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Corporate Bankruptcy: What Every Investor Should Know

What happens when a public company files for protection under the federal bankruptcy laws? Who protects the interests

of investors? Do the old securities have any value when, and if, the company is reorganized? We hope this infor mation

answers these and other frequently asked questions about the lengthy and sometimes uncertain bankruptcy process.

What Happens to the Company?

How Are Assets Divided in Bankruptcy?

1. Secured Creditors - often a bank, is paid first.

2. Unsecured Creditors - such as banks, suppliers, and bondholders, have the next claim.

3. Stockholders - owners of the company, have the last claim on assets and may not receive anything if the Secured

and Unsecured Creditors’ claims are not fully repaid.

Federal bankruptcy laws govern how companies go out of business or recover from crippling debt. A bankrupt company,

the "debtor," might use Chapter 11 of the Bankruptcy Code to "reorganize" its business and try to become profitable

again. Management continues to run the day-to-day business operations but all significant business decisions must be

approved by a bankr uptcy cour t.

Under Chapter 7, the company stops all operations and goes completely out of business. A trustee is appointed to "liqui-

date" (sell) the company’s assets and the money is used to pay off the debt, which may include debts to creditors and

investors.

The investors who take the least risk are paid first. For example, secured creditors take less risk because the credit that

they extend is usually backed by collateral, such as a mortgage or other assets of the company. They know they will get

paid first if the company declares bankruptcy.

Bondholders have a greater potential for recovering their losses than stockholders, because bonds represent the debt of

the company and the company has agreed to pay bondholders interest and to return their principal. Stockholders own the

company, and take greater risk. They could make more money if the company does well, but they could lose money if the

company does poorly. The owners are last in line to be repaid if the company fails. Bankr uptcy laws determine the order of

payment.

What Will Happen to My Stock or Bond?

A company’s secur ities may continue to trade even after the company has filed for bankruptcy under Chapter 11. In most

instances, companies that file under Chapter 11 of the Bankruptcy Code are generally unable to meet the listing standards

to continue to trade on Nasdaq or the New Yor k Stock Exchange. How ever, even when a company is delisted from one of

these major stock exchanges, their shares may continue to trade on either the OTCBB or the Pink Sheets. There is no fed-

eral law that prohibits trading of securities of companies in bankruptcy.

Note: Investors should be cautious when buying common stock of companies in Chapter 11 bankruptcy. It is extremely

risky and is likely to lead to financial loss. Although a company may emerge from bankruptcy as a viable entity, generally,

the creditors and the bondholders become the new owners of the shares. In most instances, the company’s plan of
reorganization will cancel the existing equity shares. This happens in bankruptcy cases because secured and unse-

cured creditors are paid from the company’s assets before common stockholders. And in situations where shareholders

do participate in the plan, their shares are usually subject to substantial dilution.

If the company does come out of bankruptcy, there may be two different types of common stock, with different ticker sym-

bols, trading for the same company. One is the old common stock (the stock that was on the market when the company

went into bankruptcy), and the second is the new common stock that the company issued as part of its reorganization

plan. If the old common stock is traded on the OTCBB or on the Pink Sheets, it will have a five-letter ticker symbol that



ends in "Q," indicating that the stock was involved with bankruptcy proceedings. The ticker symbol for the new common

stock will not end in "Q". Sometimes the new stock may not have been issued by the company, although it has been

author ized. In that situation, the stock is said to be trading "when issued," which is shorthand for "when, as, and if issued."

The ticker symbol of stock that is trading "when issued" will end with a "V". Once the company actually issues the newly

author ized stock, the "V" will no longer appear at the end of the ticker symbol. Be sure you know which shares you are

purchasing, because the old shares that were issued before the company filed for bankruptcy may be wor thless if the

company has emerged from bankruptcy and has issued new common stock.

Dur ing bankr uptcy, bondholders will stop receiving interest and principal payments, and stockholders will stop receiving

dividends. If you are a bondholder, you may receive new stock in exchange for your bonds, new bonds, or a combination

of stock and bonds. If you are a stockholder, the trustee may ask you to send back your old stock in exchange for new

shares in the reorganized company. The new shares may be few er in number and may be wor th less than your old shares.

The reorganization plan will spell out your rights as an investor, and what you can expect to receive, if anything, from the

company.

The bankruptcy court may deter mine that stockholders don’t get anything because the debtor is insolvent. (A debtor’s sol-

vency is determined by the difference between the value of its assets and its liabilities.) If the company’s liabilities are

greater than its assets, your stock may be wor thless. Contact your local Internal Revenue Ser vice (IRS) office or call

1-800-829-1040 for infor mation about how to repor t worthless securities as a loss on your income tax return. If you don’t

know whether your stock has value, and you can’t find a stock or bond price in the newspaper, ask your broker or the com-

pany for infor mation.

Why Would a Company Choose Chapter 11?

"Prepackaged Bankruptcy Plans"

Sometimes companies prepare a reorganization plan that is negotiated and voted on by creditors and stockholders before

they actually file for bankruptcy. This shortens and simplifies the process, saving the company money. For example,

Resor ts Inter national and TWA used this method.

If prepackaged plans involve an offer to sell a security, they may have to be registered with the SEC. You will get a

prospectus and a ballot, and it’s impor tant to vote if you want to have any impact on the process. Under the Bankruptcy

Code, two-thirds of the stockholders who vote must accept the plan before it can be implemented, and dissenters will have

to go along with the majority.

Most publicly-held companies will file under Chapter 11 rather than Chapter 7 because they can still run their business

and control the bankruptcy process. Chapter 11 provides a process for rehabilitating the company’s falter ing business.

Sometimes the company successfully wor ks out a plan to return to profitability; sometimes, in the end, it liquidates. Under

a Chapter 11 reorganization, a company usually keeps doing business and its stock and bonds may continue to trade in

our securities markets. Since they still trade, the company must continue to file SEC reports with infor mation about signifi-

cant developments. For example, when a company declares bankruptcy, or has other significant corporate changes, they

must report it within 15 days on the SEC’s For m 8-K.

How Does Chapter 11 Work?

The U.S. Trustee, the bankruptcy arm of the Justice Department, will appoint one or more committees to represent the

interests of creditors and stockholders in wor king with the company to dev elop a plan of reorganization to get out of debt.

The plan must be accepted by the creditors, bondholders, and stockholders, and confirmed by the court. However, even if

creditors or stockholders vote to reject the plan, the court can disregard the vote and still confirm the plan if it finds that the

plan treats creditors and stockholders fair ly. Once the plan is confirmed, another more detailed report must be filed with

the SEC on For m 8-K. This report must contain a summary of the plan, but sometimes a copy of the complete plan is

attached.

Who Develops the Reorganization Plan for the Company?

Committees of creditors and stockholders negotiate a plan with the company to relieve the company from repaying part of

its debt so that the company can try to get back on its feet.

• One committee that must be for med is called the "official committee of unsecured creditors." They represent all

unsecured creditors, including bondholders. The "indenture trustee," often a bank hired by the company when it orig-

inally issued a bond, may sit on the committee.

• An additional official committee may sometimes be appointed to represent stockholders.

• The U.S. Trustee may appoint another committee to represent a distinct class of creditors, such as secured credi-

tors, employees or subordinated bondholders.

After the committees wor k with the company to dev elop a plan, the bankruptcy court must find that it legally complies with

the Bankruptcy Code before the plan can be implemented. This process is known as plan confirmation and is usually

completed in a few months.



Steps in Development of the Plan:

• The debtor company dev elops a plan with committees.

• Company prepares a disclosure statement and reorganization plan and files it with the court.

• SEC reviews the disclosure statement to be sure it’s complete.

• Creditors (and sometimes the stockholders) vote on the plan.

• Cour t confir ms the plan, and

• Company carr ies out the plan by distr ibuting the securities or payments called for by the plan.

What is the Role of the U.S. Securities & Exchang e Commission in Chapter 11 Bankruptcies?

Generally, the SEC’s role is limited. The SEC will:

• review the disclosure document to determine if the company is telling investors and creditors the important infor ma-

tion they need to know; and

• ensure that stockholders are represented by an official committee, if appropr iate.

Although the SEC does not negotiate the economic terms of reorganization plans, we may take a position on important

legal issues that will affect the rights of public investors in other bankruptcy cases as well. For example, the SEC may step

in if we believe that the company’s officers and directors are using the bankruptcy laws to shield themselves from lawsuits

for secur ities fraud.

How Will I Know What’s Going On?

Sometimes, you may first learn about a bankruptcy in the news. If you hold stock or bonds in street name with a broker,

your broker should forward infor mation from the company to you. If you hold a stock or bond in your own name, you

should receive infor mation directly from the company.

You may be asked to vote on the plan of reorganization, although you may not get the full value of your investment back.

In fact, sometimes stockholders don’t get anything back, and they don’t get to vote on the plan.

Before you vote, you should receive from the company:

• a copy of the reorganization plan or a summary;

• a cour t approved disclosure statement which includes infor mation to help you make an infor med judgment about the

plan;

• a ballot to vote on the plan; and

• notice of the date, if any, for a hearing on the court’s confir mation of the plan, including the deadline for filing objec-

tions.

Even when stockholders do not vote, they should get a summary of the disclosure statement, and a notice on how to file

an objection to the plan.

Stockholders may also receive other notices unrelated to the plan of reorganization, such as a notice of a hearing on the

proposed sale of the debtor’s assets, or notice of a hearing if the company converts to a Chapter 7 bankruptcy.

What is Chapter 7 Bankruptcy?

Some companies are so far in debt or have other problems so serious that they can’t continue their business operations.

They are likely to "liquidate" and file under Chapter 7. Their assets are sold for cash by a cour t appointed trustee. Admin-

istrative and legal expenses are paid first, and the remainder goes to creditors. Secured creditors will have their collateral

retur ned to them. If the value of the collateral is not sufficient to repay them in full, they will be grouped with other unse-

cured creditors for the rest of their claim. Bondholders, and other unsecured creditors, will be notified of the Chapter 7,

and should file a claim in case there’s money left for them to receive a payment.

Stockholders do not have to be notified of the Chapter 7 case because they generally don’t receive anything in return for

their investment. But, in the unlikely event that creditors are paid in full, stockholders will be notified and given an opportu-

nity to file claims.

Does My Stock or Bond Have Any Value?

Usually, the stock of a Chapter 7 company is wor thless and you have lost the money you invested.

If you hold a bond, you might only receive a fraction of its face value. It will depend on the amount of assets available for

distr ibution and where your debt ranks in the prior ity list on the first page. If your bond is secured by collateral, your pay-

ment will depend in large part on the value of the collateral.

Where Can I Find More Information?

The Company. - Contact the investor relations department in the company’s home office. They can give you more infor-

mation on the bankruptcy proceeding, including the name, address, and phone number of the court handling the bank-

ruptcy.



Your Broker. - If you can’t find infor mation in the newspaper or the librar y, or you haven’t received any correspondence

from the company, call the person who sold you the investment.

The SEC. - Companies file regular reports with the SEC in a computer database known as EDGAR. For example, a com-

pany declar ing bankr uptcy will file a for m 8-K that tells where the case is pending and which chapter of bankruptcy was

filed. You can access EDGAR through your computer at: http://www.sec.gov If you don’t have access to a computer, your

public librar y may have a computer you can use. You can also request a copy of For m 8-K, or any other reports that the

company files with the SEC, see " How to Request Public Documents ". Or, you can visit the SEC’s Public Reference

Room, 100 F Street NE, Washington, DC 20549. You might also be able to get copies of SEC filings from your full-service

stockbroker, or the company itself.

Bankruptcy Cour t. - If the company is in Chapter 7, and has not filed reports with the SEC, or you need more infor ma-

tion, the bankruptcy court itself is another source. This court is usually located where the company has its main place of

business or where the company is incor porated. (There is at least one bankruptcy court in each state and the District of

Columbia.) Once you know a company’s main place of business or state of incorporation, you can obtain the address and

phone number of the bankruptcy court for that region by visiting the website of the Administrative Office of the United

States Courts or by calling (202) 502-1900. Court addresses and phone numbers are also listed in the publication, The

Amer ican Bench, which you can find at your local librar y. In addition, you’ll find links to U.S. Bankr uptcy Cour t websites at

http://www.uscour ts.gov/bankr uptcycourts.html .

U.S. Trustee at the Department of Justice . - The U.S. Trustee has broad administrative responsibilities in bankruptcy

cases. Check the U.S. Trustee’s website , your local telephone book, or the public librar y for the field office closest to you,

and contact them for infor mation on the status of the bankruptcy.

A Securities or Bankruptcy Attorney. - You may want to talk to an attorney, especially if you believe that the debtor

defrauded you and you want to know your legal options. If you suspect fraud, you should also repor t it to the SEC or your

state securities regulator .

For a more detailed discussion of different types of bankruptcy, please read Bankr uptcy Basics , which the Bankruptcy

Division of the Administrative Office of the United States Courts produced to assist the public in understanding bankruptcy.

Modified: 02/03/2009

http://www.sec.gov/edgar.shtml
http://www.sec.gov
http://www.sec.gov/answers/publicdocs.htm
http://www.uscourts.gov/adminoff.html
http://www.uscourts.gov/adminoff.html
http://www.uscourts.gov/bankruptcycourts.html
http://www.usdoj.gov/ust/eo/ust_org/region_websites.htm
http://www.sec.gov/complaint.shtml
http://www.nasaa.org/QuickLinks/ContactYourRegulator.cfm
http://www.uscourts.gov/bankruptcycourts/bankruptcybasics.html


Find a Consumer Protection 

Attorney Near You

Learn More: Tips to Help Protect Your Identity, Protect 

Yourself from Online Auction Fraud, Stolen Identity: 

What to Do

The FindLaw Guide to Online Fraud and Identity Theft

Follow us on

A Thomson Reuters Business

FINDLAW.COM EMPOWERS 

PEOPLE WITH TRUSTED,  

TIMELY AND INTELLIGENT  

LEGAL INFORMATION

BLOGS – FindLaw Blogs present timely news that has 

real-life implications, deliver important information 

and discuss law-related entertainment. 

FINDLAW ANSWERS – A vibrant, interactive online 

community where everyday people can ask legal 

questions and get real-time answers from legal  

professionals and others with similar experiences.

NEWS & NEWSLETTERS – Updated throughout the 

day and night and covering a wide range of legal 

topics, FindLaw.com’s News page presents current 

legal news, keeping people informed and educated.

FIND A LAWYER – An easy-to-search database 

of more than one million lawyers and law firms. It 

provides detailed information, enabling people to 

contact a qualified lawyer when they are ready.

DO-IT-YOURSELF FORMS & CONTRACTS – FindLaw.

com provides accurate legal documents for common 

legal matters. Choose from a library of easy-to-use, 

low-cost, accurate legal forms for everyday legal issues.

FINDLAW VIDEO – On FindLaw.com, you’ll find an 

online directory of more than 1,500 short videos 

dedicated exclusively to legal topics and attorney and  

law firm profiles.   

Connect With Us
FindLaw.com has an entire social media team 

dedicated to providing our users with as many 

options as possible to join, participate in, and learn 

from the FindLaw community. Some of the  social 

key channels are the following:

 

•	 FindLaw for Consumers on Facebook 

Making the law easy to access with interactive 

legal updates aimed at starting conversations, 

informing followers of their legal rights and 

providing a forum for questions and resources 

 

•	 @FindLawConsumer on Twitter 

Tweeting interesting, entertaining and  

informative legal news everyday 

Copyright © 2013 FindLaw, a Thomson Reuters business. All rights reserved. The information 

contained in this article is for informational purposes only and does not constitute legal advice.  

The use and distribution of this article is subject to the Creative Commons BY-NC-ND license, which 

can be viewed at  http://creativecommons.org/licenses/by-nc-nd/3.0/. You must attribute the article by 

providing the title of the article, FindLaw copyright notice and link to the original work. You may not 

use the article for commercial purposes and you may not alter or transform this article in any way.

HAVE A LEGAL QUESTION?

NEED TO FIND AN AFFORDABLE, 

QUALIFIED ATTORNEY?

Protect yourself, your family or  

your business with a legal plan 

or form from LegalStreet

http://consumer.findlaw.com/online-scams/?DCMP=CCX-MG-012
http://findlaw.com?DCMP=CCX-MG-012
http://www.facebook.com/FindLawConsumers?DCMP=CCX-MG-012
https://twitter.com/findlawconsumer?DCMP=CCX-MG-012
http://legalblogs.findlaw.com/?DCMP=CCX-MG-012
http://answers.findlaw.com?DCMP=CCX-MG-012
http://legalnews.findlaw.com/?DCMP=CCX-MG-012
http://lawyers.findlaw.com?DCMP=CCX-MG-012
http://forms.findlaw.com/?DCMP=CCX-MG-012
http://video.findlaw.com/?DCMP=CCX-MG-012
http://www.facebook.com/FindLawConsumers?DCMP=CCX-MG-012
https://twitter.com/findlawconsumer?DCMP=CCX-MG-012
http://www.facebook.com/FindLawConsumers?DCMP=CCX-MG-012
https://twitter.com/findlawconsumer?DCMP=CCX-MG-012
http://creativecommons.org/licenses/by-nc-nd/3.0/
http://findlaw.com?DCMP=CCX-MG-012
http://legalstreet.com?DCMP=LS-LPD-001

