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Problems in the Code
By James W. Day anD marc e. HirscHfielD1

Editor’s Note: Surplus assets can be donated to 
ABI’s Anthony H.N. Schnelling Endowment Fund. 
Contact ABI Chief Financial Officer Kathy Sheehan 
at ksheehan@abiworld.org or (703) 739-0800, or 
visit endowment.abi.org for more information. 

There are certain problems that bankruptcy 
practitioners (debtor’s counsel and bankruptcy 
trustees, specifically) would love to have. One 

such problem is how to dispose of “surplus funds,” 
or funds remaining in a liquidating or similar trust 
after a chapter 11 estate has transferred its assets 
to the trust and all required distributions have been 
made to creditors and other claimants under a con-
firmed reorganization plan. Such surpluses can and 
do arise when trust beneficiaries have themselves 
dissolved or otherwise failed to cash their checks, 
the estate obtains unexpected proceeds (such as liti-
gation settlements) or administrative expenses (such 
as attorney’s fees) are less than budgeted.2 In some 
instances, the provisions in a debtor’s reorganization 
plan relating to the disposal of “unclaimed distribu-
tions” might be inoperable;3 in others, the relevant 
provisions of state and federal law might be inap-
plicable or lead to an absurd result (such as returning 
residual funds to the perpetrator of a Ponzi scheme).4 
 Liquidating trusts commonly receive nominal pay-
ments (such as tax rebates or returned utility depos-
its), and distribution would either require a wasteful 
administrative expense, violate a de minimis pay-
ment provision in a reorganization plan, or both. The 
Bankruptcy Code currently provides no direct answer 
on how to dispose of surplus funds (also referred to as 
“remnant funds”) in such circumstances. As liquidat-
ing chapter 11 plans become increasingly common (as 
opposed to operational restructurings of the debtor), it 
will become more important for the Code to specify 
how remnant funds should be distributed. 

Problems with Traditional Approaches
 One example of the “surplus funds” problem 
surfaced in 2006 in In re Xpedior Inc.5 In that case, 
a trust established by a liquidating chapter 11 plan 
contained an $842,000 surplus after all creditors 

had received a 100 percent distribution (with inter-
est) and all administrative claims had been paid. 
Because the common stock interests were extin-
guished pursuant to the confirmed plan, former 
equityholders were not entitled to further notice or 
any claim to the surplus funds.6 The reorganization 
plan had contemplated and provided for the dispo-
sition of “unclaimed” distributions (defined as dis-
tributions that were either returned or not cashed 
within 120 days of the date of distribution), but not 
for funds accrued in excess of what the trust was 
obligated to distribute under the plan.7 
 The chapter 11 trustee (to whom the court gave 
much credit for the existence of the surplus funds and 
successful outcome of the case) proposed distributing 
the excess funds to a charity mentioned in the plan, 
along with several justice-related foundations, and 
requested that the court delegate authority to disburse 
remaining surplus funds to the trustee and members 
of the creditors’ committee.8 Uncomfortable with the 
prospect of delegating responsibility for choosing 
how to distribute residual trust assets to the trustee, the 
bankruptcy court concluded that the original intent of 
the trust had been satisfied and that under the (cy pres) 
doctrine, the court was obligated to direct the disposi-
tion of the surplus funds.9 The bankruptcy court invited 
the trustee to prepare a list of proposed grantees, pos-
sibly in coordination with a “knowledgeable profes-
sional” serving as pro bono amicus curia, while outlin-
ing general criteria for the selection of recipients.10 
 The court’s reasoning in its conclusion that nei-
ther the Bankruptcy Code nor state law controlled 
the distribution of the funds reveals a “gap” in the 
Code that would be better addressed by Congress 
than by bankruptcy judges acting independently. 
The determination that the court made as to how to 
distribute the funds provides a model for how the 
Bankruptcy Code could be amended to fill that gap. 

Distributions to Shareholders or Creditors Would 
Violate the Code and Other Legal Doctrines if Not 
Specified in Reorganization Plan 
 Even if the Xpedior creditors had received less 
than the full value of their claims, further distribu-
tions to them would have offended the doctrines of 
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Problems in the Code res judicata and “law of the case” unless provided for in the 
reorganization plan.11 For example, in In re FBN Food Serv. 
Inc., the liquidating chapter 7 trustee proposed initiating a sec-
ond claims process to dispose of excess proceeds that would 
be generated from a fraudulent-conveyance action, believing 
that certain creditors had missed the bar date for filing claims 
out of a mistaken assumption that the debtor would have no 
funds to distribute.12 The Seventh Circuit refused to allow 
creditors who had missed the bar date the opportunity to par-
take in the distribution, writing that “[a] creditor’s failure to 
anticipate the trustee’s success in recovering additional funds 
does not establish excusable neglect for belated claims.”13 The 
Xpedior court relied on the reasoning of FBN to rule out any 
possibility of a further distribution to creditors or sharehold-
ers. Such a distribution, both courts reasoned, would invite 
“the indefinite extension of corporate bankruptcies, a result 
that would greatly undermine the public policy of finality that 
is particularly important in bankruptcy proceedings.”14

 Other barriers to the distribution of surplus funds to share-
holders or creditors are found in §§ 1127(b) and 1144 of the 
Bankruptcy Code, which respectively prohibit any modification 
of the reorganization plan once the plan has been substantial-
ly consummated and permit a court to revoke a confirmation 
order only if the order was procured by fraud.15 For example, 
in In re Rickel, shareholders received neither a distribution nor 
retention of their interests under the confirmed reorganization 
plan.16 When causes of action against former insiders belong-
ing to the reorganized debtor proved to be more valuable than 
originally anticipated, the question was raised as to whom, if 
anyone, would be entitled to the surplus.17 Nearly one year after 
the debtor’s plan was confirmed, the debtor moved to modify 
the plan’s confirmation order to provide that equityholders 
would receive a distribution in the event of a surplus.18 The 
court denied the motion, reasoning that “[c] onfirmation is the 
equivalent of a final judgment in a civil litigation,” and that 
because the plan had been “substantially consummated,” a dis-
tribution to shareholders was barred by § 1127(b).19 

State Corporate Dissolution and Escheat Laws 
Generally Do Not Apply
 As noted in both FBN Food Services and In re Xpedior, 
“[o]nce the rules established by the Code have been exhaust-
ed, remaining entitlements come from outside bankruptcy, 
which is to say from state law.”20 The business corporations 
statutes of various states provide different rules regarding the 
disposition of assets upon dissolution of a business entity. 
However, these laws cannot be applied where, as is the case 
in most liquidating chapter 11 plans, the debtor ceases to 
exist and all equity interests in the debtor are cancelled and 
extinguished upon plan confirmation.21 
 Most states also have “escheat” laws pertaining to aban-
doned and unclaimed property. For example, under the 

Illinois Disposition of Unclaimed Property Act, undistributed 
property held in trust with no increase or decrease in prin-
cipal or written correspondence concerning the property is 
presumed abandoned five years after becoming payable, and 
must be remitted to the state treasurer.22 However, despite the 
impossibility of its literal application in the liquidating chap-
ter 11 context, § 347(b) of the Bankruptcy Code has been 
held to supersede state law with respect to surplus funds.23 
Because a liquidating trust is an “entity” under § 101(15) of 
the Bankruptcy Code, and because § 347(b) specifies that 
unclaimed property reverts to “the debtor or … the entity 
acquiring the assets of the debtor under the plan,” § 347(b) 
prevents the application of state escheat law with respect to 
surplus funds.24 Furthermore, even in the absence of § 347(b), 
state law can also be pre-empted by the reorganization plan 
and other court orders enforcing the Bankruptcy Code and 
other federal statutes.25 Put simply, § 347(b) blocks the appli-

11 See id. at 224. 
12 In re FBN Food Serv. Inc., 82 F.3d 1387, 1395 (7th Cir. 1996) (citations omitted). 
13 See id. at 1396. 
14 In re Xpedior Inc., 354 B.R. at 225 (citing In re FBN Food Serv. Inc., 82 F.3d 1387, 1396-97 (7th Cir. 1996).
15 See 11 U.S.C. §§ 1127(b) and 1144.
16 In re Rickel & Assocs. Inc., 260 B.R. 673, 674 (Bankr. S.D.N.Y. 2001) (citations omitted).
17 See id. at 676.
18 See id. 
19 See id. at 677. 
20 In re FBN Food Serv. Inc., 82 F.3d 1387, 1396 (7th Cir. 1996). 
21 See, e.g., In re Xpedior Inc., 354 B.R. at 229. 
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Because the damages provision in the bidding procedures pro-
vided for additional recourse over and above the deposit, the 
bankruptcy court ignored the liquidated damages provision 
and sent the case to trial for a determination of actual damages. 
 The bankruptcy court’s decision in Brown v. BMC to 
ignore the liquidated damages provision fits with the general 
rule of liquidated damages, which must be a reasonable esti-
mate of actual damages where actual damages are difficult to 
determine. Where a liquidated damages provision provides for 
the ability to prove more damages, it would tend to indicate 
that actual damages could be proven, cutting against the afore-
mentioned nonpredictability factor. Additionally, a provision 
such as that in Brown v. BMC also functions as a penalty by 
providing a minimum amount recoverable without provid-
ing a maximum. By fixing a minimum payment in the instant 
case, the liquidation clause acts as a penalty for not performing 

while still providing Brown with the ability to recover addi-
tional damages over and above the deposit amount. 

Conclusion
 If there is one overarching lesson that can be learned from 
Brown v. BMC, it is that bankruptcy proceedings do not operate 
in a bubble. The law in bankruptcy proceedings may often evolve 
on its own; however, practitioners need to be aware of other 
areas of law that may be applicable. In particular, practitioners 
should take care in drafting bidding procedures for § 363 sales to 
ensure that the terms therein comply with local contract law. In 
determining the amount of a break-up fee or similar good-faith 
deposit of a successful bidder, practitioners should keep in mind 
the principles of liquidated damages and the importance of rea-
sonably estimating the amount of damages that may ultimately 
be incurred in the event the successful bidder fails to close.  abi

cation of state escheat law by vesting a property interest in 
surplus funds with the liquidating chapter 11 trust, but pro-
vides no other set of instructions in its place.

Code Does Not Command the Disposition of Surplus Funds
 The Bankruptcy Code sections pertaining to the distribu-
tion of property of the estate do not answer the question of 
how to distribute surplus funds in a liquidating chapter 11 plan. 
Section 726 of the Code provides a distribution scheme for 
disbursing funds in a chapter 7 liquidation, but, as the Xpedior 
court acknowledged, § 103(b) of the Code provides that § 726 
is applicable only in cases brought under chapter 7.26 Section 
347 of the Code specifically addresses “unclaimed proper-
ty,” providing that “[a]ny security, money or other property 
remaining unclaimed at the expiration of the time allowed in a 
case under chapter 9, 11 or 12 of this title … becomes property 
of the debtor or of the entity acquiring the assets of the debtor 
under the plan, as the case may be.”27 However, this passage 
does not address how to dispose of unclaimed property when 
the debtor has dissolved and “the entity acquiring the assets of 
the debtor” (the liquidating trust) has fulfilled its purpose by 
making all distributions authorized under a confirmed chapter 
11 plan.28 As one court put it, in such situations, 

it is simply impossible to comply with § 347(b) in this 
case … [i]f the Court were to try to apply § 347(b) 
literally … the Liquidating Trust would deposit the 
funds into the registry of the Court and then the 
Court would have to award the property [back] to the 
Liquidating Trust as the “entity acquiring the assets.” 
Any redistribution of the funds would be prohibitive-
ly expensive. The circle would be broken only when 
the administrative expenses of continuing the loop 
extinguished the funds in the trust.29 

Thus, § 347(b) should be modified to address the disposition 
of surplus funds in a liquidating chapter 11 trust.

Possible Ways to Address the Problem
 There are at least two ways that the Bankruptcy Code 
could be changed to solve the problem of surplus funds in 
a liquidating chapter 11 estate. First, § 1129(a) could be 
amended to require plan proponents to provide for the distri-
bution of surplus funds as a prerequisite to plan confirmation. 
Second, § 347 can be amended to clarify that in the event that 
the “entity acquiring the assets of the debtor” has made all 
distributions required by a confirmed reorganization plan, 
unclaimed funds escheat either to an approved charity fund 
(such as the list of charities participating in the Combined 
Federal Campaign) or to the U.S. Treasury pursuant to 28 
U.S.C.A. § 2041.30 Although these proposals technically are 
not mutually exclusive because the surplus-funds problem 
only surfaces in the context of liquidating chapter 11 trusts, 
amending § 1129(a) as suggested here would obviate the 
need to amend § 347. Unless one of these changes or a simi-
lar change is made, however, § 347(b) will continue to con-
tain a “circular reference” that cannot be practically applied 
to the surplus-funds problem, illustrating a “problem with the 
Code” that should be addressed.
 In the meantime, practitioners should note that there are 
practical ways to avoid the surplus funds problem that do not 
require a change in the Bankruptcy Code. Plan proponents can 
and should provide for the disposition of surplus funds in liq-
uidating reorganization plans without any change in the exist-
ing law. Debtor’s counsel and bankruptcy trustees may sell 
the rights to any remaining estate assets, whether known or 
unknown, at the end of a case and before the final distribution.31 
After all, even the mere potential for surplus is a saleable asset, 
to be administered as part of the case like any other asset.32  abi

26 See In re Xpedior Inc., 354 B.R. at 235.
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Assets,” NABTalk, Vol. 28, Issue 3 (Fall 2012). 


