Foundry of Barrington P’Ship v. Barrett (In re Foundry 

of Barrington  P’Ship), 129 B.R. 550, 557 (Bankr. N.D. Ill. 1991)); see also In re 

Orchards Vill. Invs.,  LLC, 405 B.R.  at 351-354 (declining to require receiver to turn 

over assets of bankruptcy estate where debtor lacked income to fund reorganization, 

debtor’s primary motivation for Chapter 11 filing was to protect interests of equity 

holders, and the evidentiary record reflected mismanagement of the assets prior to the 

Receivership). 

 B. Abstention and Dismissal 
 
  1. Factors for Dismissal  
 

Section 305(a)(1) of the Bankruptcy Code provides that a Bankruptcy Court may 

dismiss any bankruptcy case at any time if “the interests of creditors and the debtor 

would be better served by such dismissal.” The “prime congressional policy underlying 

the abstention doctrine of § 305 is to prevent the commencement and continuation of 

disruptive involuntary cases.” In re Weldon F. Stump & Co., 373 B.R. 823, 828 (Bankr. 
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N.D. Ohio 2007) (exercising permissive abstention under § 305 where a state-court 

receivership action had already commenced). 

The courts look to the totality of the circumstances to determine whether a 

bankruptcy should be dismissed under Section 305. A non-exclusive list of factors 

courts consider to dismiss any bankruptcy under Section 305 include: 

a) economy and efficiency of administration; 

b) whether another forum is available to protect the interests of both 

parties or there is already a pending proceeding in state court; 

c) whether federal proceedings are necessary to reach a just and equitable 

solution; 

d) whether there is an alternative means of achieving an equitable 

distribution of assets; 

e) whether the debtor and the creditors are able to work out a less 

expensive out-of-court arrangement which better serves all interests in 

the case; 

f) whether a non-federal insolvency has proceeded so far in those 

proceedings that it would be costly and time consuming to start afresh 

with the federal bankruptcy process; and 

g) the purpose for which bankruptcy jurisdiction has been sought. 

In re Paper I Partners, L.P., 283 B.R. 661, 679 (Bankr. E.D.N.Y. 2002); see also In re  

Fax Station, 118 B.R. 176, 177 (Bankr. D.R.I. 1990); In re Short Hills Caterers, Inc., 

2008 WL 2357860, *4 (Bankr. D.N.J. June 4, 2008). In addition, the court in the case 

of In re Spade, 269 B.R. 225, 228-29 (D. Colo. 2001) determined that the involuntary 

bankruptcy petition was not in the best interests of creditors and should be dismissed 
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based on the following factors: 1) the motivation of the parties; 2) the preference 

payments creditors sought to recover through the trustee were marginal in relation to 

the administrative costs associated with such an action; 3) the cost and efficiency of 

administering the case in bankruptcy court; and 4) the prejudice to the other creditors 

by keeping the case in bankruptcy, which would shift the costs to all of the debtor’s 

creditors. 

  2. Receivership as Another Available Forum 
 

A dismissal under Section 305 is appropriate when there is another available 

forum. In re Macke International Trade, Inc., 370 B.R. 236, 247 (Bankr. 9th Cir. 2007) 

(“Typical circumstances for dismissing under § 305 include the pendency of 

proceedings such as assignments for the benefit of creditors..., state court 

receiverships..., or bulk sale agreements.”); In re Bailey’s Beauticians Supply Co., 671 

F.2d 1063 (7th Cir. 1982) (affirming the dismissal of an involuntary petition where 

debtor had executed an assignment for the benefit of creditors prior to the filing of a 

petition, finding that there would be a duplication of unnecessary expenses and undue 

delay); In re Silver Spring Center, 177 B.R. 759 (Bankr. D.R.I. 1995) (dismissing case 

filed by debtor shortly after the appointment of a temporary receiver in state court); In 

re Williamsburg Suites, Ltd., 117 B.R. 216 (Bankr. E.D. Va. 1990) (holding that the 

process of winding up of a partnership would not be better served under the bankruptcy 

process than under state law procedures); In re O’Neil Village Personal Care Corp., 88 

B.R. 76, 80 (Bankr. W.D. Pa. 1988) (“Several courts have held that § 305 abstention or 

dismissal is appropriate when another forum is available to determine the parties’ 

interests, and in fact, such an action had been commenced.”); In re Tarletz, 27 B.R. 787 

(Bankr. D. Colo. 1983) (holding it was appropriate to dismiss the case because the 
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interests of the creditors and the debtor would be better served by such a dismissal, as 

there were adequate remedies available in a state court proceeding); In re Sun World 

Broadcasters, Inc., 85 B.R. 719  (Bankr. M.D. Fla. 1980) (dismissing an involuntary 

case because there was already a pending receivership); In re Short Hills Caterers, 

Inc., 2008 WL 2357860, at *5 (noting that “courts generally dismiss an involuntary 

case under § 305(a)(1) where the debtor has made an assignment for the benefit of 

creditors”) (citations omitted). 

Conclusion 
 

While bankruptcy courts have the benefit of significant expertise and 

accordingly are the preferred venue for the reorganization or liquidation of companies 

in financial distress, in the appropriate case a state or federal equity receivership may 

be a less costly and a more efficient process. Creditors who are not parties to a 

receivership may intervene and seek to have the receivership court modify the court 

supervised procedures to more closely follow the provisions of the Bankruptcy Code. 

Because a bankruptcy case is not easily dismissed once filed, stakeholders should 

communicate with each other and with the receiver in order to determine whether 

bankruptcy like protections can be grafted onto the receivership process by consent 

before jumping to the conclusion that a bankruptcy filing is the best course of action. 

However, where a receivership court is not inclined to apply rules that would exist in a 

bankruptcy case or the secured creditor who is the plaintiff in the underlying 

receivership action is unwilling to cooperate, a bankruptcy petition may be the best 

course. 
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Finally, if a collision of the receivership and bankruptcy occurs, timely 

compliance with the provisions of Bankruptcy Code Section 543 and Bankruptcy Rule 

6002 is the best and only course forward. 
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