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Fraudulent Transfer and Solvency Analyses Thought Leadership

inTroducTion
In fraudulent transfer law, insolvency often is an 
important contested issue. It is an affirmative ele-
ment of a “constructive” fraudulent transfer claim, 
meaning that a plaintiff must prove the transferor’s 
insolvency to win (or prove a similar financial 
condition like unreasonably small capital). From 
a defendant’s perspective, proving solvency could 
afford a defense to the fraudulent transfer claim. 
Because insolvency is such a significant question, 
fraudulent transfer cases frequently involve a “bat-
tle of the experts” offering competing valuations of 
the transferor entity.

It is surprising, then, that courts diverge on 
how they describe the most basic of the fraudulent 
transfer solvency tests, known as the “balance sheet 
test.” At its simplest, the balance sheet test asks 
whether a transferor’s liabilities exceed the trans-
feror’s assets: if yes, then the transferor is insolvent; 
if no, then the transferor is solvent. The test is more 
complicated in practice. This is because both the 
Bankruptcy Code and state law say to compare bal-
ance sheet accounts at “fair valuation.”1

Most balance sheets are prepared under generally 
accepted accounting principles (“GAAP”), which do 
not necessarily reflect a “fair valuation.”2 So before 
comparing assets and liabilities, a solvency analyst 
may need to adjust each balance sheet account from 
a GAAP-based balance to a “fair valuation.”

Nonetheless, courts disagree on exactly which 
accounts on the balance sheet should receive a “fair 
valuation.” Some courts, particularly in bankruptcy, 
say that only assets should be stated at “fair valua-
tion.”3 But other courts, particularly those applying 
state law, say that liabilities should be stated at fair 
valuation as well.4

This judicial divergence is particularly baffling, 
because both the Bankruptcy Code and state law 
define the balance sheet test using nearly identical 
language.5 In fact, most state fraudulent transfer 
statutes borrow their insolvency language directly 
from the Bankruptcy Code.6

To muddy the waters even more, courts often 
do not literally follow either of the two tests. 
Courts in the “do not value liabilities” category 
in fact do value certain types of liabilities, like 
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contingent liabilities, thus acknowledging that 
liability valuation is sometimes appropriate. Courts 
in the “do value liabilities” category do not perform 
certain types of liability valuation procedures, like 
discounting liabilities to reflect default risk, thus 
recognizing that some aspects of liabilities should 
not be stated at fair valuation. In short, neither 
formulation fully reflects how courts apply the 
balance sheet test in practice.

This discussion examines these two interpreta-
tions of the balance sheet test. Although the two 
interpretations appear radically different if applied 
literally, courts have deviated from literal applica-
tions in favor of a fairly consistent balance sheet 
test. In that test, some aspects of liabilities are val-
ued but other aspects are not. This discussion pro-
vides a principle that more fully reflects how courts 
apply the test in practice.

The principle is this: the only liability valuations 
that should be performed in the balance sheet test 
are those that would be relevant to a hypothetical 
buyer of the debtor’s entire package of assets and 
liabilities. From a buyer’s perspective, certain types 
of liability valuation, such as adjusting contingent 
liabilities to their expected value, are appropri-
ate, because they affect the price that the buyer 
would be willing to pay for the debtor. Other types 
of liability valuation, such as discounting to reflect 
a debtor’s default risk, are irrelevant to price and, 

therefore, have no place in 
the balance sheet test.

Not only does this 
principle more accurately 
describe how courts apply 
the balance sheet test, it 
also offers a consistent 
method to evaluate which 
types of liabilities—such as 
contingent liabilities, unliq-
uidated liabilities, non-
interest-bearing debts, and 
below-market-rate debts—
are good candidates for fair 
valuation when conducting 
the balance sheet test.

The Two 
preVaiLing 
inTerpreTaTions 
of The BaLance 
sheeT TesT

Courts have interpreted the federal and state bal-
ance sheet tests differently, giving rise to two gen-
eral interpretations of the test.

In federal court, the prevailing view is that the 
balance sheet test requires a “fair valuation” of 
assets only, comparing the fair value of assets to the 
face value of liabilities.7 For example, the Delaware 
Bankruptcy Court has held on several occasions 
that “debts are measured at their face value and not 
their market value.”8

The bankruptcy court based this conclusion pri-
marily on the text of the Bankruptcy Code, which 
defines insolvency as the “financial condition such 
that the sum of [an] entity’s debts is greater than 
all of such entity’s property, at a fair valuation.”9 
The bankruptcy court interpreted the phrase “at 
a fair valuation,” which appears at the very end of 
the definition, to modify the immediately preceding 
language only (“all of such entity’s property”)—in 
other words, the asset-side of the balance sheet 
only. Numerous bankruptcy courts have agreed with 
this interpretation.10

Under this interpretation of the balance sheet 
test, if a transferor has $1,000 in bond debt, 
a $1,000 court judgment entered against it, or 
$1,000 in accounts payable, then in each case the 
transferor has a $1,000 liability, no fair valuation 
required.
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State law follows a seemingly opposite interpre-
tation. Although each state has its own fraudulent 
transfer statute, most states have adopted the 
Uniform Fraudulent Transfer Act or its successor, 
the Uniform Voidable Transactions Act.11

Both of these uniform acts include a balance 
sheet test that compares fair value of assets to the 
fair value of liabilities. For example, the drafters 
of the Uniform Fraudulent Transfer Act wrote in 
their official commentary that the insolvency test 
“contemplate[s] a fair valuation of the debts as well 
as the assets of the debtor.”12

The drafters of the more recent Uniform Voidable 
Transactions Act went even further and altered the 
definition of insolvency to “make clearer that ‘fair 
valuation’ applies to debts as well as to assets.”13 The 
Uniform Voidable Transactions Act’s updated balance 
sheet test now provides that a transferor is insolvent 
“if, at a fair valuation, the sum of the debtor’s debts is 
greater than the sum of the debtor’s assets.”14

By moving the phrase “at a fair valuation” from 
the end of the sentence to the beginning, the draft-
ers took direct aim at bankruptcy court decisions 
interpreting the phrase “at a fair valuation” as 
applying to assets only.

This split in federal and state law is problematic. 
This is because plaintiffs frequently assert federal 
and state fraudulent transfer claims together in one 
action. A debtor in bankruptcy has the exclusive 
standing to assert fraudulent transfer claims, both 
federal and state.15

As a result, bankruptcy courts often must resolve 
both claims in the same case. But if the claims apply 
different balance sheet tests, then the bankruptcy 
court potentially could reach inconsistent results. 
In theory, a debtor could be solvent and insolvent at 
the same time, depending on which law applied. Not 
only would this result be impractical, it also would 
be bad policy: as a number of courts have noted, fed-
eral and state fraudulent transfer law stems from the 
same roots and should be interpreted consistently.16 
There should be only one balance sheet test.

courTs do noT LiTeraLLy 
foLLow eiTher of The Two 
inTerpreTaTions of The 
BaLance sheeT TesT

A deep dive into the case law reveals that neither 
interpretation of the balance sheet test is a fully 
accurate description of what courts do in practice.

Although many federal 
courts say to not value lia-
bilities, these same courts in 
fact do value certain types 
of liabilities when conduct-
ing the balance sheet test. 
For example, even federal 
courts reduce “contingent 
liabilities” to their expected 
value.17

A liability is contingent if 
it is uncertain to occur, such 
as a pending lawsuit against 
a debtor that could lead to a 
money judgment. Because the liability is uncertain 
to occur, valuing it at face would overestimate the 
debtor’s exposure.18

For instance, if a lawsuit asserted a $1 million 
claim against the debtor, but the plaintiff had only 
a 5 percent probability of success, then treating 
the judgment as a $1 million liability for purposes 
of the balance sheet test would be inappropriate. 
A court instead would value the judgment by mul-
tiplying its face amount against the probability of 
occurrence ($1 million × 5 percent), ultimately 
valuing the contingent liability at $50,000.19 In 
other words, the court would engage in a form of 
liability fair valuation.

But as even state law recognizes, not every type 
of liability valuation is appropriate under the bal-
ance sheet test.20 For example, a court should not 
discount a liability to reflect a debtor’s risk of non-
performance.21

To understand why, consider a company that 
issues public bonds at a face value of $1,000. If 
the company is financially troubled and at risk 
of defaulting on the bonds, then the market price 
of those bonds may fall below face to reflect this 
risk of nonperformance. For instance, if the com-
pany has only $500 in assets with which to pay the 
bonds, then the market may value the bonds at not 
more than $500 notwithstanding their $1,000 face 
amount.

Although this type of valuation may occur in the 
market, it has no place in the balance sheet test, 
because it would skew the test in favor of solvency. 
A well-informed creditor would never value a liabil-
ity at greater than the debtor’s ability to pay—in 
other words, at greater than the value of the debtor’s 
assets.22

Likewise, a well-informed debtor would never 
value a debt at a greater amount than what credi-
tors would accept.23 Liabilities would never exceed 

“Because the [con-
tingent] liability is 
uncertain to occur, 
valuing it at face 
would overestimate 
the debtor’s expo-
sure.”
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assets, and solvency under the balance sheet test 
would be a foregone conclusion. Thus, even if liabili-
ties must receive a “fair valuation,” certain types 
of valuation procedures are not appropriate for the 
balance sheet test.

As these examples demonstrate, a liability fair 
valuation sometimes, but not always, is appropriate 
under the balance sheet test. But the two prevailing 
formulations of the test speak in absolutes (“do” or 
“do not” value liabilities) and, therefore, do not fully 
capture this nuance.

reconciLing The Law: LiaBiLiTies 
shouLd Be VaLued from The 
perspecTiVe of a hypoTheTicaL 
Buyer

Because the fair valuation of liabilities sometimes is 
appropriate under the balance sheet test, the ques-
tion becomes, when? Based on how courts apply 
the test in practice, a common principle emerges: 
liabilities should receive only a “fair valuation” that 
is relevant from the perspective of a hypothetical 
solvent buyer pricing the debtor’s collective assets 
and liabilities.

Judging solvency from the perspective of a buyer 
is not new or unique in bankruptcy. As the Seventh 
Circuit held nearly 30 years ago, “[t]o decide 
whether a firm is insolvent within the meaning of 
[fraudulent transfer law], a court should ask: What 
would a buyer be willing to pay for the debtor’s 
entire package of assets and liabilities?”24

If the overall amount is positive, then the debtor 
is solvent. And, if negative, then the debtor is insol-
vent.25 Approaching the balance sheet from this per-
spective helps reconcile some of the inconsistencies 
in the case law.

For example, let’s consider contingent liabilities, 
which courts reduce to their expected value (even 
those courts belonging to the “do not value” group). 
From the perspective of a hypothetical buyer, valu-
ing contingent liabilities is appropriate: to deter-
mine a price for the debtor’s package of assets and 
liabilities, the buyer must reduce contingent liabili-
ties to their expected values. Because this type of 
valuation is relevant to determining what a buyer 
would pay for the debtor, it is an appropriate type of 
valuation to perform in the balance sheet test.

Now let’s consider valuing liabilities for default 
risk—a practice disfavored even by those courts 
in the “do value” group. From the perspective of a 
hypothetical buyer, this is not an appropriate type 

of valuation procedure. A debtor’s default risk may 
matter to creditors, but not to a buyer. The buyer 
will be assuming the debtor’s liabilities.

Therefore, the debtor’s ability to pay those liabil-
ities going forward becomes irrelevant. Conducting 
the balance sheet test from the perspective of a 
hypothetical buyer thus confirms that a “fair valu-
ation” of liabilities does not include valuation for 
default risk.

whaT oTher Types of LiaBiLiTies 
shouLd Be VaLued under The 
BaLance sheeT TesT?

Outside of contingent liabilities, at least three other 
categories of liabilities—unliquidated liabilities, 
non-interest-bearing debts, and below-market-rate 
debts—are candidates for fair valuation.

Unliquidated Liabilities
Liabilities are “unliquidated” if their amounts are 
undetermined. Examples include environmental lia-
bilities or mass tort liabilities where the underlying 
wrongdoing already has occurred but the amount of 
the damages is not yet known.

Courts generally value unliquidated liabilities 
by estimating their amount and then reducing that 
amount to present value.26

Valuation in the form of discounting to present 
value is appropriate from a buyer’s perspective. This 
is because a buyer assigning a price to a future liabil-
ity would take into account the time-value of money.

Although discounting to present value is not con-
troversial, parties have disagreed over the appropri-
ate discount rate. Here again, the rate should be one 
relevant to a hypothetical buyer. For example, in the 
Tronox bankruptcy case, the parties disagreed about 
the appropriate discount rate that the court should 
use to reduce the debtor’s environmental liabilities 
to present value.27

The plaintiff advocated for a risk-free discount 
rate based on U.S. Treasury bond yields (2.5 per-
cent), while the defendant advocated for a 5 percent 
discount rate that incorporated a risk premium to 
reflect the chance that the debtor would default on 
its environmental liabilities. The court selected the 
risk-free rate, finding that the debtor’s ability to pay 
its liabilities was irrelevant for purposes of deter-
mining solvency.28

By rejecting a discount rate that incorporated 
default risk, the court valued the debtor’s 
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environmental liabilities 
from the viewpoint of a 
hypothetical buyer—without 
expressly saying so.

Non-Interest-Bearing 
Debts

Like unliquidated debts, 
non-interest-bearing debts 
that are due in the future 
are candidates for valuation 
under the balance sheet test 
by reducing them to present 
value.29 Because a hypothet-
ical buyer acquiring the lia-
bility would have no obliga-
tion to make interim inter-
est or coupon payments, 
valuing the debt to reflect 
the time-value of money is 
appropriate.

Debts with Below-Market Interest 
Rates

Debts bearing some of the characteristics of unliqui-
dated or non-interest-bearing liabilities may also be 
candidates for fair valuation. One such example is a 
debt with a below-market interest rate.

Let’s consider a debt that is not quite non-inter-
est-bearing, but that is almost there: for example, a 
debt bearing a 0.5 percent rate for a long term. The 
same reasons for valuing a non-interest-bearing debt 
at present value also could apply to this low-rate 
debt. A hypothetical buyer could assume the debt 
(and acquire the company’s associated assets) more 
cheaply than originating new debt at a market price 
to acquire the same assets.

Discounting the debt to reflect its below-market 
rate, therefore, could be appropriate under the bal-
ance sheet test, particularly if the debt is long term. 
This is a true gray area in the law, as little-to-no 
court guidance exists.

However, if a court accepts that a “fair valua-
tion” of liabilities should be conducted from the 
viewpoint of a hypothetical buyer, then the court 
should also accept that debts with below-market 
rates may be given a “fair valuation” in the balance 
sheet test. 

concLusion
Although courts do not apply the balance sheet test 
in a consistent manner, conducting the test from 

the perspective of a hypothetical buyer helps rec-
oncile the differences between the two prevailing 
iterations of the test, and captures how courts apply 
it in practice. Because the case law in this area is 
so sparse, this principle also provides a consistent 
method to evaluate whether to—and how to—value 
any unusual liabilities in future cases.
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