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Many parties may seek to recov-
er a debtor entity’s fraudulent 
transfer under the provisions 

of § 548 of the Bankruptcy Code. These 
parties pursue fraudulent-transfer rem-
edies if they can prove that the debtor 
had actual intent to hinder, delay or 
defraud the creditors. In the more com-
mon claim, the party demonstrates that 
the debtor entity either was insolvent on 
the date that the objectionable transfer 
was made or the objectionable obliga-
tion was incurred or became insolvent 
as a result of that objectionable transfer 
or obligation.
 According to § 547, a transfer may 
be voided if it was made while the debtor 
is insolvent. The party will claim debtor 
insolvency in order to include the trans-
ferred assets back into the bankruptcy 
estate or exclude the assumed liabilities 
from the bankruptcy estate.

Section 548 provides 
three tests to deter-
mine whether a trans-
fer or obligation may 
be avoided: (1) the 
balance-sheet test (i.e., 
if the liabilities exceed 
the fair value of the 
assets), (2) the cash-
flow test (i.e., if the 
debtor incurred debts 

that are beyond the debtor’s ability to repay 
as those debts mature) and (3) the capital-
adequacy test (i.e., if the debtor engaged 
in a business or transaction for which any 
property remaining with the debtor was 
unreasonably small capital). This article 
focuses on the balance-sheet test.

The Balance-Sheet Test
 The 11 U.S.C. § 101(32) definition of 
“insolvent” varies depending on whether 

the debtor is a corporation, partnership 
or other type of entity. For virtually all 
debtor entities, the solvency standard of 
value is “fair value.” 
 In the balance-sheet test, the valu-
ation analyst first assesses the debtor 
highest and best use (HABU). Based 
on the HABU conclusion, the analyst 
concludes whether to value the assets 
on a value in continued use, going-con-
cern basis premise of value or a value 
in exchange, orderly-disposition-basis 
premise of value.

 Second, the analyst concludes the 
fair value of the assets (both tangible 
assets and intangible assets) based on the 
selected premise of value. Then, the ana-
lyst concludes the value of the liabilities 
(both recorded and contingent liabilities), 
which considers any asset reductions 
(e.g., cash payments to creditors, cash 
dividends/distributions to stockholders, 
sales or other transfers of tangible assets) 
related to the objectionable transaction 
and any liability increases (e.g., leases, 
loans or other obligations) related to the 
objectionable transaction.
 If the fair value of the total assets 
exceeds the value of the total liabilities, 
then the debtor “passes” the balance-
sheet test—and the entity is solvent. If 
the value of the total liabilities exceeds 
the fair value of the total assets, then the 
debtor “fails” the balance-sheet test—
and the entity is insolvent. A common 

definition of fair value is the price (in 
terms of cash) that a willing buyer would 
pay and that a willing seller would accept 
in the arm’s-length sale of the subject 
property, within a reasonable time peri-
od and with neither property being under 
compulsion to transact.
 The standard of value answers the 
question; “value to whom?” The fair-
value standard of value contemplates a 
sale between an unidentified, hypothetical 
willing seller and an unidentified, hypo-
thetical (and unrelated) willing buyer. The 
premise of value answers the question; 
“How will the parties come together to 
structure the transaction?” Will the hypo-
thetical buyer buy (and the hypothetical 
seller sell) (1) a going-concern business, 
(2) an in-place assemblage of tangible and 
intangible assets or (3) a voluntary liqui-
dation of tangible assets only?

 The courts have generally defined the 
“reasonable time period” as the amount of 
time that “a typical creditor would find opti-
mal: not so short a period that the value of 
goods as substantially impaired via a forced 
sale, but not so long a time that a typical 
creditor would receive less satisfaction of 
its claim, as a result of the time value of 
money and typical business needs, by wait-
ing for the possibility of a higher price.”1

Fair Value Valuation Methods
 The  three  genera l ly  accepted 
approaches to value debtor assets are 
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the cost, market and income approaches. 
If sufficient data is available, the valu-
ation analyst will apply more than one 
approach in order to conclude mutually 
supported evidence of value. The final 
value conclusion is based on a synthesis 
of the value indications.
 The cost approach values the assets 
by estimating a current cost measure 
(typically replacement cost new, but 
other cost measures may also be used) 
less allowances for depreciation and 
obsolescence. A common cost-approach 
method is the “replacement cost new 
less depreciation” (RCNLD) method. 
Other cost approach methods may also 
be used. The fair value of the asset is not 
the replacement cost new (RCN). The 
fair value of the asset is the RCNLD.
 The market approach values the 
assets based on sales, licenses or other 
transfers of sufficiently comparative 
assets (typically operating in the same 
or similar industry). A common market 
approach method is the comparable sales 
method. The first procedure is to identify 
and confirm the sales (or other transfers) 
of comparable assets. The second (and 
perhaps more important) procedure is to 
compare the debtor assets to the com-
parable assets. This comparison allows 
the analyst to select debtor-specific val-
uation pricing metrics from within (or 
sometimes without) the range of market-
derived pricing metrics.
 The income approach typically val-
ues assets based on the projected income 
from the ownership/operation of the 
assets. Two common income approach 
methods are direct capitalization and 
yield capitalization. 
 The direct-capitalization method 
involves a normalized one-year esti-
mate of future income divided by a 
direct capitalization rate. The yield-cap-
italization method involves an income 
projection for each year in a projection 
period. This projection is converted to 
a fair value by using a yield-capitaliza-
tion rate (also called a present-value 
discount rate). Both the direct-capital-
ization rate and yield capitalization con-
sider the risk associated with achieving 
the income projection. Both of these 
methods consider the expected remain-
ing useful life (RUL) of the tangible or 
intangible assets.
 The  three  genera l ly  accepted 
approaches to value the debtor busi-
ness enterprise are (1) the asset-based 
approach, (2) the market approach and 
(3) the income approach. The business 
enterprise is often defined as the total 

of long-term, interest-bearing debt and 
owners’ equity. The term “business 
enterprise” is a synonym for the terms 
“total invested capital” (TIC) or “mar-
ket value of invested capital” (MVIC). 
To value the owners’ equity, the analyst 
subtracts the value of long-term, interest-
bearing debt from the value of TIC.
 Common asset-based approach busi-
ness valuation methods include the asset 
accumulation method and the adjusted 
net asset value (ANAV) method. The 
asset-accumulation method involves 
the valuation of each category of cur-
rent assets, tangible assets and intangi-
ble assets. Given the complexity of this 
method, it is rarely used in a balance-
sheet test. The ANAV method involves 
the collective revaluation of all asset 
accounts and is often performed by 
applying the capitalized excess earnings 
method (CEEM), which results in one 
aggregate adjustment (positive or nega-
tive) to the debtor assets.
 Common market-approach business-
valuation methods include (1) the guide-
line publicly traded company (GPTC) 
method, (2) the guideline merged and 
acquired company (GMAC) method, and 
(3) the backsolve method. The GPTC 
method involves extracting pricing mul-
tiples from the stocks of public compa-
nies that operate in the same or similar 
industries. The GMAC method involves 
extracting pricing multiples from the 
sales of going-concern businesses that 
operate in the same or similar industries. 
The backsolve method involves extract-
ing pricing multiples from the recent 
sales of the debtor entity stock.
 In the GPTC and GMAC methods, 
the analyst compares the debtor com-
pany to the guideline companies based 
on historical and projected growth rates, 
profit margins and return-on-investment 
metrics. This comparison allows the 
analyst to select debtor-specific pricing 
multiples from within (or outside of) the 
range of the guideline pricing data. In the 
backsolve method, the analyst considers 
any changes in market conditions, the 
debtor entity financial fundamentals and 
the relative sizes of the equity interests 
between (1) the solvency test date and 
(2) the historical stock sale dates. This 
comparison allows the analyst to adjust 
the historical pricing multiples to make 
them applicable to the solvency date.
 Common income-approach busi-
ness-valuation methods include the 
yield capitalization (or discounted cash 
flow) method and the direct capitaliza-
tion method. The discounted cash flow 

(DCF) method is used when manage-
ment expects an uneven cash flow pro-
jection. The analyst projects the cash 
flow over a discrete projection period. 
At the projection period conclusion, the 
analyst estimates normalized terminal 
cash flow. The analyst present values for 
both the discrete cash-flow projection 
and terminal value. The sum of these two 
present values is the TIC value.
 The direct-capitalization method is 
used when management expects a con-
stant rate of change in future cash flow. 
That constant rate of change can be a 
positive, zero or negative. The analyst 
projects the normalized cash flow for a 
one-year future period and capitalizes the 
cash-flow amount by a direct-capitaliza-
tion rate. The direct-capitalization rate 
is the discount rate minus the expected 
long-term growth rate. The result of this 
division is the TIC value.
 The DCF method is commonly 
used in a solvency analysis because it 
applies to all three solvency tests. In 
addition, the debtor cash flow often 
changes at a nonconstant rate during 
the projection period.
 The analyst typically subjects the 
management projections to fairly rig-
orous due-diligence procedures. The 
analyst also considers the projection 
performance risk (i.e., the risk of not 
achieving the projections) in the dis-
count rate selection. The analyst often 
considers the sensitivity of valuation 
variable changes in the DCF model. 
These sensitivity analyses (e.g., small 
changes in the projection profit margin, 
growth rate, discount rate, etc.) allow 
the analyst to “stress test” the balance 
sheet test conclusion.
 The analyst will attempt to apply 
multiple valuation methods to value the 
TIC because multiple valuation meth-
ods provide multiple value indications. 
Ideally, multiple value indications pro-
vide mutually supportive evidence of the 
TIC value.

Balance Sheet Test
 The valuation analyst (1) selects the 
appropriate premise of value based on 
HABU, (2) estimates the fair value of the 
tangible assets and intangible assets, (3) 
estimates the value of the recorded lia-
bilities and contingent liabilities, and (4) 
subtracts the value of the total liabilities 
from the fair value of the total assets. In 
each analysis, the analyst considers the 
impact of the objectionable transfer or 
liability on the debtor entity.



The Burden of Proof 
 The claimant bears the burden to 
prove that the debtor was insolvent. 
This burden may be difficult if there 
were no financial statements as of the 
transfer date. In recognition of such data 
limitations, the courts sometimes use 
the legal principles of retrojection and 
projection. These principles provide for 
a solvency test on a date before and on 
a date after the transfer date. On these 
test dates, presumably there are finan-
cial statements available.
 The quantification of solvency is 
ultimately a valuation issue. To meet 
the burden of proof, legal counsel will 
typically present valuation expert testi-
mony. Such testimony is usually based 
on the analysis of historical financial 
statements, financial projections, cost 
of capital analyses, guideline company 
documents, capital-market price and vol-
ume data, industry and economic data, 
and the valuations of the debtor assets 
and liabilities.
 The fair values of debtor assets are 
rarely equal to accounting “book values.” 
However, GAAP-basis financial state-
ments may provide some useful informa-
tion to the analyst (and to legal counsel 
and the finder of fact). For example, the 
Second Circuit ruled that “while book 
values alone may be inappropriate as a 
direct measure of the fair value of prop-
erty, such figures are, in some circum-
stances, competent evidence from which 
inferences about a debtor’s insolvency 
may be drawn.”
 A company with a substantially 
negative balance-sheet retained-earn-
ings balance may indicate insolvency. 
Retained earnings represents the accu-
mulation of all historical net income 
(after the distribution of any owner div-
idends). A debtor with a substantially 
negative cash account balance may also 
indicate insolvency. That entity may 
not be able to pay its obligations as they 
come due.2 With regard to unaudited 
financial statements, the First Circuit 
held that unaudited financial statements 
may be admissible as the best available 
evidence and that it was up to the trier 
of fact to assess the accuracy of such 
debtor financial statements.3

 Related to GAAP financial state-
ments, a Fifth Circuit decision indicated 
that “while the balance sheets alone may 
not be sufficient evidence to support an 
insolvency finding, they can provide, in 

some circumstances, competent evidence 
from which inferences about a debtor’s 
insolvency may be drawn.4

Conclusion
 In order to avoid the prior transfer of 
certain assets or assumption of certain 
liabilities, various parties may claim that 
such a transaction was a fraudulent trans-
fer, which can be avoided if the debtor 
was insolvent on the date that it entered 
into that transaction. For various bank-
ruptcy purposes, insolvency is analyzed 
with respect to all three solvency tests: 
(1) balance-sheet, (2) cash-flow and (3) 
capital-adequacy. With regard to fraudu-
lent-transfer claims, insolvency is often 
analyzed through the balance-sheet test, 
and is primarily a valuation analysis.
 To prove or disprove insolvency, 
legal counsel should retain a professional 
valuation analyst who should be experi-
enced in performing valuations in the 
entity’s industry and bankruptcy-related 
business valuations. The valuation ana-
lyst should also be experienced in bal-
ance-sheet test fair-value valuations.  n

Reprinted with permission from the ABI 
Journal, Vol. XXXI, No. 1, February 2012.
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2 See Lawson v. Ford Motor Co., 78 F.3d 30, 35 (2d Cir. 1996).
3 See Consove v. Cohen (In re Roco Corp.), 701 F.2d 978 (1st Cir. 1983) (cit-

ing Braunstein v. Massachusetts Bank & Trust, 443 F.2d 1281, 1284 (1st 
Cir. 1971).

4 In re Erstmark Capital Corp., 73 Fed. Appx. 79 (5th Cir. 2003) (unpub-
lished opinion) (citing Lawson, 78 F.3d at 36).


