
Legal Corner

Protecting Yourself in an Owner or
General Contractor’s Bankruptcy

By Stephen A. Hilger

A common theme that repeats
itself in today’s economic cli-

mate is that times are tough. Business
in the construction industry is not
only difficult for wall and ceiling con-
tractors, but owners and general
contractors alike. These tough eco-
nomic times present difficult chal-
lenges to wall and ceiling contractors
when an owner or general contractor
files a bankruptcy proceeding. The
most important concept to remem-
ber in dealing with an owner or gen-
eral contractor’s bankruptcy proceed-
ing is to act quickly.

A bankruptcy proceeding starts out
by the owner or general contractor
filing a petition in a bankruptcy court
in the district within which it has its
principal place of business. The owner
or general contractor will most likely
file a Chapter 7 or a Chapter 11 bank-
ruptcy proceeding. A Chapter 7 bank-
ruptcy proceeding is commonly re-
ferred to as a “liquidating” bankruptcy
proceeding where a trustee is appointed
and all of the assets of the debtor are
accumulated, collected, and sold to
satisfy existing creditors. In a Chapter
7 bankruptcy proceeding the business
of a general contractor would usually
cease. In the case of a construction
project, a trustee appointed over an
owner or general contractor’s con-
struction project may elect to com-
plete the work.

In a Chapter 11 proceeding, the
owner or general contractor seeks to
reorganize its debt. Under those cir-

cumstances, the owner or general
contractor continues to do business.
Although there are special reporting
devices and some other constraints,
the debtor can pretty well operate as
usual assuming the debtor meets the
requirements of the United States
Bankruptcy Code. In a Chapter 11
bankruptcy proceeding, a debtor typi-
cally proposes a bankruptcy plan of
reorganization where he tells all of
his creditors through the plan and an

The most
important

concept
to remember

is to
act quickly.

accompanying disclosure statement
how he will pay his creditors. The
debtor typically pays secured credi-
tors the value of the collateral and
unsecured creditors some portion of
the face amount of their debt. By paying
a secured creditor the equivalent value
of its collateral, if a promissory note
in the amount of $100,000 is secured
by collateral worth only $60,000, then
$60,000 will bc treated as a secured

claim and the balance of $40,000 will
be treated as an unsecured claim and
shared with all other unsecured credi-
tors.

You as a wall and ceiling contrac-
tor will be notified of a bankruptcy
proceeding by an owner or general
contractor by receiving what is called
an Order of Relief. This Order of
Relief is an Order that the court en-
ters after the owner or general con-
tractor files a bankruptcy petition.
The most significant points of the
Order of Relief are that it notifies you
of what is called the first meeting of
creditors, which is an opportunity for
you to ask the debtor certain ques-
tions about the case as well as your
claim. The Order of Relief also noti-
fies all creditors about the automatic
stay. An automatic stay is something
which occurswhen a bankruptcy peti-
tion is filed and prevents most credi-
tots from asserting or making attempts
to collect any debt owed to them by
the debtor. The automatic stay basi-
cally means that a creditor may not
repossess equipment or materials, and
may not institute legal proceedings
against the debtor. The claims must
thereafter be brought in the bank-
ruptcy court.

If you as a wall and ceiling contrac-
tor have a written contract with a
general contractor or owner in bank-
ruptcy, you must file what is called a
motion to assume or reject your ex-
ecutory contract with the debtor. This
requires the filing of a motion in the
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bankruptcy court asking the court to look to the debtor
to make a decision. The debtor will either have to make
a decision that your contract is assumed, in which case
you will be paid the amount of the contract, or rejected,
in which case the contract is automatically breached and
you will beallowed to file a claim in the bankruptcy court
for the amount of your damages based on the breach. If
you continue to do work on any construction project
after the bankruptcy petition has been tiled without get-
ting an order assuming the contract, then you do so at
your peril. The chances of getting paid for that work,
even on an administrative basis, if the debtor decides not
to assume your contract are slim. Accordingly, if a bank-
ruptcy petition is filed, you need to slow down or stop
your work altogether until you receive an order from the
bankruptcy court indicating that thedebtor has assumed
your contract.

You should also file a Proof of Claim. A Proof of
Claim is a simple form available at the bankruptcy court.
Many bankruptcy courts even furnish you with a Proof of
Claim form at the time you receive the Order of Relief
as previously described. Although the forms are self-
explanatory, they require you to fill in your name, the
type of claim, the amount of the claim, and any docu-
ments that you have to support the backup for the claim.
You would then file the claim with the United States
Bankruptcy Court. You should look on the Order of
Relief because there is a time indicated on the order
beyond which you may not file a claim. If you forget to
file a claimwithin that allowable time period, you may be
prevented from recovering even a prorated share of your
claim out of the funds used to pay the unsecured credi-
tors pool.

You should also be aware of preferences. The bank-
ruptcy code contains a section which allows the debtor
or trustee to collect against all creditors payments which
were made within 90 days prior to the filing of the
bankruptcy proceeding, to or for the benefit of the
creditor’s account, on the basis of the debt which existed
prior to the filing of the bankruptcy proceeding, and
which would allow the creditor to receive more than it
would if the case had been converted to a Chapter 7
liquidating bankruptcy proceeding. If there is any type of
insider relationship between the wall and ceiling con-
tractor and the general contractor or owner, the time
period could be enlarged to one year.

The preference collections pose a significant prob-
lem for wall and ceiling contractors. If wall and ceiling
contractors had been paid, and the general contractor or
owner goes into bankruptcy, the net effect is that the wall
and ceiling contractor runs the risk of having to pay back
funds which have been paid for work already performed.
Sincepayment these days typically runs late, it is difficult
to argue that the payments received by wall and ceiling
contractors, even if late, were in the ordinary course of
business, which is one of the exceptions to the prefer-
ence rule. Accordingly, when wall and ceiling contrac-

tors receive the notice of bankruptcy, they need to pay
particular attention as to how many payments have been
received within 90 days prior to the filing of the bankruptcy
proceeding and be alert to the fact that they may be sued to
return those funds to the bankruptcy estate.

Some contracts contain various clauses regarding bank-
ruptcy such as “the contract will terminate when one of the
parties has filed bankruptcy.” This provision typically de-
scribes the subcontractor as opposed to the general contrac-
tor or owner. This is typically called an “Ipso Facto” bank-
ruptcy clause. Although these “Ipso Facto” clauses are
marginally enforceable, they will not affect the requirement
that the wall and ceiling contractor creditor obtain an as-
sumption or rejection of the existing executory contract
before being entitled to payment.

Accordingly, the filing of bankruptcy by an owner or a
general contractor presents significant perils to a wall and
ceiling contractor. The most important thing to do is to act
quickly. This acting quickly will include seeking an assump-
tion of your contract with the general contractor or owner
and limiting the amount of work you perform until you
receive such an approval. You should also consider seeking
professional advice to guide you through a morass of bank-
ruptcy code sections, bankruptcy rules, and local rules so that
you do not make an unnecessary mistake.
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