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BaCkground on Chapter 11 BankruptCies
The last few years have been some of the most
economically difficult in recent history. Companies
that have long been considered the backbone of the U.S.
economy have not only faltered, but collapsed. Indeed,
some of the largest Chapter 11 bankruptcy proceedings
in U.S. history occurred in the last several years: Lehman
Brothers, with pre-bankruptcy assets of $639 billion,
filed September 15, 2008; Washington Mutual, with
pre-bankruptcy assets of $327.9 billion, filed September
26, 2008; Chrysler, with pre-bankruptcy assets of $39.3
billion, filed April 30, 2009; General Motors, with prebankruptcy assets of $91 billion, filed June 1, 2009; and
CIT Group, with pre-bankruptcy assets of $71 billion,
filed November 1, 2009.
When a business is unable to pay its creditors or
its debt, either the business or its creditors can file for
protection with the federal bankruptcy court under
Chapter 7 or Chapter 11 of the United States Code. Under
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Chapter 7, the business normally ceases operations. In
Chapter 11 proceedings, the debtor typically retains
control of its operations as a “debtor-in-possession”
subject to the oversight of the court.1 Chapter 11 allows
the debtor-in-possession to restructure or reorganize
its business.2 A debtor may exit from a Chapter 11
bankruptcy proceeding within a few months or years,
depending upon the complexity of the proceeding. The
objective typically is met through the use of a bankruptcy
plan, which may be proposed by any party-in-interest.3
Some of the key features of a Chapter 11 proceeding are
the acquisition of financing and loans on more favorable
terms by providing new lenders first priority on earnings,4
rejection or cancellation of contracts,5 and protection
from other litigation by imposition of an automatic stay.6
In bankruptcy law, an automatic stay is essentially an
injunction that prevents actions by creditors and litigants
(with certain limited exceptions) to collect debts from a
debtor who has filed a petition for bankruptcy protection.7
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While the stay is in effect, litigation
is put on hold until it can either be
resolved in bankruptcy court or, in
certain circumstances, resumed in its
original venue.8 The automatic stay
also makes many post-petition debt
collection efforts void or voidable.9
A stay may be lifted if, among other
things, it does not adequately protect
the creditor’s interests.10 Thus, the
bankruptcy court uses the automatic
stay to protect the interests of both
the debtor and its creditors.11
Class and
Collective Actions
In contrast to bankruptcies, class
or collective actions protect individuals
with claims against companies. Class
or collective claims are brought
on behalf of a group of individuals
with legal and factual questions of
common or general interest to group
members so numerous as to make it
impracticable to bring them all before
the court individually. One category
of potential creditors may include
individuals who are part of a class or
collective action. The requirements
to proceed with such litigation differ
depending on whether the group
members are part of a class action or a
collective action.
A class action allows a group of
individuals meeting the requirements
of
n u me rosit y,
t ypic al it y,
commonality, and adequacy of
representation under Fed. R. Civ.
Proc. 23(a) or Cal. Civ. Proc. Code
§ 382, to proceed with the litigation
as a group rather than through
separate, individual actions. A class
may be maintained only if separate
actions would risk inconsistent or
varying adjudications, the court finds
common questions of law or fact
predominate among class members,
or other appropriate grounds exist.12
In a Fair Labor Standards Act
(FLSA) collective action, as opposed
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to a class action, the central question
is whether multiple plaintiffs are
similarly situated.13 Courts have taken
at least three different approaches to
analyzing this certification issue: (1) a
two-tiered case-by-case approach;
(2) the incorporation of the
requirements of the current Fed. R.
Civ. Proc. 23; or (3) the incorporation
of the pre-1966 version of Rule 23 for
spurious class actions.14 Most courts
considering this question have used
the two-tiered case-by-case approach
where the court first determines,
based on a limited amount of
evidence, whether the proposed class
should be notified about the action,
and subsequently reevaluates whether
the class representatives are similarly
situated to class members who have
opted into the action.15
The process for certifying class
and collective actions is different.
In addition, there are different
procedures for joining a class or
collective action. Putative members
of an FLSA collective action must
“opt in” to the action to become
parties to the lawsuit. In contrast,
once a court certifies a class action,
class members must affirmatively
“opt out” of the action to be excluded
from the class. This difference
has caused consternation among
the federal courts. As noted by the
Seventh Circuit, “[t]he question
whether these two distinct types of
aggregate litigation may co-exist
within one case has divided the trial
courts in this circuit and elsewhere.”16
In Wang v. Chinese Daily News, Inc.,
the Ninth Circuit concluded that the
opt-in aspect of a wage and hour
FLSA collective action would not
prevent the court from exercising
supplemental jurisdiction pursuant
to 28 U.S.C. § 1367(c) over opt-out
state class action claims.17
One important purpose of a
class or collective action outside

California Labor & Employment Law Review

of bankruptcy is to avoid multiple
litigation and the risk of divergent
outcomes on the same or similar
However,
individual claims. 18
as discussed further below, this
perceived advantage of a class or
collective action may be of little
consequence in the context of a
bankruptcy proceeding.
When Class
or Collective Claims and
Chapter 11 Collide
The impact of a Chapter 11
bankruptcy on wage and hour class
and collective actions, as well as other
lawsuits, is undeniably significant.
Once the debtor files the bankruptcy
petition, most litigation against the
debtor comes to a grinding halt.
Plaintiffs may nonetheless attempt to
pursue their class or collective claims
by asking the bankruptcy court to
allow a group proof of claim to be
filed or to lift the stay and allow the
case to proceed in its original venue.19
Pursuing a Class or Collective
Proof of Claim in a Chapter 11
Bankruptcy Proceeding
The federal circuit courts of
appeals are split as to whether the
Bankruptcy Code and the Federal
Rules of Bankruptcy Procedure allow
the filing of class proofs of claim.20
The Ninth Circuit has determined
that the Bankruptcy Code should be
construed to permit class claims.21
The filing of a class proof of claim22
is generally permissible in two
situations: (1) where a class has been
certified in another court prior to the
filing of the bankruptcy petition; and
(2) where the class members have not
received actual or constructive notice
of the bankruptcy case and “bar date,”
which is the deadline for filing proofs
of claim.23 Nonetheless, allowing a
class claim to proceed is within the
discretion of the bankruptcy court.24
3

“The Ninth Circuit has determined that the Bankruptcy
Code should be construed to permit class claims. . . .
Nonetheless, allowing a class claim to proceed is within
the discretion of the bankruptcy court.”
The tension regarding the
propriety of group proofs of claim
derives from whether bankruptcy
proceedings are inherently capable
of handling group claims. In many
ways, bankruptcy proceedings mirror
the benefits provided by class and
collective actions. Bankruptcy courts
are empowered to divide the creditors
into classes, the notice provisions in
bankruptcy proceedings are similar
to those required in class claims,
the bankruptcy court is required
to approve all settlements and
dismissals, and distribution from the
estate is made to all creditors who file
a proof of claim.25
Although the main purpose of a
group claim outside of the bankruptcy
context is to avoid multiplicity of
separate actions and the risk of
inconsistent adjudications, both seem
of little concern in the bankruptcy
context because the bankruptcy court
has jurisdiction over all claims against
a particular debtor. 26 However,
acquisition of this jurisdiction by
the bankruptcy court raises other
important issues. For example, some
class or group members already may
have chosen not to file individual
proofs of claim and potential creditors
may have received notice of the
bankruptcy filing and claims bar date.
If so, then a group proof of claim
may, in effect, permit or encourage a
“second bite at the apple.”27
4

Lifting the Automatic Stay
As an alternative to filing a class
proof of claim, plaintiffs may request
that the bankruptcy court lift the
automatic stay and allow the group
claim to proceed in its original venue.
Under Bankruptcy Code § 362(a),
the bankruptcy court can lift the
automatic stay “for cause.” However,
the Bankruptcy Code does not
define cause. As a result, bankruptcy
courts consider a variety of factors in
determining what constitutes “cause.”
For example, some or all of the
twelve factors from In re Curtis (the
“Curtis factors”) have been used in a
number of cases and in a variety of
configurations.28 In Kronemyer v.
American Contractors Indem. Co., for
example, the Bankruptcy Appellate
Panel for the Ninth Circuit noted that
the Curtis factors are “appropriate,
nonexclusive” factors to consider in
determining whether to grant relief
from an automatic stay.29 Similarly,
in In re Sonnax, the court listed the
twelve Curtis factors but then went on
to state that only four of the factors
were relevant.30 In In re SCO, Inc.,
the court applied two of the Curtis
factors, and added a third. 31
As with the class claim analysis,
determining whether to lift the
automatic stay is within the discretion
of the bankruptcy court. If the stay
is lifted, the matter proceeds in its
original venue, which may complicate
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and/or delay any reorganization that
the debtor-in-possession attempts to
have the bankruptcy court approve.
Particular Issues in
Wage and Hour Class or
Collective Claims
Settlement Issues
Wage and hour class and
collective claims are time-consuming
and costly. Indeed, the significant
cost of such litigation can often
push a company toward bankruptcy,
particularly in economically difficult
times. When confronted with the
possibility of bankruptcy, a company
has to determine whether to litigate
a group claim or attempt to settle it.
As noted by the Seventh Circuit, the
decision to certify a class action often
creates an “intense pressure to settle,”
especially when a defendant may be
faced with bankruptcy if it loses at
court after deciding to litigate the
merits against the entire class.32
Equally difficult is determining
how to value such claims if the parties
decide to settle rather than litigate.
To the extent that a class has been
certified and/or the bankruptcy
court allows a group proof of claim
to proceed, plaintiffs’ counsel has an
obligation to ensure that all putative
class members’ rights are protected
in any agreed-upon settlement.33
On the other hand, the value of such
Volume 25, No. 3

claims may be greatly diluted by
the debtor-in-possession’s lack of
financial resources and its interest
in conserving those resources to
restructure under Chapter 11 and
avoid liquidation under Chapter 7.
Further complicating the matter,
wage and hour cases are unique to
the extent that certain portions of the
wage claims may be given priority
over other types of creditors’ claims in
a bankruptcy proceeding. Bankruptcy
laws prioritize creditors in the order
in which they will be paid. Under the
Bankruptcy Code, claims that qualify
as administrative expenses have
priority over most other claims.34
Administrative expenses include
wages, salaries and commissions
for services rendered after the start
of the bankruptcy proceeding.35 In
addition, claims for wages, salaries
and commissions earned within 180
days before the filing of a bankruptcy
petition generally have fourth or fifth
priority over other creditors.36
The last U.S. Congress proposed
legislation that would have provided
greater protection for employees
with wage claims against bankrupt
employers. Although H.R. 4677
was not signed into law, it is clear
that there is increasing concern for
employees who may suffer losses
as a result of companies filing for
bankruptcy protection. If such
legislation is re-introduced during
this year’s congressional session,
it may not only afford additional
protections for employees, but also
may increase the cost of such claims
for bankrupt employers.
The desire to avoid costly and
protracted litigation that could derail
a Chapter 11 reorganization puts
tremendous pressure on companies
to settle wage and hour class and
collective claims.
In addition,
assessing the value of such claims
may be difficult, in part due to the
Volume 25, No. 3

large number of potential plaintiffs.
This is particularly true early in
litigation, when limited discovery
has been conducted. Bankruptcy
proceedings clearly complicate an
already complex process.
Individual Liability
and Insurance
In addition, although bankruptcy
filings may limit liability for
companies with respect to wage and
hour claims, individual managers,
under certain circumstances, still
may be liable for those claims. For
example, in Boucher v. Shaw,37 former
employees of the Castaways Hotel,
Casino and Bowling Center sued
the hotel’s individual managers for,
among other things, unpaid wages
under federal law. The three managers
were the chief executive officer who
owned a 70% interest in the hotel,
the executive handling labor and
employment law matters for the hotel,
who had a 30% ownership interest,
and the Chief Financial Officer. The
managers did not challenge their
status as employers under the FLSA.
Instead, they argued that any duty
they had to pay wages ended with the
conversion of the hotel’s bankruptcy
from a Chapter 11 reorganization to
a Chapter 7 liquidation proceeding.38
In a case of first impression,
the Ninth Circuit determined that a
Chapter 11 or Chapter 7 bankruptcy
would have no effect on the claims
against the individual managers.39
In reaching this conclusion, the
court opined that the automatic stay
protects only the debtor.40 The court
stated that the claims against the
individual managers did not affect
the debtor’s estate.41 The court noted
that if such claims had affected the
debtor’s estate, plaintiffs would need
to pursue their claims against the nondebtor parties through bankruptcy
proceedings. 42 Such proceedings
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would require the bankruptcy court
to extend the automatic stay under its
equity jurisdiction.43
Claims that are pursued solely
against individual defendants may
nonetheless impact the debtor’s estate
if the individuals are covered by
directors and officers (D&O) liability
insurance, depending on the terms of
the policy, or if they seek indemnity
from the employer-debtor. Even if
a D&O policy does not obligate the
insurer to defend a director or officer,
the insurer most likely will be required
under the policy to pay defense costs.
Two recent cases indicate that wage
and hour class actions may be covered
under employment practices liability
insurance and/or D&O policies. The
Central District of California recently
denied an insurer’s motion to dismiss
a complaint for reimbursement of
costs to defend and settle a wage and
hour class action.44 Similarly, the
Eastern District of California held

“[W]age and
hour cases are
unique to the
extent that certain
portions of the
wage claims may
be given priority
over other types of
creditors’ claims
in a bankruptcy
proceeding.”
5

that a D&O policy with exclusionary
FLSA language did not exclude all
types of wage and hour claims.45
Proceeds from an insurance
policy may be the only real asset
owned by a bankrupt company.
Thus, creditors are likely to try to
prevent payments from being made
under such policies, particularly
where the policy not only covers the
individuals, but the entity, as well.
Such payments may reduce aggregate
limits for all coverages, including
entity coverage, thereby diminishing
the value of the bankruptcy estate.
Conclusion
Wage and hour class actions
comprise almost one third of all class
and collective actions. In addition,
the cost of wage and hour class and
collective actions continues to rise.
The top ten private wage-and-hour
settlements paid or agreed to in 2009
under the FLSA totaled $363.6

million, an increase of 43.9% over
2008.46 In addition, the current
recession has caused a similar
increase in Chapter 11 bankruptcy
proceedings. Both of these areas are
complex and when they overlap, as
they sometimes do, the legal issues
can be fraught with complications.
Labor and employment attorneys and
bankruptcy lawyers should work
closely with one another when these
areas overlap to provide clients practical
and effective representation.
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