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Bankruptcy-How to Prevent It and How to
Cope with It Should It Happen to Your
Business

By Joseph R. Pozzuolo, Esq ., and Gary M . Perkiss, Esq.
Senior Member and Member, Pozzuolo & Perkiss, P .C ., Philadelphia, Pa .

Having been counsel to hundreds of businesses
experiencing temporary or permanent financial diffi-
culties, we have seen that many businessmen are not
aware of the alternatives available to prevent it, and
should it occur, how to save their business and/or to
salvage their personal assets . The purpose of this arti-
cle is to discuss (1) what can be done to avoid business
failure, and, if temporary or permanent financial set-
backs arise, (2) what alternatives are available to avoid
permanent shutdown of the business and (3) how
business people can protect their personal assets .

I. PREVENTION OF BUSINESS FAILURE

There are many reasons businesses fail, most of
which are the result of poor internal controls and
policies including : (A) overextension of credit ; (B)
inadequate handling of payables ; (C) dishonesty and
fraud by employees; and (D) dependence on one
source of business .
A . Overextension of Credit
The number one cause of business failure today is

poor cash flow due to inability of the business to
collect its accounts receivable . At the root of this prob-
lem most often are two improper business practices :
(1) inadequate granting of credit, and (2) failure to
proceed quickly with collection action .

(1) Inadequate Granting of Credit
Ideally, all businesses prefer to be paid at the time

services are rendered or products sold. Realistically,
almost all businesses would be unable to obtain cus-
tomers if this was their policy . Therefore, a business
must protect itself to be certain that it will be paid .
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Before extending credit, a complete credit investiga-
tion must be completed. The potential customer must
provide a detailed credit history, including a disclo-
sure of the customer's banking institutions, assets and
credit references. Unsecured credit should be
extended only in reasonable amounts which the cus-
tomer can pay without strain on its cash flow . If the
ability of the potential customer to pay is uncertain,
credit should be extended only if adequate security is
provided. Security can be in the form of (a) recorded
security interests against assets of the customer (i .e .,
mortgages against real estate, perfected security inter-
ests including UCC financing statements against
machinery, equipment, inventory, accounts receiva-
ble, etc .); (b) an assignment of accounts receivable ; (c)
irrevocable letters of credit; (d) liens, bonds, or joint
check arrangements on specific projects ; (e) personal
guarantees if credit is being extended to a corporation
(personal guarantees should be obtained from hus-
band and wife since most people own personal assets
jointly with their spouses) . Obviously, there is a deli-
cate balance between obtaining or losing the customer
when insisting on security; however, the customer
who "cries wolf" is the customer most likely not to
pay .

Additionally, as a deterrent to late payments, a
business should include a clause in its credit applica-
tion that the customer agrees to pay service charges at
the prevailing market rates, such as one and one-half
percent a month on the unpaid balance in the event
the account is more than 30 days past due . This is the
only way to obtain service charges or interest on the
account without court intervention . Further, if legal
enforcement action is required, courts will enforce
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these clauses as opposed to adding only the legal rate
of interest, which is usually much lower than market
rates, e.g., six percent in Pennsylvania .'

(2) Collection Policies
Too often businesses try to be "nice guys" and

don't proceed with collection action quickly enough .
We have found that the longer a business waits to
take strong collection action, the less likely the busi-
ness is to be paid . If payment is overdue in excess of
90 days, the account should be referred to a third
party for collection . Many debtors will avoid respond-
ing to in-house collection calls or letters, make unkept
promises for payment or make minimum payments
solely to obtain more time to dispose of their assets
while the account will be left unpaid . However, an
attorney is armed with the most important tool availa-
ble in collection-a lawsuit . In-house collection prac-
tices provide no such means for collection . If a credit
department is unable to collect the debt, the account
must still be referred to an attorney . This only further
delays payment. Remember, the quicker the account
is placed in the hands of an attorney, the quicker the
account will be tried or settled, and therefore, paid,
since deadbeat debtors usually cannot afford the
added cost of retaining an attorney to represent them
in a lawsuit, and a judgment will result in execution
against the working assets, bank assets and other
assets .
B . Inadequate Handling of Payables

Inherent in most business failures is poor payment
policies . First and foremost is keeping secured obliga-
tions current. If payments are not made to banks or
other secured creditors when due, the secured creditor
can proceed to exercise its rights against the collateral
which has been pledged as security . In addition, taxes
must be kept current, otherwise the Internal Revenue
Service and State Department of Revenue can exercise
their most important tool in collection, i .e ., liening and
seizing the business's assets . This is especially impor-
tant if the business is incorporated since all trust fund
tax liabilities (taxes that are withheld by the business,
e.g., employee withholding taxes and sales taxes) can
be personally assessed against those individuals who
have the ability to sign checks for the corporation . If
the tax authority assesses individuals for the tax delin-
quency, it can reach the individual's personal assets as
well as business assets .

Should the business fall behind in paying its trust
fund taxes, to limit personal liability all payments to
taxing authorities should first be applied to pay the
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trust fund tax delinquencies before payments are
made on other corporate taxes . Taxpayers must desig-
nate specifically on their checks that the payment is
for the trust fund taxes (e .g ., "FICA and FWT Trustee
Funds, Employees Share 2d Quarter 1985") . Other-
wise, where the payment is made on a corporate
account, the payment is deemed to represent payment
of the employer portions of the tax liability, including
assessed penalty and interest . 2

C. Dishonesty and Fraud by Employees

A major problem in a cash business is employee
theft. This most often occurs where the business has
several locations and the owner obviously cannot be
present at each location on a full-time basis. Tight
security controls must be used to avoid employee
theft .

Employers are often confused as to the permissibil-
ity of use of polygraphic examinations and criminal
records in determining whether to hire potential
employees or retain the services of current employees .
In Pennsylvania, employers, other than those
involved in public law enforcement or who dispense
or have access to narcotics or dangerous drugs, violate
criminal statutes if they require a polygraphic exami-
nation as a condition of employment or continued
employment? However, felony and misdemeanor
convictions to the extent they are related to an appli-
cant's suitability for the employment for which the
applicant has applied may be considered in deciding
whether or not to hire .4

Records of criminal convictions are usually availa-
ble from the State Police . In order to obtain the
records, an employer must submit a statement identi-
fying the purpose of the request and the employee or
applicant for employment, fingerprints obtained by a
licensed fingerprinter (the local Police will perform
the task for a small fee) and a small fee to the Records
Department of the State Police. The State Police will
then provide the individual's conviction record . For
example, there is no law in Pennsylvania which pro-
hibits an employer from demanding that employees
or prospective employees submit their fingerprints as
a condition of employment or the continuation of
employment. Therefore, employers should feel free to
request the same. Even if the fingerprints are not
subsequently used to obtain criminal records, the
mere request may have a chilling effect on prospective
employees with criminal records or who have been
involved in theft in the workplace . Also, employees
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will be alerted to the fact that the employer is both
concerned with theft and security-conscious .

D. Dependence on One Source of Business

Many businesses leave themselves open to failure
because they become too dependent on one customer,
supplier or project and the business arrangement goes
sour. We have often seen this in the construction trade
when problems arise with a project, causing the
owner not to pay the general contractor who, in turn,
cannot pay the subcontractors and materialmen .

Manufacturers can also become too dependent on
one customer or supplier . The manufacturer is
doomed to failure if the major customer takes its
business elsewhere . Similarly, if the manufacturer is
dependent upon a major supplier for any number of
reasons, such as plant fabrication, etc ., and the sup-
plier refuses to supply the manufacturer, for whatever
reason, the manufacturer could be out of business for
a period of time . The answer to this problem is obvi-
ous-DIVERSIFY. Do not become too dependent on
any one project, customer or supplier .

II . ALTERNATIVES AVAILABLE IF THE BUSINESS IS
FAILING

If the business is having financial problems which
threaten to destroy the business, there are several
alternatives available to get the business back on its
feet and make it viable once again. These include : (A)
obtaining new financing; (B) internal changes ; (C) out-
of-court arrangements with creditors; and (D) Chapter
11 Bankruptcy proceedings .

A. Obtaining New Financing
Oftentimes the financial problems of the business

can be overcome by an infusion of capital. New
financing can be obtained through lending institutions
or private individuals or entities. Restructuring of the
business may be necessary to obtain such financing
from private individuals or entities, such as merging
with another business entity or bringing in new part-
ners, investors or shareholders to the business .
B. Internal Changes

Obtaining new financing is not as simple as it
sounds as smart lenders and investors may not desire
to take a chance on a troubled business. Before turn-
ing to third parties or the courts for help, internal
changes to scale down the business to its most profita-
ble components may be the answer to solve the
problems of the business. The business can sell the
machinery, equipment or inventory that is not essen-
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tial to success of the business . Inventory and overhead
can be reduced. Turnover of inventory can be
increased. Payables can be extended . Credit limits
from suppliers can be increased . If the business has
more than one location, the poor locations should be
closed or, if possible, sold, leaving only those loca-
tions which are profitable. We have found many busi-
nessmen are too proud to admit they made a mistake
on a location, especially if they are operating multiple
locations .

C. Out-of-Court Arrangements with Creditors
If the major problem of the business is payment of

one or a few large creditors, whether they are banks,
taxing authorities or major suppliers, the problem
must be met head on. Meetings with these creditors
should be arranged, whether collectively or individu-
ally, to explain and document the problems of the
business. These large creditors will be more inclined
to work out alternative payment arrangements with
the business since it is their goal to get paid and
sustain successful business arrangements for the
future rather than to seize assets securing the debts
and shut down' the business. We have found that as
long as the debtor-business is open and honest with
these large creditors and there is a possibility of suc-
cess with restructuring payment of the debt, such
arrangements can be successful . Everyone must
remember that banks are not in the business of selling
real estate, machinery, equipment or inventory . It has
been our experience that most financial institutions
will go to great lengths to work out a reasonable
solution .

If the problems of the business arise out of an
inability to pay large numbers of unsecured creditors,
resolution of the financial difficulties may not be so
easy. We have found that the smaller the creditor, the
less likely the creditor is to cooperate . In most situa-
tions, liquidation of the business, whether in bank-
ruptcy or outside of bankruptcy, is the worst
alternative for all parties concerned . The business is
lost, and in most cases, unsecured creditors will not be
paid. Therefore, it is in everyone's best interest to
agree to an out-of-court settlement. The out-of-court
settlement can include either an extension of time to
pay the unsecured creditors, a pro rata settlement, or
both. We have found in our practice that unsecured
creditors are willing to cooperate so long as the
debtor-business is open and honest . If cooler heads
prevail and all parties take a practical business
approach to the negotiations, satisfactory results can
be achieved and the business can get back on its feet .
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To protect the business once a settlement is reached,
formal settlement documents must be executed and
full releases provided to the business once the settle-
ment funds have been paid .

The major advantage these types of settlements
have over bankruptcy is the cost of bankruptcy . In a
bankruptcy, the administrative expenses required to
be paid by the debtor usually use up all funds availa-
ble to pay unsecured creditors. Professional services
(and accompanying fees), such as those of attorneys,
accountants, and appraisers, are necessary to properly
present plans to adjust debts in a bankruptcy court . In
addition, if a trustee is appointed by the bankruptcy
court, the trustee and the trustee's professional advi-
sors must be paid as well for their services . The same
holds true if an unsecured creditor's committee is
actively involved in the bankruptcy-its professional
advisors must be paid . Therefore, to maximize funds
available to keep the business going and pay
unsecured creditors, bankruptcy must be avoided .

D. Chapter 11 Bankruptcy Proceedings

When all else fails, the only alternative available to
the business to attempt to continue operations is to
commence Chapter 11 proceedings under the United
States Bankruptcy Code .5 One main feature of Chap-
ter 11 proceedings is the automatic stayb against credi-
tors proceeding with any action for the collection of
debts. The stay prohibits commencement or continua-
tion of lawsuits, execution on judgments and attach-
ments of assets. This enables the business to have
time to present a plan to its creditors to satisfy its
debts and continue operations .

In a Chapter 11 proceeding, the business continues
to operate as a "debtor in possession ." A trustee can
be appointed to operate the business by the Bank-
ruptcy Court at the request of a party in interest "(1)
for cause, including fraud, dishonesty, incompetence,
or gross mismanagement of the affairs of the debtor"
or (2) "if such appointment is in the interest of credi-
tors, any equity security holders, and other interests of
the estate ." 7 The court will also appoint a committee
of unsecured creditors holding the seven largest
claims against the debtor who are willing to serve on
the committee.s The committee must be representa-
tive of the various types of unsecured creditors of the
debtor to adequately protect all interests . A Chapter
11 debtor in possession or trustee has the right to
assume or reject executory contractors or unexpired
leases as best serves the interests of the debtor and its
creditors . 9 If a debtor desires to assume a contact or
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lease which is in default, the debtor must provide
adequate assurance that (1) the default will be cured,
(2) the creditor will be compensated for actual pecuni-
ary loss resulting from the default and (3) future
defaults will not occur . 10 Similarly, utility service can-
not be terminated if adequate assurance of payment of
future bills is provided, in the form of a deposit or
other security . 1'

Once the Chapter 11 proceedings are underway and
the debtor's professional advisors have had the oppor-
tunity to thoroughly review the debtor's situation, the
debtor will then formulate a plan to satisfy its debt . 12
The plan must be feasible as well as fair and equitable
under the circumstances to the interests of the various
classes of creditors. Such plans can encompass any or
all of the alternatives discussed above, including
obtaining new financing or investors, internal changes
to make the business more profitable, such as scaling
down business operations and selling non-essential
assets, and making arrangements with secured and
unsecured creditors to satisfy the debts . Plans can also
be presented by any party in interest.

Again, Chapter 11 is an extremely expensive alter-
native due to the substantial administrative expenses
which must be incurred . However, if necessary and
used properly, Chapter 11 can be a viable alternative
to keep the business operating .

III. PROTECTING PERSONAL ASSETS

Business individuals have several methods availa-
ble to protect their personal assets in the event of
business failure. The simplest method is to incorpo-
rate the business. A creditor who deals with a corpora-
tion can have its debt satisfied only out of the assets of
the corporation, not the shareholders' personal assets .
For this reason alone, it is essential that businesses
incorporate and look, see and operate in the corporate
format.

Even if the business is incorporated, certain credi-
tors may require personal guarantees from sharehold-
ers of a closely held corporation, i .e., a corporation
with a small number of shareholders . This should be
avoided, if possible. If the bank or supplier demands
it, and it cannot be circumvented, it should be negoti-
ated, for example, to limit the time of the personal
guarantee to a short trial period, such as one year, or
to limit the dollar amount of the personal guarantee to
an appropriate amount under the circumstances . Also,
once given, a business individual should not be afraid
to go back after a satisfactory business relationship is
established and try to retract the personal guarantee .
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If a personal guarantee is granted and there is a
possibility of business failure, it is essential that those
creditors who have obtained personal guarantees be
paid before other unsecured creditors of the business .
This can be accomplished by giving those creditors
with personal guarantees security interests in the cor-
poration's assets. In that way, if the business is liqui-
dated, the creditors with personal guarantees will be
paid out of the corporate assets pledged as security
before other unsecured creditors of the corporation
will be paid. This will reduce and may eliminate per-
sonal liability of the shareholders who have guaran-
teed the debt.

In addition, as discussed in Section I(B), even if the
business is incorporated, those employees of the cor-
poration who have signatory powers over the corpo-
ration's checking account, usually the shareholders of
the corporation, can be held personally responsible for
trust fund tax debts of the corporation. Therefore, it is
essential that trust fund taxes be kept current, and as
previously discussed, corporate checks be properly
designated for trust fund tax liability . Also, it is essen-
tial that there are sufficient assets of the corporation
which are unsecured, i.e., not pledged as collateral, to
satisfy these tax obligations so that personal assets
will not be seized to pay the trust fund tax obligation .
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IV. CONCLUSION

As can be seen, there are alternatives available to a
business experiencing financial difficulties . In order to
take advantage of these options, all financial advisors,
including the business attorney and certified public
accountant, must be consulted as soon as potential
problems arise to set up the proper procedures to
avoid business failure . The earlier financial advisors
are consulted, the greater the likelihood that the busi-
ness can be saved and personal assets protected .
Footnotes

1 41 Pa . C .S .A . Section 202 .
2 Gens v. United States 615 F 2d 1335 (Ct . CI . 1980) citing IR

Manual, MT 1218 56 (Feb. 25, 1976), reprinted in [1979] 8 CCH
STANDARD FEDERAL TAx REPORTS 5569.01, RS Policy Statement P-5
60 .

3 18 Pa . C.S.A. Section 7321 .
4 18 Pa . C.S.A. Section 9125 .
5 11 U .S .C . Section 101, etseq.
6 11 U .S .C . Section 362 .
r 11 U .S .C . Section 1104 .
6 11 U .S .C . Section 1102 .
9 11 U .S.C . Section 365(a) .
10 11 U.S .C . Section 365(b).
11 11 U.S .C . Section 366 .
12 11 U.S .C . Sections 1121-1129 .
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