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5.2.5: Alternatives to Bankruptcy

&b Learning Objectives

By the end of this section, you will be able to:

e Understand that there are nonbankruptcy alternatives for debtors who cannot pay their bills in a timely way: assignment for
benefit of creditors, compositions, and receiverships.
o Recognize the reasons why these alternatives might not work.

Alternatives to Bankruptcy: Overview

Bankruptcy is a necessary thing in a capitalist economic system. As already noted, without it, few people would be willing to take
business risks, and the economy would necessarily operate at a lower level (something some people might not think so bad overall).
But bankruptcy, however “enlightened” society may have become about it since Victorian days, still carries a stigma. Bankruptcy
filings are public information; the lists of people and businesses who declare bankruptcy are regularly published in monthly
business journals. Bankruptcy is expensive, too, and both debtors and creditors become enmeshed in significantly complex federal
law. For these reasons, among others, both parties frequently determine it is in their best interest to find an alternative to
bankruptcy. Here we take up briefly three common alternatives.

In other parts of this book, other nonbankruptcy creditors’ rights are discussed: under the Uniform Commercial Code (UCC),
creditors have rights to reclaim goods sold and delivered but not paid for; under the UCC, too, creditors have a right to repossess
personal property that has been put up as collateral for the debtor’s loan or extension of credit; and mortgagees have the right to
repossess real estate without judicial assistance in many circumstances. These nonbankruptcy remedies are governed mostly by
state law.

The nonbankruptcy alternatives discussed here are governed by state law also.

Assignment for Benefit of Creditors; Compositions; Receivership

Benefit of Creditors

Under a common-law assignment for the benefit of creditors, the debtor transfers some or all of his assets to a trustee—usually
someone appointed by the adjustment bureau of a local credit managers’ association—who sells the assets and apportions the
proceeds in some agreed manner, usually pro rata, to the creditors. Of course, not every creditor need agree with such a
distribution. Strictly speaking, the common-law assignment does not discharge the balance of the debt. Many state statutes attempt
to address this problem either by prohibiting creditors who accept a partial payment of debt under an assignment from claiming the
balance or by permitting debtors to demand a release from creditors who accept partial payment.

Composition

A composition is simply an agreement by creditors to accept less than the full amount of the debt and to discharge the debtor from
further liability. As a contract, composition requires consideration; the mutual agreement among creditors to accept a pro rata share
of the proceeds is held to be sufficient consideration to support the discharge. The essential difference between assignment and
composition lies in the creditors’ agreement: an assignment implies no agreement among the creditors, whereas a composition
does. Not all creditors of the particular debtor need agree to the composition for it to be valid. A creditor who does not agree to the
composition remains free to attempt to collect the full sum owed; in particular, a creditor not inclined to compose the debt could
attach the debtor’s assets while other creditors are bargaining over the details of the composition agreement.

One advantage of the assignment over the composition is that in the former the debtor’s assets—having been assigned—are
protected from attachment by hungry creditors. Also, the assignment does not require creditors’ consent. However, an advantage to
the debtor of the assignment (compared with the composition) is that in the composition creditors cannot go after the debtor for any
deficiency (because they agreed not to).

Receivership

A creditor may petition the court to appoint a receiver; receivership is a long-established procedure in equity whereby the receiver
takes over the debtor’s property under instructions from the court. The receiver may liquidate the property, continue to operate the
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business, or preserve the assets without operating the business until the court finally determines how to dispose of the debtor’s
property.

The difficulty with most of the alternatives to bankruptcy lies in their voluntary character: a creditor who refuses to go along with
an agreement to discharge the debtor can usually manage to thwart the debtor and her fellow creditors because, at the end of the
day, the US Constitution forbids the states from impairing private citizens’ contractual obligations. The only final protection,
therefore, is to be found in the federal bankruptcy law.

Key Takeaway

Bankruptcy is expensive and frequently convoluted. Nonbankruptcy alternatives include assignment for the benefit of creditors (the
debtor’s assets are assigned to a trustee who manages or disposes of them for creditors), compositions (agreements by creditors to
accept less than they are owed and to discharge the debtor from further liability), and receivership (a type of court-supervised
assignment).

Exercises

1. What is an assignment for benefit of creditors?

2. What is a composition?

3. What is a receivership?

4. Why are these alternatives to bankruptcy often unsatisfactory?
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