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Systemic Risk, Inflation and Growth: What Has the Pandemic Taught Us?
By: Steven C. Isberg, PhD, Senior Fellow, Credit Research Foundation
Overview

U.S. Treasury Secretary and former Chair of the Federal Reserve Board Janet Yellin recently admitted that she
did not understand the causes of the exceedingly high inflation currently plaguing the U.S. economy. This
shouldn’t come as that big of a surprise given the fact that the economy is demonstrating signals that simply
don’t match up with mainline economists’ understanding of how it works. As the stock market continues to
decline and inflation fails to abate, the Federal Reserve is signaling additional interest rate increases. The Fed
seems to be following an old rule: “if inflation, then increase interest rates.” Just today (15 June) the Fed has
announced an increase of 75 basis points, the largest single increase in rates since 1994.
The major flaw in that response lies in that very misunderstanding of the nature and causes of the current
inflation. The traditional policy of raising interest rates in response to inflation assumes that the latter is present due to the “overheating” of an economy producing at or near full capacity, and hence, driven by excess
demand. If we look, even from a distance, however, we find that this doesn’t fit with the current situation, in
which we see the following:
•
•
•
•
•

Over 11.4 million unfilled job vacancies, 4.5 million of which have developed since the beginning of the
COVID pandemic.1
Virtually stagnant real employee earnings growth since the beginning of the pandemic shutdown, despite the increase in job vacancies.2
Just under 4.0 million people who have left the labor force since the beginning of the pandemic.3
A return to the pre-COVID trend of slow growth in the real U.S. GDP of about 1.5 to 2.0 percent.4
Supply chain-driven production shortfalls in many key manufacturing industries, including food and
automobiles.

The bottom line: the U.S. economy is anything BUT overheating, and additional interest rate increases may have
an impact akin to that of giving an already sedated medical patient additional doses of morphine.
While the COVID pandemic is blamed by many as the root of this problem, that event has merely served as
an accelerant in hastening the coming of the future in which we currently exist. It began over 50 years ago.
The fact that these changes have been 50 years in the making means that a solution to our current economic
dilemma will not come quickly.
The Problem

The explanation for what we are experiencing in the current economy comes down to two main points: 1) the
immediate cause of our current inflation is that over $6 trillion in money supply (M2) has been created since
the beginning of the pandemic,5 while at the same time the supply of consumer goods and services has decreased as a result of the impacts of the pandemic shutdowns and discontinuities; 2) problems with the supply chain lie in the fact that both the U.S. and the global economies are no longer adequately diversified, and
hence, are subject to much greater forces of systemic risk. The pandemic both accelerated and magnified the
impact of that systemic risk.
Coming into the 1970s, the U.S. economy needed to be rebuilt. The global (offshore) economy was already
being rebuilt after the destruction of the second world war. The oil embargo of 1973 ended up serving as the
catalyst for the changes in the U.S. that began in that decade. The rebuild has taken place both steadily and in
spurts over the past four decades. The four main stages correspond to: 1) the corporate restructuring of the
manufacturing base in the 1980s; 2) the business process reengineering and introduction of internet commerce
1
2
3
4
5

Organization for Economic Cooperation and Development; accessed on Federal Reserve Bank of St. Louis Economic Data.
U.S. Department of Labor, Bureau of Labor Statistics.
Ibid.
Federal Reserve Bank of St. Louis, Ecnomic Data
Federal Reserve Bank of St. Louis, Economic Data
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in the 1990s; 3) the implementation of additional information technology and automation in the 2000s; and the
monetization of the economy and growth of e-commerce following the credit market meltdown of 2008. The
consequences of the rebuild include but have not been limited to the following:
•
•
•
•
•
•

Global sourcing under just-in-time inventory and production management strategies.
Increased employment of information technology and automation replacing human capital resources
(i.e., fewer jobs in many industries).
Leverage-driven consolidation across most industries.
Declining long-term growth in real private investment spending.
High rates of cash payouts to investors by way of either dividends and/or share repurchases.
Widening disparities in the distribution of income between the upper 5% and the rest of the household
base.

One of the major consequences of this U.S. and global economic rebuild is that we lack adequate diversification and are now exposed to greater concentrations of risk. One of the best examples of this is what has
happened because of the breakdown in the supply chain of silicone chips.
Chips have become basic elements of virtually any durable good. The typical automobile, for example, contains
up to 400 of these individual components. As the global economy engaged in its 50-year rebuild process, chip
making consolidated into a very small number of large operations. The combination of the pandemic and a
single building fire has disrupted the supply chain so badly that U.S. automobile production is down by almost
3 million units per year. Each of the major U.S. automakers currently has open lots full of product that would
be finished and out for sale but for the availability of the chips.
The impact of this shortage has been massive inflation in both new and used vehicle prices. This can be clearly seen in Exhibit 1, which shows the Consumer Price Index (CPI) for New and Used Vehicles and the monthly
moving average of new vehicle assemblies. As shown in the exhibit, production plummeted at the beginning
of the pandemic, started to come back, and plummeted again when the industry ran short of the chips necessary to complete production. The consequence has been a 30% increase in average new and used car prices.6
What we see in Exhibit 1 is clearly not an example of inflation due to an overheating product market. Rather,
it is a consequence of the fact that money creation has led consumers to spend on products that are in short
supply. Raising interest rates will only serve to make vehicle purchases even more expensive (most vehicle pur6
Motor vehicle assemblies: Federal Reserve Bank of St. Louis, Economic Data; CPI: U.S. Department of Labor, Bureau of Labor
Statistics
Exhibit 1
Monthly Moving Average Annualized Vehicle Assemblies and New and Used Vehicle Prices
Monthly: Jan 1993 - April 2022

130.0

14.0

125.0
12.0

10.0

115.0
110.0

8.0

105.0
6.0

100.0
95.0

4.0

Moving Aveage Annualized Vehicle Assemblies

CPI for New and Used Vehicls (202=12 =100)

120.0

90.0
2.0
85.0
0.0

80.0

CPI new and used vehicles

12 Mo Ave Assemblies

4

chases are financed) and will work toward reducing rather than increasing unit sales. This will end up putting
recessionary pressure on the economy.
Money and Inflation

The Federal Reserve responded to the pandemic by dramatically expanding monetary reserves. These reserves
turned into federal government borrowing and spending that has led to the creation of over $6.6 trillion in
money supply (M2) between March 2020 and April 2022. There is no chance that the introduction of that level
of new money would not lead to price inflation at a time when production of goods and services has been reduced because of a global pandemic. To believe that our current inflation is not due to excess money creation
combined with reductions in supply is foolish. The effects are plain to see in Exhibit 2.7
The Federal Reserve had engaged in a series of quantitative easing policies between 2009 and 2015 as the
economy recovered from the market meltdown of 2008. As can be seen in Exhibit 2, the Fed was in the process
of tapering down the reserves in the monetary system (i.e., the monetary base) up to the beginning of the pandemic. Despite this tapering, the money supply (M2) continued to grow at a fairly steady rate.
The Fed began increasing reserves almost immediately upon the shutdown of the economy in March 2020. As
can also be seen in Exhibit 2, this led to dramatic growth in the money supply. The increase in the money supply was matched almost dollar-for-dollar by federal government borrowing and spending over the same time.
This kept the economy from collapsing because of the pandemic shutdown. It also, however, provided consumers, businesses and investors with income and cash flow at a time where fewer goods were being produced
and fewer services offered.
This is, in and of itself, inflationary. As is clear in the CPI trend during the pandemic, an initial period of deflation upon commencement of the economic shutdown has been followed by prices that have risen at an average annual rate of 5.1% since February 2020, and 8.2% in the year ending April 2022.
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Monetary Base, Money Supply (M2) and Consumer Price Index
Monthly: Nov 1985 - April 2022
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False Signals

Both economists and political leaders have pointed to several factors in support of statements regarding the
current strength and recovery of the U.S. economy. These include claims that the unemployment rate is low,
wages and employee compensation are increasing, consumer savings are high, and output is once again growing. In fact, while the unemployment rate is low, almost 4.0 million people have left the labor force. There are
over 11.4 million unfilled job vacancies in the United States, over 4.5 million of which have developed since the
beginning of the pandemic. While nominal hourly earnings may be rising, real hourly earnings are exactly the
same as they were when we entered the pandemic shutdown.8
Exhibit 3
Nominal and Real Hourly Earnings and U.S. Job Vacancies
Monthly: March 2006 - April 2022
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As the economy recovered from the financial market meltdown of 2009, nominal increases in hourly earnings
were mostly negated by what little inflation existed over that period. As can be seen in Exhibit 3, real hourly
earnings went from $20.70 in late 2009 up to $22.02 immediately prior to the pandemic shutdown. While rising during the pandemic, real hourly earnings have since returned to that same level ($22.03), even as unfilled
job vacancies have been soaring. While the volume of output has fallen, corporate profit rates have often risen,
in part due to lower growth in wages. Even though wages might be growing, they are not growing fast enough
to keep up with inflation and they are not serving to draw additional labor resources to fill those existing job
vacancies.9
The industries that have been hardest hit by job vacancies are retail and wholesale trade, leisure and hospitality, health care services and professional business services. There are over 1,000,000 unfilled government jobs.
The south is by far the hardest hit of the four regions for which measurements are provided, with the northeast
being least impacted. Details can be seen in Table 1 below.10

8
9
10

OECD
U.S. Department of Labor, Bureau of Labor Statistics
U.S. Department of Labor, Bureau of Labor Statistics
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Table 1: Unfilled Job Vacancies by Industry and Region (Thousands)

Categories
Total (000)
INDUSTRY
Total private
Mining and logging
Construction
Manufacturing
Trade, transportation, and utilities
Professional and business services
Education and health services
Leisure and hospitality
Other services
Government
Northeast
South
Midwest
West

Apr.
2021
9,265

Dec.
2021
11,448

Jan.
2022
11,283

Feb.
2022
11,344

Mar.
2022
11,855

Apr.
2022P
11,400

22
329
865
1,773
1,660
1,543
1,201
362
956

34
359
746
1,942
2,021
2,187
1,990
362
1,105

37
383
859
1,832
2,078
2,146
1,698
483
1,048

36
383
785
1,993
2,038
2,256
1,720
412
1,088

45
426
877
2,036
2,330
2,278
1,660
426
1,044

44
449
996
1,958
2,181
2,004
1,513
470
1,008

8,309

1,649
3,588
2,022
2,007

10,343

1,923
4,330
2,530
2,664

10,235

10,256

1,952
4,237
2,587
2,507

1,911
4,262
2,487
2,684

10,812

1,980
4,650
2,533
2,693

10,392

1,822
4,411
2,648
2,519

These are not signs of a healthy and/or overheating economy. Rather, they are signs of a weakening economy in which the events of the past two years have both accelerated and masked the impacts of the underlying
weaknesses that existed prior to the pandemic. These weaknesses, which can be characterized by low rates of
investment spending and real growth, and increased levels of systemic risk, are now showing up in a big way.
The Weakness in Underlying Long-Term Growth

Examining different rates of real GDP growth demonstrates that the effects of the pandemic were extreme
and that we are returning to a longer-term trend of slow growth. As can be seen in the real GDP growth rate
measured on a quarterly basis, the economy shrunk by over 30% at the outset of the pandemic shutdown, only
to recover at just over the same rate by the fifth quarter following. The annual average growth rates show a
similar but more muted pattern of decline and recovery. As can be seen in the five-year average annual real
GDP growth rate, however, it seems that the pandemic has had little impact on the long-term trend. We are
currently returning to a trend which has ranged between 1.5% and 2.0% since the market meltdown of 2008.
There is current cause for concern, however, in the fact that both the quarterly and annual growth rates continue to decline. This is a clear sign of the weakness remaining in the U.S. economy and is cause for concern as
the Fed considers additional interest rate increases. Such rate increases will not serve to stimulate real growth.
Rather, they are more likely to stifle growth opportunities that may currently exist.11
11

Federal Reserve Bank of St. Louis, Economic Data

Exhibit 4
Quarterly, Annual, and Five-Year Average Annual Real GDP Growth
Quarterly: 2008-2022
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Another point made by economists in reference to there being a strong economy is that inventories appear
to be increasing. While this may be true if we measure inventory in nominal terms, inventory measured in real
terms has only recovered to its pre-pandemic level.
Inventories are measured based on a purchase price and quantity of units. As inflation has increased, so have
inventory valuations. As can be seen in Exhibit 5, nominal inventories have grown by $390 MMM since they
bottomed out in June 2021. In real terms, however, this increase is only $77 MMM, and only $32 MMM above
its pre-pandemic level.12
Exhibit 5
Nominal and Real (1992=100) Business Inventories
Monthly: Jan 1992 - Mar. 2022
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Most economists will agree that high growth economies are typically characterized by high rates of growth in
capital investment spending. Evidence of a declining rate of capital investment spending in the U.S. explains
the declining overall trend in real economic growth. As can be seen in Exhibit 6, which displays the ten-year
average annual growth rate in real private non-residential investment spending, this rate has tended to fall over
the past 50 years. As this has fallen, the rate at which corporate cash flows are distributed back to investors
by way of dividends and share repurchases has increased, as market transactions have converted many U.S.
companies into giant ATM machines for investors. This lack of broad reinvestment will continue to plague the
economy as we seek to recover from the effects of the pandemic, as these trends were already in place before
the pandemic began.13

12
13

Ibid.
Ibid.
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Exhibit 6
Ten Year Compound Annual Growth in Nonresidential Private Investment
Quarterly: 1947 I to 2022 I (with Trend Line)
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Is there a solution?

As mentioned at the top of this article, both the U.S. and global economies have been substantially rebuilt and
continuously restructured over the past 50 years. This, I would argue, has led to extreme consolidation of both
the ownership and control of assets, and has limited the diversification of assets across the global economy.
Limiting diversification in this case has opened the global economy to the effects of much more concentrated systemic risks, which have been exacerbated by the pandemic. As ownership, control and the location of
assets continue to be organized in such a concentrated and consolidated manner, the global economy and, to
a greater degree, certain national economies will continue to be subject to greater degrees of systemic risk and
the impact of disruptive factors such as the pandemic and the war in Ukraine have shown.
The problems with which we are currently plagued will persist until this structure is unwound. How this can
happen without significant policy intervention is problematic. Fifty years of relatively unmitigated financial
market activity, fueled by liberal money creation by the major financial powers has led to concentration and
consolidation of the global ownership and control of assets, and the market cannot be trusted to unwind it.
The question we must address as a global society is: how much time do we have before it will collapse under its
own weight? Levels of government, corporate, and individual indebtedness have never been greater, and real
economic growth is slowing. How will those debts be paid?
What is interesting to note is that both the progressive and populist elements within the U.S. political environment seem to, at least intuitively, sense the presence of this same problem. The difficulty is that we can’t seem
to get together on a solution. The problem has become clear; we are now more vulnerable to the impacts of
systemic risk both due to the lack of global diversification of assets and the heavy indebtedness of most economies. While there is not a quick fix to this problem, we continue to be vulnerable to a spontaneous collapse.
This is the danger that needs to be avoided.
What does this mean for Credit Managers?

Creditors’ customers have, for the past two years, enjoyed the benefits of having access to significant low-cost
cash. The $6 trillion in federal spending, much of which went into supplemental unemployment compensation,
interest free and forgivable payroll loans and stimulus checks, has enabled consumption and kept the corporate coffers relatively full. That has now come to an end, and the reality is that inflation is going to eat away at

9

consumer savings and growth will continue to be slow. It is increasingly likely that we will begin to see increasing degrees of credit stretching (higher DSO and ADD) and financial distress, especially as we get into the third
and fourth quarters, when the full impact of this year’s interest rate increases will begin to be felt. It would now
be a good time to reexamine the risk in your credit portfolios and tighten your standards for the rest of the
year.

About the Author
Steven C. Isberg is the Chair of the Department of Accounting at Towson University and
teaches graduate and undergraduate courses in corporate finance, financial analysis and
valuation, and financial economic history. As Sr Research Fellow at the Credit Research
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Improving Control and Visibility: To Cloud or Not to Cloud?
Why it’s no longer an either/or question for finance
By: Bart Parren, SVP Solution Transformation, Serrala
A short guide for finance teams to building an effective strategy with cloud solutions
and achieving secure and flexible finance processes.
The future is in the cloud – as the significantly rising numbers of organizations using the cloud for their
businesses show. Gartner, for example, has predicted that global public cloud services spending will
reach $482 billion in 2022, compared to $313 billion in 2020. Meanwhile, on-premise enterprise resource
planning (ERP) systems are the prime location for finance teams to store their sensitive financial data
and will likely still play an important role in the years to come. So which IT strategy should finance teams
pursue? What is the best way to more efficiency and visibility into corporate cash flows? Should they stay
on-premise or plan to move fully to the cloud? Or is there a middle path that combines the best of both
worlds in a hybrid model? If you are pondering the pros and cons of the different options and are looking
for some best practice ideas for developing your IT strategy, this article might provide the guidance you’re
looking for.

Introduction

Finance and treasury teams have not always been the fastest when it comes to embracing the latest innovations in technology, including cloud solutions. And it makes sense, because they handle sensitive data and
need to ensure that they are secure. But cloud finance solutions have matured considerably in recent years,
and today the cloud is an attractive approach for companies everywhere. Large companies with over 2,000
employees are currently more advanced than small and medium-sized companies when it comes to developing
cloud strategies, as the KPMG 2021 Cloud Monitor (Germany) reveals. The majority of large companies (53%)
are pursuing a “cloud-first” strategy, compared to only approximately 30% in small- and medium-sized companies. Cloud solutions offer multiple benefits for finance and treasury teams, including reduced operating costs,
scalability and the ability to access data from any location. The advantages of cloud solutions have been further
highlighted during the pandemic, with the sudden rise of remote working making it clear that finance teams
need tools that can be accessed from anywhere. As such, it’s no surprise that the adoption of cloud solutions
continues to rise.
Moreover, companies of all sizes can benefit from cloud solutions. While large companies have much to gain,
small- and medium-sized businesses can also use cloud services with good results – and as implementation is
likely to be less complex than in multinational firms, they may be able to access the benefits even faster and
more easily. Smaller firms may have fewer resources available to run, secure and update their own servers, and
can therefore benefit from the expertise of technology providers who can provide access to security and innovation through their cloud services.
While the cloud has much to offer, cloud adoption doesn’t have to be all or nothing. For many organizations,
the best solution could be to opt for a hybrid approach that can connect the company’s ERP systems to the
cloud environment while providing a central source of data. In this way, treasury and finance teams can access
the latest innovations and benefit from user-friendly tools that provide full visibility over cash – all without the
need for a disruptive technology project.
This article will look at the reasons why finance teams move to the cloud, the problems that cloud adoption can
solve, and the benefits of a hybrid approach.
Should I Stay or Should I Go? The Merits of Cloud Systems

There are a number of reasons why companies opt for cloud solutions. Compared to an on-premise solution,
cloud solutions tend to be lower cost and more efficient than on-premise tools. They enable companies to
make the best possible use of the resources available to them. And in the last two years, the rise of remote
working during the pandemic has underlined the importance of being able to access essential systems from
any location.
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Broadly speaking, the benefits of cloud systems include the following:
•
•

•
•

•
•
•

•

Access data from anywhere. Cloud solutions can enable users to access data from any location. Remote
access has proved particularly valuable during the pandemic, with many people required to work from
home for the first time.
Keep costs down. With a low initial investment, cloud systems can present an opportunity to reduce
operating costs. Typically, companies only need to pay for the functionalities they need to access – and
cloud solutions also eliminate the need for local servers, databases, operating systems and technical
security measures.
Reduce maintenance needs. Likewise, with a cloud system, companies do not need to spend time
keeping hardware and software up to date.

Frequent, manageable updates. Instead of having one or two major releases every year, cloud solutions
are typically associated with small and frequent updates that are installed without disruption. As such,
companies can access the latest innovations right away, while avoiding the time burden associated with
major updates for on-premise solutions.
Scalability. Companies’ requirements and volumes can vary over time. Cloud solutions can support
increasing volumes as needed and will often scale automatically to support changes in activity.

Agility. Companies can activate additional functionalities much more easily and turn them off again if
they are no longer needed – all without the need for consultants and implementation effort.

Security. Security is still sometimes seen as a concern for cloud solutions - KPMG’s Cloud Monitor 2021,
for example, found that 45% of respondents from Germany are concerned about criminals trying to
gain access to their companies’ data. Nevertheless, the cloud can provide the highest level of security
and it is cloud solutions that are now viewed by many as more secure than on-premise solutions. Smalland medium-sized companies that might otherwise have to run their own servers can take advantage of
a cloud provider’s expertise in hardware security.
Additional services. Vendors may also be able to add additional cloud services from other providers,
meaning that clients can access a wider range of capabilities.

There’s no doubt that the pandemic has made the benefits of cloud adoption even more apparent, with many
companies speeding up their adoption of cloud solutions since the beginning of the crisis. Serrala’s 2021
Future of Finance survey identified cloud technology as the top technology priority for finance and treasury
teams, with 56% of respondents saying that cloud technology would have the highest relevance for them in the
next 2-3 years – ahead of artificial intelligence/machine learning and intelligent process automation.
Meanwhile, a 2020 survey by Protiviti found that 72% of CFOs and finance leaders listed cloud-based applications as a top five priority. And research by Gartner found that almost 70% of companies currently using cloud
services plan to increase their cloud spending as a result of the pandemic.
Over 72% of companies listed cloud-based applications as a top five priority.
The Value of Hybrid Models

While cloud solutions have much to offer, especially for small- and medium-sized businesses, there’s no denying that on-premise solutions are still omnipresent, in particular in larger enterprises. On-premise ERP systems
are often the prime location in which finance teams store their sensitive financial data. However, in some companies not all subsidiaries necessarily use the same ERP, which can make it difficult to gain full visibility over
the organization’s bank accounts, balances and cashflows. As the company expands, it may also inherit legacy
systems and e-banking tools that fall outside of the ERP system.
Essentially, it is always better to manage all financial processes in ONE system, and that is typically the ERP
system. It is the single source of truth, which has functional and technical arguments going for it. It contains,
for example, key functions such as master data, functional links and central reporting. On a technical level, one
system requires no interfacing, enables a central user management, and provides a single spot for monitoring
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all technical processes. In a nutshell, one system means one way and one place to take care of data security,
reliability, performance and central visibility.
Let’s take the example of payments. If finance teams need to make an urgent payment, they would prefer access to the list of creditor master data so that the secure and correct payment addresses can be used instead of
typing them in again or importing them from other systems. They would also prefer to account for the urgent
manual payment directly in the ERP so it is clear that there is a credit on that particular creditor’s account, and
therefore no chance for a double payment. And when we say accounting, it is the full accounting, including the
full analytical accounting. Also, why would finance teams want to learn a new user interface, set up new master
data and potentially new users with different ways to set up authorizations? Having everything ready in one
system is always best.
However, not all of us live in such a perfect world. Two things break the perfect picture. First, ERPs often do not
support the full range of financial processes and functions. Even if they do, they do not do it to the full extent
needed by large companies – there is room for improvement. Specialized vendors provide for this improvement and enhance the ERP in specific financial processes such as cash application, credit & collection, business
spend or treasury, enabling customers to remain within the ERP and profit from the full functional and technical
integration. But not all ERPs can be extended in the way that large companies require it, so sometimes there is
a need to look outside of the ERP environment. A best of breed solution in the cloud is the best alternative.
Second, some companies do not have just one ERP – they have multiple. Therefore, the main challenge for corporate processes is to get central visibility and control. In such cases, cloud solutions are a great addition and
can be the necessary connecting piece to keep it all together under one umbrella providing control and visibility into all the financial data, while most financial processes can still be done in the respective ERPs.
In both cases, it makes sense to enhance the ERP system to the max and add cloud solutions for global visibility
and control, and to cover those functions that cannot be done in the ERP in a hybrid model. A best-case scenario is when you can get both the ERP enhancements and the cloud solutions from one vendor so that there
is no need to start interfacing the two.
Only leading fintech providers provide both – they give you all the advantages of being integrated into the
ERP, as well as central visibility and control that comes from cloud technology.

15

How to Move to the (Bybrid) Cloud: Best Practices for Finance Teams

So, hybrid models have their merits. They combine the best of both worlds and give global finance teams
maximum flexibility and transparency at the same time. Before making the choice, explore what your existing
on-premise ERP systems is capable of and what your needs are. Can the existing on-premise be extended and
enhanced by add-ons? If so, get those first and build on what you already have to capitalize on your investments. Otherwise, get a cloud system that can enhance your existing functionality. Also identify any gaps in
your ERP landscape that leads to a lack of visibility and control. This is often the case when there is more than
one ERP system in place that may not connect seamlessly. Cloud technology is ideal here to close such gaps
and give you the transparency you need. Look for solution providers that ideally can cover both – ERP-integrated add-ons that make your existing systems better and cloud solutions that add more flexibility to bring
different systems together under one joint umbrella. That is the only way to be sure you have the central view
over crucial financial processes and data across your business.
When making the move to the cloud, there are a number of additional considerations that you should bear in
mind to make sure you choose the solution best suited for your organization:
•
•

•

•

•

•

Do your homework. First and foremost, you should spend time preparing for the project. This should
include identifying your needs to determine the best approach for your company, as well as developing
a detailed business case and building a roadmap.
Get stakeholders on board. Crucially, this should include gaining support from your IT decisionmaker
to support your business case, and/or verify that cloud solutions fit into the corporate IT strategy. Of
course, cloud solutions come with considerable advantages for IT, as less involvement will be needed
for implementations, updates and troubleshooting.

Choose the right provider. Different vendors will have different strengths and capabilities. In practice,
some of the earliest cloud providers have not kept up to date with the latest innovations and may now
have out-of-date architecture. Make sure you choose a vendor that offers the capabilities you are looking for, such as a microservices architecture which provides access to a number of different modules
that communicate effectively with each other and can be individually scaled. You should also make sure
your provider is ISO 27001 certified, provides the highest level of data security and hosts your data in a
compliant, secure environment.
Future-proof your technology. Business environments can change rapidly, so it’s important to look for
a solution that will meet your needs not just today, but also in the future. This might mean choosing a
provider that offers a suite of solutions that integrate seamlessly from each other, such as a cash management system and a payments system. Full integration will enable you to benefit from end-to-end
processes across the financial value chain. This might mean the invoice-to-cash process (data capture,
cash application, collections, disputes, credit management) or invoice-to-pay (invoice capture, validation, approval posting, payment, formats, connectivity). Connecting these processes with treasury can
lead to more comprehensive cash visibility.

Innovation happens in the cloud. Make sure that the provider has an innovation roadmap lined up
and invests in the continuous development of their solutions, with both functionality and technology in
scope. If your technology provider feeds new developments directly into their cloud systems as soon as
they become available, this will give you instant access to innovations and the latest technology.
Check for full-service delivery. There are several tasks in the life of a treasurer that could be taken
care of by modern technology. Software-as-a-Service can take time-consuming tasks (such as payment
formatting, bank connectivity, document capture) off your hands. If you are able to leave these types of
tasks in the capable hands of experts, you can gain valuable time for your core business.

Conclusion

The benefits of cloud solutions have never been clearer: they offer scalability, lower operating costs and the
ability to access data from anywhere – all while offering as much, if not more, security than an on-premise solution. In practice, however, it is not always feasible to adopt a cloud-only strategy, and many finance teams need
access to data stored in on-premise ERP systems. Hybrid models that combine access to on-premise systems
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with powerful cloud solutions can offer the best of both worlds – enabling companies to access the benefits
of the cloud via connected solutions, with future-proof technology that gives immediate access to the latest
innovations.
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Why Someday Every Business Will Have a Digital Lockbox
By: Mitchell Rose, Senior Vice President & General Manager, Corporate Segment, Billtrust
How AR and AP professionals prefer to make and receive payments is shifting alongside the colossal growth of
the B2B payments market. When the market was worth a fraction of what it is now, check was by far the preferred payment method. Now that roughly $120T in B2B payments are processed annually, demand for quick,
easy and efficient digital payments experiences are becoming a necessity to ensure efficient financial operations. A natural evolution of this has been the introduction of digital lockboxes, an electronic address businesses use to receive payments via ACH, credit card or wire transfer.
I believe, someday soon, every business will have one because, just as physical lockboxes automate check processing, digital lockboxes automate electronic payments where remittances are typically received by email or
via a portal. Given the volume of payments changing hands in the B2B space today – as well as the challenges
threatening to slow down the movement of cash – it is imperative that AR and AP professionals are able to
quickly and easily send and receive payments.
With that in mind, here’s why digital lockboxes will soon become commonplace across the B2B landscape.
The Need to Address Mail Delays

Before B2B’s massive digital transformation took place – and indeed before COVID-19 and its ensuing economic turmoil upended businesses, organizations sent and received payments primarily via mail. They had relented
to the reality that one check cost roughly 50 cents (often even more) to mail, and once they sent it, there was a
three-to-five-day lag before it reached its destination.
It was perhaps only when the USPS struggles started to make headlines during the early stages of the pandemic that finance professionals realized the urgency in shifting away from inefficient processes which were
contributing to slower settlements. With AR teams already under pressure to maintain their organizations’
financial health, they found themselves in a challenging situation where the receipt of paper checks threatened
to reverse their receivables as mail delays significantly increased float cost.
Meanwhile, AP and AR professionals who attempted to switch to automated clearing house (ACH) also realized
it created more manual work with the person sending the payment needing to call up their receivables counterpart to ask for bank account and routing data. While this is not much of an issue when you are only dealing
with a few payments per month, it is a massive problem for organizations sending and receiving thousands of
payments. Like mailing checks, it just adds to organizations’ outstanding balances and threatens their financial
security.
For these reasons, digital lockboxes are emerging as a popular solution to B2B’s mail float and cash flow problems.
The Rise of Accounts Payable Portals

It is ironic that digital payments can create manual work for AR teams. But as buyers shift to AP platforms such
as Ariba, Coupa, Taulia, etc., the AR department must learn how to deliver invoices to these systems, collect
payments in new formats and manage the disputes that are communicated from them.
Simply put, an AR team’s ability to accept digital payments requires modern processes. In fact, recent research
shows that 40% of AR teams do not have the self-service capabilities their customers want, and over 50% lack
real-time integrations with their ERP systems or automated integration with their customers’ AP portals. All of
this slows productivity and cash flow and creates a poor customer experience. To truly succeed digitally while
maximizing cash flow requires a commitment to automation. This is just another reason why digital lockboxes
are so valuable. They ensure that buyers’ payments preferences are honored and that AR teams’ expectations
for speed and ease are met.
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Finding Easier Ways to Pay and Get Paid

The rise of digital lockboxes is in direct response to the challenges outlined above, but it is also yet another example of how the consumerization of B2B payments has pushed payments professionals to seek the same ease
they enjoy in their personal lives in their business lives.
Similar to how Venmo enables consumers to send money instantly to peers, digital lockboxes offer B2B organizations a faster, cheaper and more secure method of processing payments and invoices. They do this by capturing the payment instruction when an invoice is approved to pay and moves the money to the supplier based
on its payment preferences. It obtains the remittance, posts it, and presents it in a format compatible with the
company’s AR process. For the B2B space, this is truly game changing, holding the potential to rid the industry
of the frustrating inefficiencies that have interfered with organizations’ access to capital for decades.
What digital lockboxes growth showcases is how the challenges of the past two years have inspired AR teams
to accelerate the adoption of new platforms that make their lives easier. As a result, the time has come for all
digital payments to be streamlined, with suppliers getting paid faster, with fewer exceptions and less labor.
Digital lockboxes are key to this transformation, unlocking a more modern, cost-effective and simplified way of
doing business.
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Under Pressure: What Vendors Need to Know About Payment Pressure and
its Potential Impact on Preference Liability
By: Jordana Renert and Keara Waldron, Lowenstein Sandler LLP

Vendors know too well the warning signs of a customer in distress: slower customer payments, delayed shipments, distress in financial reporting, and rumors that the customer is experiencing financial difficulty and may
be headed for bankruptcy. Naturally, under these circumstances, a vendor’s priorities shift to ensuring payment of outstanding balances and decreasing future financial exposure. However, where the customer’s future
involves bankruptcy, vendors should be aware of one countervailing concern: the potential for being sued for
a “preference” after the bankruptcy case is filed. As it turns out, the efforts a creditor undertakes to mitigate its
credit exposure in the days, weeks, and months prior to a bankruptcy filing may actually increase a creditor’s
eventual preference exposure.
Section 547 of the Bankruptcy Code permits a trustee or debtor-in-possession to avoid and recover from
creditors’ payments made within the 90-day period before the bankruptcy filing (the “preference period”). A
“preference” is defined by Section 547 of the Bankruptcy Code as payment: (1) on an “antecedent” (meaning a
previously incurred – e.g., on account of credit terms) debt; (2) made while the debtor was insolvent; (3) within
90 days of the filing of the bankruptcy (or one year if the creditor is an insider); (4) that allows the creditor to
receive more on account of its claim than it would have received had the payment not been made and had the
claim been paid through a hypothetical liquidating bankruptcy proceeding. The preference statute is designed
to dissuade the debtor and its creditors from engaging in unusual payment practices or collection activities
that may result in certain “preferred” creditors being paid at the expense of others.
Fortunately, the bankruptcy code provides creditors with certain defenses that can be relied upon to defeat a
preference action. The most common, and oftentimes most complex, affirmative defense to a preference suit
is found in Section 547(c)(2)(A) of the Bankruptcy Code and is referred to as the “subjective ordinary course of
business defense,” or the “Subjective OCB Defense” for short.1
The Subjective OCB Defense

As the preference statute is designed to discourage unusual payments in the period leading up to a bankruptcy, the Subjective OCB Defense provides a defense for those transactions that a defendant can prove were
ordinary between the parties. The Subjective OCB Defense focuses on how the creditor conducted its business
with the debtor historically and protects transactions during the 90-day period that are consistent with the
parties’ historical dealings.
The Subjective OCB Defense considers a variety of factors, none of which are dispositive, including, but not
limited to: (1) the length of time the parties engaged in the type of dealing at issue; (2) whether the payments
were in an amount more than usually paid; (3) whether the payments were tendered in a manner different from
that of previous payments; (4) whether there was any unusual action by the debtor or creditor to collect on or
pay the debt; and (5) whether the creditor did anything else to gain an advantage in light of the debtor’s deteriorating financial condition.
Typically, the Subjective OCB Defense focuses on the timing of the preference period payments to ensure
such payments are consistent with historical practices between the parties. This analysis starts by identifying a
historical period prior to the 90-day period that best represents the ordinary course of business between the
parties. This decision involves a number of considerations, including, but not limited to: (1) the proper length
of the historical period, (2) whether the historical period should be limited to when the debtor was financially healthy, (3) the appropriate payment metric to compare–i.e., days past invoice issuance date, also known
as “days-to-pay” (typically applied when invoice terms remain consistent during the historical and preference
periods), or days past invoice due date, also known as “days late” (typically applied if there are different invoice
terms during the historical and preference periods), and (4) whether the historical period contains outliers that
are not reflective of the parties’ ordinary course of business and should be removed. The court will then analyze
1

Section 547(c)(2)(B) provides an objective ordinary course of business defense that is not addressed by this article.
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the historical data to determine what was subjectively ordinary between the parties and compare that baseline
to the payments challenged as preferential. In making that comparison, courts employ a variety of analyses,
including ranges, averages, standard deviation, buckets, and other analyses, with the goal of providing a fair
picture of ordinariness.
In many cases, the analysis ends here. However, timing is not the only factor that courts may consider when
analyzing the Subjective OCB Defense. In fact, a review of the recent case law construing the Subjective OCB
Defense reveals the importance the parties’ conduct plays in the applicability of the defense. Specifically, if the
court finds that a creditor pressured a debtor into making the payments challenged as preferential (usually referred to as payment pressure), the creditor may lose the ability to fully rely upon the Subjective OCB Defense–
regardless of the consistency in timing of the payments.
Similar to the timing analysis, consistency in conduct is also critical to the Subjective OCB Defense. As demonstrated by the recent case law, the analysis of the Subjective OCB Defense changes considerably if the court
finds that the parties deviated from prior practices in the manner with which they attempted to collect outstanding payments.
This article first looks at some recent examples of a typical Subjective OCB Defense analysis in the absence of
payment pressure. Then we examine some recent decisions dealing with instances of potential payment pressure and how this ultimately impacted the court’s analysis and decision concerning the Subjective OCB Defense.
No Pressure Here: A Typical OCB Analysis

Two recent decisions provide good examples of a typical Subjective OCB Defense analysis in the absence of any
payment pressure by the creditor.
First, in Miller v. Exist (In re J&M Sales, Inc.), Adv. Pro. 20-50223 (JTD) (Bankr. D. Del. Mar. 1, 2022), the Delaware
Bankruptcy Court considered a preference complaint seeking to recover three transfers by the debtor to a vendor between 354 and 389 days-to-pay.2 Prior invoices during the historical period were paid between 100 and
430 days-to-pay. In denying the plaintiff’s summary judgment motion, the J&M Sales court held that it could
not conclude at this stage that the alleged preferential payments were not ordinary because they fell within the
“total range” of days-to-pay for payments made during the historical period. The total range method that the
J&M Sales court applied compares the total range of days-to-pay invoices during the historical period with the
days-to-pay invoices during the preference period. If the timing of the alleged preferential payments of invoices falls anywhere within the historical range, the alleged preferential payments are protected by the Subjective
OCB Defense. The total range method, therefore, allows a defendant to rely upon a very broad range of what
a court will consider subjectively ordinary. In applying this analysis, the J&M Sales court noted that the plaintiff
had failed to explain why any other analysis should apply, thereby implying that, in the absence of a compelling
reason not to, a court should apply the total range method, at least at the summary judgment stage.
In comparison, in Ryniker v. P. Kaufmann, Inc. (In re Décor Holdings, Inc., et al.), Adv. Pro. 21-08040 (REG) (Bankr.
E.D.N.Y. Feb. 3, 2022), the Bankruptcy Court for the Eastern District of New York found a compelling reason to
reject the total range analysis by noting that the historical period contained certain outlier payments that were
not indicative of the ordinary course of business between the parties. The Décor court concluded that the result
of relying on the total range inclusive of such outliers would result in a historical range that was too broad.
The Décor court instead relied on an “average lateness” method, which considers the average timing of payment of invoices made during the historical period and compares it to the average timing of payment of
invoices made during the preference period to determine whether there was a material difference between
the two averages.3 Under the average lateness framework, if the difference in averages is not material, all the
alleged preferential transfers are protected by the Subjective OCB Defense.
2
While the court noted that the parties had transacted business on varying terms, the court nonetheless focused on a days-topay analysis.
3
While, as the name suggests, the average lateness method typically considers the average days late, the court in Décor considered the average days-to-pay.
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The Décor court found that there was no material difference where the historical and preference period averages differed by just seven days, specifically noting that there was no unusual collection activity during the
preference period, the manner of payment remained consistent, the debtors never informed the creditor of any
financial troubles, and the debtors admitted there was no pressure put on them to pay the defendants more
quickly during the preference period. Based on the foregoing, the Décor court concluded that all the alleged
preference payments were protected by the Subjective OCB Defense.4
In each of J&M Sales and Décor, the court applied a Subjective OCB Defense analysis based on the facts and
circumstances the court was addressing. Although the analysis employed by each court differed, one thing was
consistent: The courts did not find that either defendant had engaged in any enhanced collection efforts in the
period before the bankruptcy.
Payment Pressure: A Matter of Degree?

In comparison, in two recent decisions in the hhgregg, Inc., Chapter 11 case filed in the Bankruptcy Court for
the Southern District of Indiana, the court analyzed the Subjective OCB Defense where the respective defendants had engaged in enhanced collection activities before the bankruptcy filing. Taken together, the hhgregg
decisions provide an excellent example of how a court may interpret enhanced collection efforts and how such
efforts may impact the Subjective OCB Defense.
First, in Official Committee of Unsecured Creditors of Gregg Appliances v. D&H Distributing Company (D&H Distributing), Adv. Pro. 17-50282 (Bankr. S.D. Ind. Jan. 13, 2022), the court found that enhanced collection efforts
by one of the debtors’ key vendors, which included threats to withhold future shipments in the days prior to
the bankruptcy filing, constituted “payment pressure” and undercut the defendant’s Subjective OCB Defense.
In making its determination, the D&H Distributing court first engaged in a typical Subjective OCB Defense timing analysis. In considering the historical dealings between the parties, the court found that the debtors began
to experience financial distress in the 10-month period prior to the preference period, and that public disclosures revealing the debtors’ financial troubles caused the defendant to reduce the debtors’ credit limit and
tighten its payment terms in the days both prior to and during the preference period. As this period of financial
distress had altered the manner in which the parties previously transacted business, the court excluded the
10-month period from the historical period relied upon when analyzing the Subjective OCB Defense and held
that the historical period should instead be limited to when the debtors were financially healthy. Since the parties transacted business on varied terms during the historical period, the court also determined it was appropriate to analyze the historical and preference periods on a days-late rather than days-to-pay basis.
By the numbers, the D&H Distributing court found that the timing of payments made during the historical
period and the timing of payments made during the preference period were virtually identical, thus demonstrating their ordinariness. However, and critically, the court also found that the vendor engaged in a number
of irregular collection pressure activities that resulted in the debtors making the timely payments. These activities included: (1) escalating collection communications to senior management, (2) threatening to withhold
shipments unless payments were made, (3) tightening payment terms, and (4) significantly reducing the debtors’ credit limit, all at a time when the debtors’ need for product was at its greatest. The testimony at trial also
demonstrated that the debtors’ senior officials advocated for payments to be made to the defendant over
other creditors at a time when the debtors were actively managing a liquidity crisis, and that the defendant was
paid when others were not. In fact, the defendant’s collection activities were so successful that the defendant
was actually overpaid as of the petition date.
Noting that while the defendant never withheld shipments, sought guarantees of the debtors or their officers,
or threatened to pursue collection of the defendant’s claim or litigation, and actually increased sales to the
4
Although this was not critical to the holding, the Décor court also applied a bucketing analysis, which is typically used to determine the ordinariness of a payment based on the frequency with which payments of similar timing were made during the historical period. Even though the Décor court found that approximately 80 percent of the alleged preference payments were made between 31 and
35 days-to-pay compared with only 10 percent of payments that were made within that range during the historical period, the Décor
court concluded that such bucketing analysis still supported the Subjective OCB Defense because the timing of the alleged preferential
payments was close to the average days-to-pay during the historical period.
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debtors during the debtors’ period of financial hardship–all of which weighed in favor of the Subjective OCB
Defense–the court was left with the “inescapable conclusion” that the debtors prioritized paying the defendant
over other creditors and denied the Subjective OCB Defense.
Conversely, just a few weeks later, in Official Committee of Unsecured Creditors of Gregg Appliances, Inc. v. Curtis
International Ltd. (Curtis), Adv. Pro. 17-50281 (Bankr. S.D. Ind. Feb. 3, 2022) the same court concluded that less
successful enhanced collection activity without any threats did not abrogate the application of the Subjective
OCB Defense. Similar to the conclusions in D&H Distributing, the court in Curtis concluded that the defendant
increased collection communications both prior to and during the preference period. Specifically, communications became more frequent and insistent during the preference period and began to include senior executives
of the respective parties, when historically such communications were confined to their respective credit managers. While the testimony at trial demonstrated that the debtors felt pressure to pay the defendant as a result
of the repeated emails, the defendant never made veiled or overt threats to alter its credit or payment terms,
reduce the debtors’ credit limit, withhold product, or pursue formal collection activity or litigation. On these
facts, the Curtis court held that, while the tenor of the collections communications between the parties became
more persistent during the preference period, the communications did not rise to the level of “unusual collection activity” as they had in D&H Distributing. Accordingly, with the exception of the timing of payment of an
outlier invoice that was inconsistent with the historical period, the court concluded the Subjective OCB Defense
was applicable.
Conclusion

These recent decisions serve as a reminder that the Subjective OCB Defense analysis is often replete with nuance that impacts the ultimate outcome in any given case. For example, while the courts in J&M Sales and Décor both considered the full extent of the historical period, the court in D&H Distributing deemed it appropriate to only consider the history when the debtors were “financially healthy.” Moreover, the court in J&M Sales
focused on a range of days-to-pay, while the court in Décor focused primarily on the historical average. Further,
the court in J&M Sales found it appropriate to apply the total range method, yet the court in Décor concluded
such an analysis would be inappropriate to the extent it included outlier payments. Finally, the D&H Distributing court considered a days-late analysis because of the presence of differing trade terms, and the court in
J&M instead relied on days-to-pay on similar facts. Thus, the subjectivity of the Subjective OCB Defense makes
it very difficult to predict what method of analysis and analytical framework a court will adopt. This unpredictability means that a court’s ultimate holding based on the same facts may vary from circuit to circuit, district to
district, and even judge to judge.
As demonstrated by the hhgregg decisions, however, one critical factor in the ultimate success of the Subjective
OCB Defense is whether the defendant engaged in unusual collection activities that rise to the level of “payment pressure,” whatever that term may mean. While both hhgregg decisions involved enhanced collection efforts on the part of the respective defendants, it was the added threat of taking affirmative action to collect on
outstanding balances that ultimately jeopardized the defense in D&H Distributing. Even though the payments
made during the historical and preference periods in D&H Distributing were arguably the most consistent
as compared to the other decisions, the fact that the consistency was achieved through “payment pressure”
ultimately resulted in limited applicability of the Subjective OCB Defense. Accordingly, while a favored creditor
may wield significant power in persuading a distressed company to prioritize paying its outstanding balance, if
the court determines that such efforts are sufficiently extraordinary in comparison to the parties’ prior practices, such conduct may prove costly and detrimental to a vendor in the event of a preference suit.
While vendors should always take measures to limit their exposure when dealing with a distressed company,
they should also be mindful that any substantial deviation from the parties’ historical course of conduct–particularly making threats or taking overt action to collect on outstanding balances–could come back to haunt
them if they are ultimately sued for a preference, which may lead to expensive, unpredictable, and prolonged
litigation. To the extent possible, vendors should endeavor to maintain consistency in the method and manner
of collection practices if they suspect a customer is headed for bankruptcy.
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Dealing With Rejection: Are Arbitration Clauses Enforceable After the
Underlying Contract is Rejected in Bankruptcy?
By: Gianfranco Finizio, Esq. and Kelly E. Moynihan, Esq., Kilpatrick Townsend & Stockton LLP*
*The views expressed herein are solely the view of the authors, Gianfranco Finizio, Esq. and Kelly E. Moynihan, Esq. and not
necessarily the views of Kilpatrick Townsend & Stockton LLP. This article is provided for educational purposes and does not
constitute legal advice.

Arbitration provisions are material portions of a contract or purchase order that were bargained for by the
parties and allow for a potentially cheaper and quicker resolution to contractual disputes as compared to protracted litigation in state or federal courts. However, what happens to an arbitration provision contained in a
contract that was rejected by a contract counterparty that filed for bankruptcy? That is precisely the question
that was addressed in a recent opinion from the United States Bankruptcy Court for the Northern District of
Texas (the “Bankruptcy Court”) in the Highland Capital Chapter 11 case.1 This article will summarize the Bankruptcy Court’s opinion in Highland Capital and discuss the import of whether an arbitration clause contained in
a contract that was rejected by a debtor is enforceable.
I.

Enforceability of Arbitration Clauses Generally

II.

Highland Capital

The enforceability of arbitration clauses is supported by a long history of federal policy. Indeed, there is a
wealth of case law articulating the strong federal policy behind the Federal Arbitration Act (“FAA”) in enforcing arbitration clauses in contracts. Section 4 of the FAA specifically directs a court to order parties to arbitrate
upon a request by a party that is entitled to demand arbitration in a written contract. 2 Various bankruptcy
courts (including in Delaware and Pennsylvania, to name a few) have held that arbitration clauses survive a
debtor’s rejection of a contract in a bankruptcy case.3 These holdings suggest an almost immutable approach in
enforcing arbitration clauses, notwithstanding the rejection of the underlying contract that contains the subject
arbitration clause. In the Highland Capital case, however, a very different outcome was reached: an arbitration
clause was described as a “classic” form of executory contract subject to rejection, after which no party can be
compelled to arbitrate a contractual dispute. As a result, and because the underlying agreement was rejected
by the debtor during the course of Highland Capital’s Chapter 11 case, the Bankruptcy Court denied a request
by a party to compel the debtor to participate in arbitration. In so holding, the Bankruptcy Court conceded that
treating an arbitration clause as an executory contract that is subject to rejection is a minority position not previously adopted by most courts. It remains to be seen whether other bankruptcy courts will find the Highland
Capital court’s treatment of arbitration clauses as persuasive.4
In Highland Capital, the debtor commenced adversary proceedings in the bankruptcy case to recover amounts
owed under certain promissory notes.5 The debtor subsequently amended its complaint to add certain defendants and assert alternative theories of liability.6 The added defendants filed motions seeking to (i) compel
arbitration with respect to certain of the claims asserted in the complaint based upon a mandatory arbitration
1
Highland Cap. Mgmt., L.P. v. Dondero (In re Highland Cap. Mgmt., L.P.), No. 19-34054-sgj11, 2021 WL 5769320 (Bankr. N.D. Tex.
Dec. 3, 2021).
2
9 U.S.C. § 4.
3
In re Fleming Cos., Inc., 325 B.R. 687 (Bankr. D. Del. 2005); Se. Pa. Transp. Auth. v. AWS Remediation, Inc., No. Civ.A. 03-695, 2003
WL 21994811, at *3 (E.D. Pa. Aug. 18, 2003) (holding that arbitration clause survived debtor’s rejection of contract); Societe Nationale
Algerienne Pour La Recherche v. Distrigas Corp., 80 B.R. 606, 609 (D. Mass. 1987) (holding that arbitration provision is a separate undertaking which survives debtor’s rejection of the underlying agreement); In re Monge Oil Corp., 83 B.R. 305, 308 (Bankr. E.D. Pa. 1988)
(“Rejection [of an executory contract] does not make the contract null and void ab initio; it simply protects the estate from assuming
contractual obligations on a priority, administrative basis. Thus, it may not follow from § 365(g)(1) that rejection of a contract voids a
compulsory arbitration clause.” (internal citation omitted)).
4
Although not decided in the context of a bankruptcy case, the Supreme Court recently held, in a unanimous opinion, that “a
court must hold a party to its arbitration contract just as the court would to any other kind. But a court may not devise novel rules to
favor arbitration over litigation.” Morgan v. Sundance, Inc., No. 21-328, 2022 WL 1611788, at *4 (Sup. Ct. May 23, 2022). The Supreme
Court further stated that the federal policy favoring arbitration “is about treating arbitration contracts like all others, not about fostering
arbitration.” Id.
5
Highland Cap., 2021 WL 5769320, at *1-2.
6
Id.
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provision7 contained in the debtor’s Limited Partnership Agreement (the “LPA”);8 and (ii) stay the adversary proceedings altogether during the pendency of the requested arbitration. During the Chapter 11 case, however,
the debtor rejected the LPA pursuant to section 365 of the Bankruptcy Code.9
As noted above, there is a “liberal federal policy favoring arbitration” that is codified in the FAA.10 Where a
contract contains a provision in which parties agreed to submit future disputes thereunder to arbitration, these
provisions should be enforced according to their terms.11 The FAA requires arbitration agreements to be rigorously enforced according to their terms.12
Some courts have grappled with whether a bankruptcy court needs to treat an arbitration provision as any less
mandatory than other courts given that bankruptcy cases involve multiple parties, are fast-moving, and are
designed to centralize disputes over a debtors assets and liabilities in one court.13 There is no per se bankruptcy
exception to enforcement of an arbitration agreement.14 Some courts have suggested that a bankruptcy court
generally must abstain from adjudication and direct parties to arbitration in a non-core dispute (i.e., dispute
that is merely related to a bankruptcy case and would have been litigated elsewhere but for the bankruptcy
filing).15 Under law from the Fifth Circuit Court of Appeals, a bankruptcy court can refuse to enforce arbitration
clauses and may adjudicate a dispute itself when (i) a matter is “core” (i.e., one which derives from provisions
of the Bankruptcy Code (Title 11 of the United States Code)); and (ii) enforcement of the arbitration provision
would irreconcilably conflict with the purposes or goals of the Bankruptcy Code.16
The debtor in Highland Capital argued that, since the LPA had been rejected, the debtor was no longer bound
by its provisions requiring specific performance (such as the arbitration clause) because a counterparty to a
rejected contract can only seek monetary damages and cannot force a debtor to perform under the contract.17
The Bankruptcy Court agreed with the debtor, citing primarily to a decision involving federal receiverships, but
relying heavily on bankruptcy law.18 The Bankruptcy Court held that the LPA and the arbitration clause contained therein were separate executory contracts, both of which had been rejected by the debtor, and, accordingly, the debtor could not be forced to specifically perform under the arbitration clause.19 The Bankruptcy
Court determined that although arbitration clauses survive a contract as a matter of contract law, such obligations may be avoided by a debtor through rejection of such contract.20 Since a debtor cannot be required to
specifically perform under a rejected contract as a matter of bankruptcy law, the debtor could not be required
to perform under the arbitration clause contained in the LPA.
7
“In the event there is an unresolved legal dispute between the parties and/or any of their respective officers, directors, partners, employees, agents, affiliates or other representatives that involves legal rights or remedies arising from this Agreement, the parties
agree to submit their dispute to binding arbitration under the authority of the Federal Arbitration Act . . . .” Id. at *2 (alteration in original).
8
Id.
9
The parties agreed that the LPA, as an executory contract, was rejected under 11 U.S.C § 365 in connection with the court’s
order confirming Highland’s plan of reorganization in February 2021. Id. at *3. If a debtor rejects an executory contract, the rejection
constitutes a breach of the contract as if it occurred immediately before the filing of the bankruptcy petition and the contract counterparty is generally entitled to a claim for money damages against the debtor’s bankruptcy estate as a result of the breach.
10
AT&T Mobility LLC v. Concepcion, 563 U.S. 333, 339 (2011) (quoting Moses H. Cone Mem’l Hosp. v. Mercury Constr. Corp., 460 U.S.
1, 24 (1983)).
11
Id.
12
Id.
13
Id. at *4.
14
Id.
15
MBNA Am. Bank, N.A. v. Hill, 436 F.3d 104, 108 (2d Cir. 2006) (suggesting that there is a “presumption in favor of arbitration
[that] usually trumps the lesser interest of bankruptcy courts in adjudicating non-core proceedings”); Hays & Co. v. Merrill Lynch, Pierce,
Fenner & Smith, Inc., 885 F.2d 1149 (3d Cir. 1989) (determining that there is no discretion to deny arbitration in non-core matters); Gandy v. Gandy (In re Gandy), 299 F.3d 489, 495-96 (5th Cir. 2002) (“[I]t is generally accepted that a bankruptcy court has no discretion to
refuse to compel the arbitration of matters not involving ‘core’ bankruptcy proceedings under 28 U.S.C. § 157(b) . . . .”).
16
See Gandy, 299 F.3d at 491; Ins. Co. of N. Am. v. NGC Settlement Tr. & Asbestos Claims Mgmt. Corp. (In re Nat’l Gypsum Co.), 118
F.3d 1056, 1064 (5th Cir. 1997).
17
Highland Cap., 2021 WL 5769320, at *5.
18
Id.; Janvey v. Alguire, No. 3:09-CV-0724-N, 2014 WL 12654910 (N.D. Tex. July 30, 2014).
19
Janvey, 2014 WL 12654910, at *7.
20
Id. The Court further acknowledged that an arbitration clause is a classic executory contract, “since neither side has substantially performed the arbitration agreement at the time enforcement is sought.” Id. at *9 (citation omitted).
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While not set forth as the primary factors for the decision, the Bankruptcy Court did provide additional commentary regarding the specific facts of Highland Capital that may have impacted the outcome of this decision.
When declining to follow an opinion from the Bankruptcy Court for the District of Delaware in In re Fleming
Cos., Inc., 325 B.R. 687 (Bankr. D. Del. 2005), for the proposition that rejection of an executory contract does not
prevent a party from invoking an arbitration clause in that contract, the Highland Capital court explained that it
was the debtor in Fleming that sought to invoke the arbitration clause in a rejected contract, not the contract’s
counterparty, and described this distinction as one “not without significance.”21 The Bankruptcy Court further
found that requiring arbitration would impose “undue and unwarranted burdens and expenses on the parties
to the detriment of [the debtor’s] creditors.”22 On that point, it is worth highlighting that the defendants in
Highland Capital sought arbitration for only certain of the theories of liabilities (i.e., those that were governed
by the LPA such as claims for breach of fiduciary duties), but requested a stay of the entirety of the adversary
proceedings pending the arbitration. Lastly, the Bankruptcy Court also determined that the defendants had
waived any right to invoke the arbitration provision in the LPA due to months’ long delay in raising the arbitration issue.23
Despite the holding in the Highland Capital decision, other courts have found that an arbitration clause is still
enforceable following the debtor’s rejection of an executory contract. In Fleming, the court noted that arbitration is only sought when there is a breach of an agreement by one of the parties, and the rejection of a
contract, or even breach of it, would not void an arbitration clause because to hold otherwise would permit a
party to avoid arbitration by simply breaching a contract.24 In Paragon Offshore, the court similarly found that
because rejection was only a breach of a contract and the terms of a contract still controlled the relationship
of the parties, the court could not “erase” the contractual obligations the parties had previously agreed to as it
related to an arbitration provision.25
III.

Key Takeaways

Depending on the circumstances, arbitration may be an attractive option for parties in a dispute with a debtor. Among other things, arbitration takes away any perceived “home court advantage” of the debtor in the
bankruptcy court and is often a less expensive proceeding. Alternatively, a contract counterparty may resist a
debtor’s desire to arbitrate as arbitration could limit discovery, damages, or other useful litigation tactics. In
either scenario, however, it is important to be aware of the implications that contract rejection in a bankruptcy
case may have on the enforceability of arbitration clauses, including the minority position recently adopted by
the Bankruptcy Court in Highland Capital.
Although a majority of courts have ruled in favor of the enforceability of arbitration clauses in a rejected contract, debtors may attempt to use the Highland Capital opinion to support arguments to the contrary. As
such, it is important for contract counterparties to be aware that, following a debtor’s rejection of an executory
contract containing an arbitration provision, and depending upon the jurisdiction in which a bankruptcy case is
pending, the bankruptcy court may not enforce the arbitration provision against a debtor, regardless of whether a dispute is “core” or “non-core.” Such a finding leaves a non-debtor contract counterparty with limited
ability to have any disputes resolved outside of the bankruptcy court.
Parties seeking to enforce an arbitration clause contained in a previously rejected contract should also be
aware that in Janvey, the federal receivership case that was heavily relied upon in the Highland Capital decision,
the court found that arbitration agreements must be analyzed “as separate executory contracts, based on the
nature of the agreement as well as arbitration caselaw regarding severability.”26 Accordingly, parties should
familiarize themselves with applicable state law regarding whether an arbitration provision is treated as an
independent contractual obligation of the parties to help determine whether an arbitration provision may be
treated by the bankruptcy court as executory and, as a result, ripe for rejection.
21
Highland Cap., 2021 WL 5769320, at *7.
22
Id.
23
Id. at *9.
24
In re Fleming Cos., Inc., 325 B.R. 687, 693-94 (Bankr. D. Del. 2005).
25
In re Paragon Offshore PLC, 588 B.R. 735, 749 (Bankr. D. Del. 2018).
26
Janvey, 2014 WL 12654910, at *9 (citing Jay Lawrence Westbrook, The Coming Encounter: International Arbitration and Bankruptcy, 67 MINN. L. REV. 595, 623, 623 n.112 (1983)).

31

About the Authors
Gianfranco Finizio is a bankruptcy and financial restructuring partner in the New York office
of Kilpatrick Townsend & Stockton LLP. He represents creditors’ committees, indenture
trustees, debtors, unsecured creditors, and other significant parties-in-interest in complex
Chapter 11 reorganizations and other distressed situations.

Kelly E. Moynihan is a bankruptcy and financial restructuring associate in the New York
office of Kilpatrick Townsend & Stockton LLP. She specializes in the representation of
debtors, creditors’ committees, indenture trustees, and other significant parties-in-interest
in complex Chapter 11 reorganizations and other distressed situations.

When’s the last time you checked on your collection agency’s
licensing compliance?
34 out of 50 states require collection agencies to be licensed in order
to do business. 29 out of 50 require agencies to be bonded.
GB Collects is licensed and bonded in every state we do business in.
That protects our clients from debtor legal claims of non-compliance
resulting in lost revenue and negatively impacting your branding and
reputation.
From contingent fee third-party collections to our suite of first-party
services we will manage your delinquent A/R professionally and
effectively to get you paid faster.
George Bresler CEO, GB Collects

P a r t ne r w it h G B C o lle c t s a nd f o c us o n w ha t m a t t e r s .

Founding member of Commercial Collection Agencies of America

Visit us at the CRF EXPO in Louisville, KY Aug 8. Booth 9!
© 2022 GB Collects, LLC

See how we’re changing the
face of the collections industry.
GBCollects.com/our-company

32

SAVE TIME.
SAVE MONEY.
RECOVER DEBT FASTER.

$150 SAVINGS!
OFFER ENDS JULY 31, 2022
Call 800-826-5256 or
email SecureYourTomorrow@ncscredit.com

PAST DUE
ACCOUNTS PILING UP?
10 Day Attorney Demand Letter Service – FREE
Give your customer fair warning and one last chance to pay before taking more costly legal action, by
sending a FREE demand letter. A demand letter warns your customer what action may be taken if payment
is not received within a specified number of days. Let NCS help you attempt to collect through a free
demand letter on attorney letterhead.
If payment is received (and reported to NCS) within 10 days, no collection fee is due. Otherwise, collection
efforts begin on the 11th day with a reduced rate on the in-house collection placement (10% for existing
clients | 15% new clients).
Throughout your AR life cycle, we have resources to help get you paid. Beginning with our UCC and
Mechanic’s Lien services and ending with our Collection services, we have you covered.
Visit ncscredit.com/10-day-free-attorney-demand-letter-service/ today
and mention “DL22CRF” to receive your free attorney demand letter*

*Previously submitted placements do not apply. Commercial accounts only. No placements under $1,000.
Debt cannot be due prior to 6/23/21. Collections submitted without the source “DL22CRF” will be subject to the
applicable fee. Offer not valid for NJ collection. NCS reserves the right to refuse any placement.

Collection Services | UCC Services | Notice & Mechanic’s Lien Services | Education & Resources

Timing is Everything
By: Kenneth A. Rosen, Esq.

“It can happen so fast
Or a little bit late
Timing is everything”
A song by Garrett Helmund from the movie “Country Strong” released in 2010

Some court decisions are worth re-reading despite their age. Barnhill v. Johnson (503 U.S. 393 (1992)) is one of
those decisions. It has been cited 807 times!
The task of collecting a past due debt often becomes an exhausting exercise consisting of numerous phone
calls, broken promises and never-ending negotiations. Many times, it becomes a situation of “get what you
can while you can before it’s too late to get anything”. It is a shame if, after all your hard work, you end up having to repay to a bankruptcy estate money that you worked so hard to collect.
The Barnhill v. Johnson decision, issued by the Supreme Court, is one such case that reminds you that time
really matters. If you think that your customer is on the verge of disaster, either go and pick up the check
yourself or have someone else in your company pick it up. Then, have the check deposited immediately. Saying
that someone will be there shortly to pick up the check helps to eliminate the “I’ll get to it ASAP” excuse. If that
is not possible, have the check sent by overnight courier, demand a bank check, or get a wire transfer of the
funds. If someone says that you are overreacting, think about the story of the Barnhill decision.
In Barnhill, the Supreme Court’s task was to determine if a transfer occurred within the 90-day preference
period where payment by the debtor was made by an ordinary check. The issue was whether the transfer is
deemed to occur on the date the check is presented to the recipient or on the date the drawee bank honors it.
What constitutes a transfer and when it is complete is a matter of federal law.
The debtor’s check was in payment of a bona fide debt and was delivered to Barnhill on November 18 and
honored by the drawee bank two days later on November 20, the 90th day before the debtor commenced a
bankruptcy case.
Johnson, the trustee of the debtor’s estate, commenced an adversary action against Barnhill, claiming that the
payment was recoverable under 11 U.S.C. § 547(b) as a preference.
Johnson asserted that the transfer occurred on the date that the bank honored the check, but Barnhill claimed
that it occurred on the date that he received the check.
A person with an account at a bank enjoys a claim against the bank for funds in an amount equal to the account balance. Under the U.C.C., a check is simply an order to the drawee bank to pay the sum stated, signed
by the maker and payable on demand.
Barnhill argued that the lower Court of Appeals erred in ignoring the interest that passed from the debtor to
Barnhill when the check was delivered on a date outside the 90-day preference period. However, the Supreme
Court disagreed and noted that there can be no assertion that an unconditional transfer of the debtor’s interest
in property occurred before November 20 because receipt of a check gives the recipient no right in the funds.
The recipient may present the check, but if the drawee bank refuses to honor it, the recipient has no recourse
against the bank.
Barnhill’s argument that delivery of a check should be viewed as a “conditional” transfer also was rejected. Any
claim against the debtor that Barnhill gained when he received the check could not be characterized as a conditional right to “property or ... an interest in property,” since, until the moment of honor, the debtor remained
in full control over the money in the account and the account remained subject to a variety of actions by third
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parties, such as a stop payment directive or the bank’s ability to refuse to honor the check due to insufficient
funds.
Finally, the Court noted in its conclusion that no transfer of property occurs until the time of honor is consistent
with § 547(e) (2)(A) of the Bankruptcy Code. That section provides that a transfer occurs at the time the transfer “takes effect between the transferor and the transferee....” Because the debtor retained the ability to stop
payment on the check until the very last minute, the Court said that the transfer of funds between the debtor
and Barnhill did not take effect until the moment of honor.
As it has been said by the Court of Appeals for the Third Circuit: “Dates matter in bankruptcy.” Timothy Ellis v.
Westinghouse Electric Co. LLC, 11 F.4th 221.
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in the minimum amount of time.
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To get better results, you have to work with
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To protect your customer relationships, you’ve
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payment received.

MAILING ADDRESS AG Adjustments, PO Box 9090, Melville, NY 11747
CORPORATE HQ AG Adjustments, 740 Walt Whitman Rd., Melville, NY 11747

2022 Platinum Partners

The Commercial Collection Corp. of NY, Inc.

The Credit Research Foundation is very fortunate
to receive support from our Platinum Partners.
Their contributions and collaborative efforts help the Foundation maintain
activities at the level at which our members have become accustomed.
While these firms and the services they provide are very familiar
to our members, you can learn more about them by clicking HERE.
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2022 Friends of the Foundation

This group of attorney firms, in addition to their
intellectual contributions, has stepped forward to offer
financial support to the Foundation, for which CRF
and its members are very grateful.
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