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On July 15, 2008, the Tenth Circuit in In re U.S. Medical, Inc. be-
came one of the few circuit courts to establish a test to determine who 
constitutes a “nonstatutory” insider under Bankruptcy Code § 101(31).1 
Bankruptcy Code § 547 allows a trustee to avoid preferential transfers 
made within one year, rather than only during 90 days, before bankrupt-
cy, if the creditor was then an “insider.” Section 101(31) provides that 
an “insider” in the case of a corporation “includes” directors, officers 
of the debtor, and several others. If creditors fall into one of the specifi-
cally enumerated categories, they constitute “statutory” insiders. How-
ever, by adding the word “includes,” Congress did not intend the list of 
enumerated insiders to be exhaustive. Rather, Congress intended the 
list to be illustrative only and to include other insiders as well, who are 
commonly referred to as “nonstatutory insiders.” In U.S. Medical, the 
Tenth Circuit, affirming the Bankruptcy Appellate Panel which reversed 
the bankruptcy court, held that “a creditor may only be a non-statutory 
insider of a debtor when the creditor’s transaction of business with the 
debtor is not at arm’s length.”2 The holding reflects an extraordinary 
standard that lacks a supporting analysis.

The debtor in U.S. Medical distributed new and used medical equip-
ment via the Internet. On June 15, 2000, the debtor entered into a dis-
tribution agreement with a creditor, a German producer of surgical and 
aesthetic lasers. The agreement provided that the debtor was to be the 
exclusive distributor in North America, and the creditor was to be the 
debtor’s sole laser manufacturer. The agreement also provided that an 
executive of the creditor would serve on the board of directors of the 
debtor and that the creditor would acquire a 10.6% equity interest in 
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the company for $2 million in cash and a $2 million inventory purchase 
credit. In 2001, the debtor began experiencing financial difficulties, and 
on June 24, 2002, the debtor filed a Chapter 7 petition.

In U.S. Medical, the trustee sought to recover a preference made after 
90 days but within one year before the bankruptcy filing, which could 
be recovered under § 547 only if the creditor was an “insider.” The bank-
ruptcy court held that the creditor constituted a “nonstatutory insider” 
because the creditor’s CEO served on the debtor’s Board of Directors 
and because of the creditor’s equity stake in the debtor. In finding the 
creditor to qualify as a nonstatutory insider, the bankruptcy court found 
to be determinative the extreme closeness of the relationship between the 
creditor and debtor. The Bankruptcy Appellate Panel (BAP) disagreed. 
The BAP stated: “If ‘closeness’ alone were enough, the category of 
non-statutory insiders would be impermissibly broadened.”3 The BAP 
concluded that closeness alone does not establish insider status. More-
over, the BAP determined that a finding of nonstatutory insider status 
requires evidence that transactions between the creditor and debtor were 
not conducted at arm’s length. The trustee appealed the BAP’s decision 
to the Tenth Circuit, which affirmed the BAP’s decision.

In its appeal to the Tenth Circuit, the trustee argued that the closeness 
of the relationship between a creditor and debtor alone is enough to sup-
port a finding that a creditor is a nonstatutory insider of a debtor. The 
trustee further argued that the absence of control or of an arm’s-length 
relationship is not determinative and that access to inside information 
supported the bankruptcy court’s decision.

While the Tenth Circuit agreed with the trustee that the absence of 
control is not determinative of nonstatutory insider status, it disagreed 
with the trustee’s argument that access to inside information and the 
closeness of the relationship between the debtor and the creditor are 
alone sufficient to establish “nonstatutory” insider status. Instead, the 
Tenth Circuit held that the absence of an arm’s-length relationship is 
determinative, quoting the following legislative history: “An insider is 
one who has a sufficiently close relationship with the debtor that his 
conduct is made subject to closer scrutiny than those dealing at arms 
length with the debtor.”4 Specifically, the court stated: “We hold here 
that a creditor may only be a non-statutory insider of a debtor when the 
creditor’s transaction of business with the debtor is not at arm’s length.”5 
The court defined an arm’s-length transaction as: “a transaction in good 
faith in the ordinary course of business by parties with independent in-
terests… The standard under which unrelated parties, each acting in his 
or her own best interest, would carry out a particular transaction.”6

The court relied on another Tenth Circuit case, In re Kunz, for the prin-
ciple that there is a “conclusive presumption” that statutory insiders have 
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a closer than arm’s-length relationship with the debtor but that, when it 
comes to nonstatutory insiders, the relationship must “compel the con-
clusion” that a creditor and debtor are “close enough to gain an advan-
tage attributable simply to affinity rather than to the course of dealings 
between the parties.”7 Using the Kunz rationale, the court determined 
that a finding that the creditor and debtor engaged in a challenged trans-
action not at arm’s length necessarily is required in order to compel the 
conclusion that the creditor is a nonstatutory insider. The court decided 
that “to hold a creditor is a non-statutory insider in circumstances like 
these, a trustee must prove that the creditor and debtor did not operate at 
arm’s length at the time of the challenged transaction.”8

The court also dismissed the trustee’s argument that access to insider 
information should be sufficient to establish nonstatutory insider status. 
Although the court did not dispute that the creditor had access to insider 
information, the court was persuaded by the fact that the creditor did not 
act in any way that suggested that it had any advantage over other creditors. 
The court noted, in particular, the creditor’s sensitivity to potential conflicts 
of interest, the creditor’s apparent arm’s-length dealing with the debtor, 
and that the creditor did not take advantage of the inside information.9

Certainly under the circumstances present in the U.S. Medical case, 
the likelihood that the creditor would receive preferential treatment is 
much greater than that received by other creditors with less connection 
to the debtor. For example, the creditor’s CEO was on the debtor’s board 
of directors; the creditor’s CEO had limitless access to inside information 
of the debtor; the creditor held 800,000 shares or 10.6% of the debtor’s 
common stock; and the creditor and debtor were intertwined in a strate-
gic alliance whereby the creditor made a multimillion dollar investment 
in the debtor and entered into an agreement for the debtor to purchase 
inventory from the creditor. Despite the overwhelming potential for pref-
erential treatment based on access to insider information and stock own-
ership, the Tenth Circuit found that the creditor was not a “nonstatutory” 
insider because the creditor and debtor seemingly had an arm’s-length 
relationship. Thus after the decision in U.S. Medical, the test to deter-
mine whether a creditor is a nonstatutory insider, at least in the Tenth 
Circuit, will be whether the transaction at issue was at arm’s length.

An arm’s-length test is the wrong test for many reasons. In light of the 
expansive term “including,” Congress could not have intended insider 
status to be limited so as to cover only arm’s-length transactions. To be 
sure, if Congress had deemed the lack of an arm’s-length transaction to 
be the sole test for nonstatutory insider status, it could have easily said 
so in the statute.

In addition to creating a new test for nonstatutory insider status, the 
arm’s-length test is also flawed because it changes the focus. Whereas 
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the focus in the case of a statutory insider should be on the course of 
dealings or relationships between debtors and creditors, according to 
U.S. Medical, the focus is on transactions.

The Tenth Circuit’s adoption of an arm’s-length test based on legisla-
tive history to determine insider status is also flawed because the U.S. 
Supreme Court has stated on numerous occasions that legislative history 
should be used cautiously.10 Indeed, when the legislative history fails to 
illuminate congressional intent, it should not be used.11 In this regard, the 
congressional history of the term “insider” is anything but clear. As men-
tioned earlier, the legislative history for § 101(31) is found in the House 
Judiciary Committee Report, which states that the term “insider” “is not 
susceptible to precise specification” and “an insider is one who has a suf-
ficiently close relationship with the debtor that its conduct is made subject 
to closer scrutiny than those dealing at arm’s-length with the debtor.”12 
That does not mean that there should be no scrutiny of the relationship 
even where there were arm’s-length dealings between the parties.

Figuring out the correct test to determine who constitutes a nonstatu-
tory insider is a difficult task and requires the consideration of many 
variables. For a fair evaluation, it is necessary to construe the ambigu-
ous definition of “insider” in § 101(31), the legislative history, the use 
of statutory interpretive techniques, the section’s relationship to other 
sections of the same Code, and policy implications. Even then, the in-
tended test may prove elusive. Here, for the most part, the court ne-
glected to consider any statutory interpretive technique other than in-
conclusive legislative history. 

To be fair to the Tenth Circuit, the particular facts in U.S. Medical 
were compelling. Not only was there no evidence that the creditor used 
inside information, but the creditor took painstaking care not to exercise 
control over the debtor. Regardless, the court made the decision on the 
basis of appearance, which is not a good way to resolve a dispute be-
cause appearance is not substantive; it is just what it looks like but not 
necessarily what it is.

The Tenth Circuit has adopted an extraordinarily narrow standard for 
who constitutes a nonstatutory insider that is not supported by legisla-
tive history or any meaningful analysis.13
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