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A constructive fraudulent transfer occurs where the transferor receives less than
“reasonably equivalent value” in exchange for the transfer and the transferor is either
(1) insolvent on the date of such transfer; (2) engaged in a business or transaction for

which any property remaining with the transferor has unreasonably small capital; or (3)
intended to incur, or believed it would incur, debts that would be beyond its ability to
repay as such debts matured. A constructive fraudulent transfer may be avoided under

the U.S. Bankruptcy Code and applicable state law. Leveraged transactions, in particular,
give rise to constructive fraudulent transfer risk. An independent, third-party solvency
analysis—prepared at the time of the leveraged transaction—can be useful in defending
against such a fraudulent transfer claim.

INTRODUCTION

It is not atypical for leveraged transactions to
be attacked years after the fact when one of the
parties to the transaction later files for bank-
ruptey protection. In lawsuits brought by trustees,
debtors-in-possession, and, in some cases, credi-
tors’ committees, a judicial determination that
the transaction constituted a fraudulent transfer
can result in buyouts being undone, spin-offs
being unspun, and intercompany guaranties being
avoided.

In these circumstances, a contemporaneously
prepared, independent, third-party expert solven-
cy analysis can be a bulwark against a catastrophic
financial loss.

To appreciate why, first, it is necessary to
understand (1) what an avoidable fraudulent
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transfer is and (2) how certain transactions can
give rise to such a transfer. Second, it is important
to know what to look for in a solvency opinion and
why such an opinion matters. This discussion cov-
ers each of these two topics.

FRAUDULENT TRANSFERS (AND
OBLIGATIONS)

Fraudulent transfer lawsuits usually, though not
always, arise in the context of a bankruptcy case.l
The U.S. Bankruptey Code specifically provides a
mechanism for the avoidance of fraudulent trans-
fers, and it also allows for the pursuit of fraudulent
transfer claims available to creditors under state
law.
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THE BANKRUPTCY CODE

FRAUDULENT TRANSFER STATUTE

Section 548 of the Bankruptey Code provides for the
avoidance of fraudulent transfers and obligations. At
the outset, it is important to remember that, in addi-
tion to fraudulent transfers, fraudulently incurred
obligations are also avoidable.

The conversations around these transactions
are almost exclusively, if only superficially, limited
to fraudulent “transfers.” Therefore, this discus-
sion employs the same convention—unless the
transaction being discussed specifically involves the
potentially fraudulent incurrence of an obligation.
Nonetheless, the discussion regarding “transfers”
applies to “obligations” as well. In this regard, it may
be helpful to think of an obligation simply as the
transfer of a promise to pay or to perform.

The Bankruptey Code divides fraudulent trans-
fers into two categories, which are addressed in
Sections 548(a)(1)(A) and (B), respectively. The
former transfers are typically referred to as “actual”
fraudulent transfers. And, the latter transfers are
typically referred to as “constructive” fraudulent
transfers. However, these two terms are not found
anywhere in the Bankruptcy Code.

Actual fraudulent transfers are those transfers
“made . . . with actual intent to hinder, delay, or
defraud” a creditor.2

Intent is found in certain “badges of fraud,”
derived from case law and borrowed from state stat-
utes. Solvency opinions do not usually play a large
role in insulating parties from actual fraud—the best
defense here is to avoid fraudulent, or apparently
fraudulent, conduct. Therefore, this discussion does
not discuss issues related to the avoidance of actual
fraudulent transfers in any detail.

Constructive fraudulent transfers are transfers
made where:

B the transferor/debtor-to-be voluntarily or
involuntarily received less than “reasonably
equivalent value” in exchange for the trans-
fer and

B one of three conditions existed.

A transfer is fraudulent if there was no reason-
ably equivalent value and the transferor was insol-
vent on the date of such transfer.3

Here, an entity is deemed “insolvent” when the
sum of all the entity’s debts is greater than the sum
of all of the entity’s property.4 This analysis is typi-
cally called the “balance sheet test.”

Alternatively, a transfer is fraudulent if (1) there
was no reasonably equivalent value and (2) the
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transferor was “engaged in a business or transac-
tion, or was about to be engaged in a business or
transaction, for which any property remaining with
the [transferor] was an unreasonably small capital”
(i.e., the transferor was undercapitalized).> This
analysis is typically called the “unreasonably small
capital test” or the “capital adequacy test.”

Finally, a transfer is fraudulent if (1) there was
no reasonably equivalent value and (2) the transfer-
or “intended to incur, or believed [it] would incur,
debts that would be beyond [its] ability to repay
as such debts matured.”® This analysis is typically
called the “cash flow test.”

A trustee, debtor-in-possession, or, in certain
circumstances, a creditors’ committee may sue to
avoid any of the above-described transfers if made
within two years prior to the bankruptcy filing.”

This two-year period is referred to as the “look
back” or “reach back” period. Such suits have to
be brought within two years from the date of the
bankruptcey filing.

Once a transfer is avoided under Section 548,
it is automatically preserved for the benefit of the
estate under Section 551 of the Bankruptey Code.8

In addition, what was transferred, or its value,
may be recovered under Bankruptey Code Section
550. It can be recovered from any of the following:

B The initial transferee,

B  Any entity for whose benefit the transfer
was made

B  Any mediate or intermediate transferee of
the initial transferee?

STATE FRAUDULENT TRANSFER
LAaws

In addition to the Bankruptcy Code, states have
laws that allow for the avoidance of fraudulent
transfers.10

The trustee, or trustee equivalent, can employ
the “strong arm” powers provided in Section 544
of the Bankruptcy Code to assert these state law
causes of action.11

The most typical of these state laws, adopted
by 43 states in some form or another, is the
Uniform Fraudulent Transfer Act (“UFTA”). The
UFTA was amended in 2014, and it was renamed
the Uniform Voidable Transactions Act (“UVTA”).
Like the Bankruptcy Code, the UVTA divides these
transactions into two categories.

However, unlike the Bankruptcy Code, the dis-
tinction is not between constructive fraud and
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actual fraud. Rather, the UVTA separates
these two types of transactions into:

1. those transfers that can be avoided
by creditors in existence at the
time the transfers were made and

2. those transfers that can be avoided
by present and future creditors.12

Nonetheless, the terms actual fraud and
constructive fraud are often still used in the
context of the UVTA.13

The transactions voidable under the
UVTA by creditors in existence at the time
of the transaction include those transfers
made for less than reasonably equivalent
value while the debtor was insolvent (i.e.,
the first type of constructive fraudulent
transfer discussed above).14

The UVTA defines insolvency the same
as the Bankruptcy Code. That is, when the sum of
the entity’s debts is greater than the sum of the enti-
ty’s assets at fair valuation. However, the UVTA adds
a presumption of insolvency where the transferor is
generally not paying debts as they become due.l>

Transactions voidable by present and future
creditors include actual fraudulent transfersl® as
well as the other two types of “constructive” fraudu-
lent transfers described in the Bankruptey Code.

Using nearly identical language as the Bankruptey
Code, the UVTA defines the latter two types of trans-
actions as transfers made for less than reasonably
equivalent value while the transferor:

B “was engaged, or about to be engaged, in
a business or transaction for which the
remaining assets of the debtor were unrea-
sonably small in relation to the business or
transaction”1” or

B “intended to incur, or believed or reason-
ably should have believed it would incur,
debts beyond [its] ability to pay as they
came due.”18

Just as with avoidance actions filed under
Bankruptecy Code Section 548, the trustee, or the
trustee equivalent, has two years from the date of
the filing of the bankruptcy case to initiate suit.
However, the lookback period under the UVTA is
four years, twice as long as the lookback period
under the Bankruptcy Code.

Once avoided under Section 544 and state law,
the transfers are preserved and recoverable under
Sections 551 and 550 of the Bankruptcy Code,
respectively.
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TRANSACTIONS GIVING RISE
TO POTENTIAL FRAUDULENT
TRANSFER

Whenever something is given—like the transfer of
money or property, the grant of a security interest,
or a promise to pay or perform—for less than ade-
quate consideration, the potential for a constructive
fraudulent transfer exists. As such, any number of
commercial transactions can give rise to fraudulent-
transfer risk.

Let’s consider the following three transactional
examples: a leveraged buyout, a spin-off, and an
enterprise loan.

B The leveraged buyout: In a typical leveraged
buyout, a target company is acquired with
borrowed money (the leverage), and the
target company’s assets are used to secure
the loan.

In other words, the target company
gives something of value (a security inter-
est in its assets) and gets nothing in return.
This is because the money goes to the
acquiring entity, not the target company, to
fund the purchase price.

If the pledge of security is accompanied
by a guarantee from the target company, and
it often is, the potential fraudulent transac-
tion is compounded. This is because the
target company will have incurred an obli-
gation, the loan guarantee, for nothing in
return. This presents fraudulent transfer risk.

B The spin-off: In certain restructuring trans-
actions, a parent company may wish to spin
off a business unit.
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First, the parent will usually transfer its
assets into a subsidiary, often created for
the sole purpose of the spin-off. The subsid-
iary usually finances this acquisition.

Second, the parent will sell or distrib-
ute its shares in the subsidiary, completely
divesting itself of ownership of the now
spun-off company. There are a multitude of
legitimate business reasons for a parent to
spin off a subsidiary, all in service of maxi-
mizing shareholder value.

But if financial distress follows and
leads to bankruptcy for either the parent or
the spun-off company, the transaction will
likely come under scrutiny.

Often, the transaction is lopsided.
For example, the spun-off company may
assume the parent’s debt or borrow too
much to purchase the assets. Or, the par-
ent may receive inadequate consideration
for the assets transferred. This occurrence
presents fraudulent transfer risk.

B The enterprise loan: It is routine for corpo-
rate families to utilize large loan structures
where funds are distributed by the lender,
usually on a draw, either to the subsidiar-
ies directly or to the parent and then by
the parent amongst the subsidiaries. The
subsidiaries are co-obligors or guarantors
under the loan agreement.

Often, a lockbox and sweep arrange-
ment pulls cash from the subsidiaries daily.

If certain subsidiaries are underper-
forming and their affiliates are co-obligating
or guarantying, while subsequently repay-
ing their own debts without receiving any
true upside, there is fraudulent transfer
risk.

The typical characteristic of all of these transac-
tions is the potential disparity between what was
given and what was received.

Put differently, a transfer may be made for less
than reasonably equivalent value in exchange.

Ultimately, in the ensuing fraudulent transfer
litigation, experts will be called on to answer the
question: What were the thing given and the thing
received actually worth?

But this is only half of a constructive fraudulent
transfer claim. The other half—insolvency, under-
capitalization, or cash flow deficits—also requires
expert testimony. In that regard, a solvency opinion
can be thought of as expert testimony for use in case
of future litigation.
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THE SOLVENCY OPINION

To be most effective (i.e., to have the greatest evi-
dentiary weight), a solvency opinion is performed
by an independent third-party analyst, typically one
with experience in the particular industry. The sol-
vency opinion is based on independently obtained
or verified information and should not be outcome-
driven.

The analyst should not be incentivized to opine
in favor of solvency. This independence will lend the
opinion credibility and provide a possible edge over
an opinion prepared specifically for litigation.

Solvency opinions generally include analyses
that mirror the “constructive” fraud provisions of
the Bankruptcy Code and the UVTA—a balance
sheet analysis, an adequacy-of-capital analysis, and
a cash flow analysis.

Solvency opinions may also include an analysis
of market capitalization (the number of shares out-
standing multiplied by the price per share). Internal
information is often verified against publicly avail-
able information, and all analysis assumptions are
subject to update and revision in order to account
for market changes and manipulation.

Balance Sheet Test

A balance-sheet test in a solvency opinion is
designed to answer in advance whether the debtor
meets the Bankruptey Code definition of insolvent.
In other words, do its liabilities exceed the value of
its assets at fair valuation? The question often is
reframed in reverse as—Is the debtor solvent?

In valuing the debtor’s assets, valuation analysts
generally rely on the going-concern premise of value
rather than on the liquidation premise of value as
the measure of highest and best use. Contingent
and disputed debts are often weighted based on the
likelihood of payment.19

CAsSH FLow TEsT

A cash flow test is designed to determine whether
the debtor will be able to pay its debts, including
any debts with the associated transaction, as they come
due. Not coincidentally, it mirrors the fraudulent transfer

analysis in the Bankruptcy Code and the UVTA.

It is important to note that cash flow can often
be positively affected by restricting cash outflow
with new debt and deferring payment on the trans-
action debt. Failure to account for this manipulation
can signal an outcome-driven opinion. Inevitably,
where cash flow is an issue, capitalization is as well.
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Capital Adequacy Test

A capital-adequacy test is designed to determine
whether the debtor can endure future business fluc-
tuations. This analysis often includes stress testing
against various scenarios likely to have an impact on
the debtor’s business.

This stress test analysis is designed to satisfy the
fraudulent transfer inquiry into potential undercapi-
talization.

SUMMARY AND CONCLUSION

The second prong of the fraudulent transfer analysis
(whether it is the solvency analysis, the cash flow
analysis, or the capitalization analysis) can often be
overlooked by fraudulent transfer plaintiffs. This is
often the case because plaintiffs are more focused
on the nuance issues of value, which serve as the
starting point (i.e., the first prong) for determining
whether a claim exists.

Most often, the parties entering into transactions
like those described above are financially sound
at the time of the transaction. However, given the
four-year state law look-back period, it is typical for
litigation to ensue years after the transaction if the
debtor experiences financial difficulties.

In some of these litigations, the plaintiff’s
expert—with the benefit of hindsight—will opine
that the debtor was in financial distress long before
anyone could have reasonably known.

An independent, third-party solvency analysis—
an analysis that was prepared contemporaneously
with the transaction—can provide an invaluable
tool to counter such a claim.

1. Creditors may assert state law fraudulent trans-
fer claims where no bankruptey has been filed.
However, once a bankruptey case is filed, most
courts view the claim as property of the bank-
ruptey estate and prohibit suits by individual
creditors.

11 U.S.C. § 548(a)(1)(A).

11 U.S.C. § 548(a)(1)(B)(ii)(1).
11 U.S.C. § 101(32)(A).

11 U.S.C. § 548(a)(1)(B)(ii)(1I).
11 U.S.C. § 548(a)(1)(B)(ii)(I1I).
11 U.S.C. § 548(a)(1).

11 U.S.C. § 551.

11 U.S.C. § 550(a).

10. Alaska, Kentucky, Louisiana, Maryland, South
Carolina, and Virginia have not adopted the
UFTA or updated UVTA and instead have dif-
ferent statutes or a patchwork of common law
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providing for the avoidance of fraudulent trans-
fers. The differences between these laws, though
interesting, is beyond the scope of this discus-
sion.

11. 11 U.S.C. § 544(b)(1).
12. UVTA, § 4, “Transfer or Obligation Avoidable as

=

to Present or Future Creditor”; § 5 “Transfer or
Obligation Avoidable as to Present Creditor.”

13. One of the reasons given for the renaming
accomplished by the 2014 amendment (from
“Fraudulent” to ”Voidable”) was to address the
inconsistent use of the term “fraudulent” with
respect to constructive fraud, which doesn’t
qualify as fraud under any other understanding
of the concept. See UVTA, Prefatory Note. No
substantive change was intended by the change
in terminology. Id. This is not unlike the change
in terminology that accompanied the 1984 adop-
tion of the UFTA in replacement of the Uniform
Fraudulent Conveyance Act. There, the change
was meant to recognize the applicability of the
Act to transfers of realty and personal property.
To the drafters, the term “conveyance” appar-
ently connoted a transfer restricted to personal
property. See UFTA, Prefatory Note.

14. UVTA, § 5(a). This category also includes trans-
fers made to insiders in repayment of anteced-
ent debt while the transferor was insolvent and
where the insider had reason to know about the
transferor’s insolvency. UVTA, § 5(b). This is
similar to insider preference avoidance found in
Section 547 of the Bankruptey Code; the differ-
ence being that the preference avoidance statute
in the Code does not include a scienter (i.e.,
knowledge) requirement.

15. UVTA, § 2(a) and (b).

16. UVTA, § 4(a)(1). To show intent, the UVTA
includes a nonexclusive list of “badges of fraud.”
UVTA, § 4(b).

17. UVTA, § 4(a)(2)(i).
18. UVTA, § 4(a)(2)( ii).

19. Contingent debt describes financial liabilities
that are not yet, and may never become, due.
Instead, the debtor’s obligation to pay is predi-
cated on a triggering event (e.g., a guaranty).
A disputed debt is usually fixed in amount, the
debtor simply contests its obligation to pay.
Caution should be taken when weighting contin-
gent and disputed debts. The bankruptey court
will also consider expert analysis rendered with
the benefit of hindsight.
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