THE BRAVE NEW WORL D OF BANKRUPTCY PREFERENCES
CHARLESJ. TaBB'
INTRODUCTION

On April 20, 2005, President Bush signed into law S. 256, the "Bankruptcy
Abuse Prevention and Consumer Protection Act of 2005."" While the consumer
amendments garnered the lions' share of public attention, significant changes were
made to dmost every area of bankruptcy law. This paper addresses the changes
effected to bankruptcy preference law and practice.

|. ORIGINS OF KEY AMENDMENTS THE AMERICAN BANKRUPTCY INSTITUTE
PREFERENCE STUDY

The most important changes to preference law in BAPCPA had their genesisin
a study sponsored by the American Bankruptcy Ingtitute, the Report of which was
published in May 1997.> That study was the fina product of a Task Force on
Preferences formed in May 1995 by the Unsecured Trade Creditor Committee of
the American Bankruptcy Institute, chaired by Joseph S.U. Bodoff of Boston. Two
surveys were mailed; one, the "credit providers survey," was sent to 1200 members
of the National Association of Credit Managers and 386 members of the
Commercial Finance Association. The second, the "practitioners survey," was sent
to one thousand members of the American Bankruptcy Institute. Response to the
survey was good: 467 (29.4%) of the credit providers returned a completed survey
and 356 (35.6%) of the practitioners did so.*

The study was motivated by the following concerns, as explained in the Chair's
Introduction to the Report:

While many supported the concept of recovering certain transfers
made shortly before a bankruptcy filing, increasingly, complaints
were voiced that the preference law was unfair and should be
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! Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, Pub. L. No. 109-8, 119 Stat. B3
(2005) [hereinafter BAPCPA or 2005 Act] (to be codified at 11 U.S.C.) (amending Bankruptcy Code).

2 American Bankruptcy Institute Task Force on Preferences, PREFERENCE SURVEY REPORT (PART OF THE
BANKRUPTCY REFORM STuDY PROJECT) (1997), available at http://www.abiworld.org/Content/
NavigationMenu/News_Room/Research_Center/Bankruptcy Reports Research_and_Testimonyl/ABI1/Re
port_on_the ABI_Preferences Survey.htm [hereinafter PREFERENCE SURVEY REPORT or ABI REPORT]
(surveying professionals in bankruptcy on bankruptcy preference rules to determine efficacy of rules and
recommending amendments).

3 ABI REPORT, supra note 2 (providing response rate of creditors and petitioners surveyed).
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modified drastically or eliminated completely. Even the most
ardent supporters of the preference law expressed the view that
some change was mandated. The concerns ranged from claims that
the law was not providing for a meaningful redistribution of
property, to abuses in the manner in which preference clams were
pursued, to claims that the law, through uncertain concepts like
"ordinary course of business," fostered unnecessary and expensive
litigation. These concerns, in varying degrees, were expressed by
trade creditors, lenders, and bankruptcy practitioners alike.*

The "Preference Survey Report,” for which | served as Reporter, made four
"Recommendations™® for changes to the preference law and put forward nine "Other
Ideas for Consideration."® Several of these Recommendations and Other Ideas soon
were adopted as Recommendations in the October 1997 Report of te National
Bankruptcy Review Commission.” Those Recommendations then were incorporated
amogt verbatim in each verson of the many bankruptcy reform hills that were
considered by Congress from 1997 to 2005, and were enacted as part of BAPCPA.

Specificaly, the following three suggestions of the ABI Report were adopted
by the NBRC Report and now have been made law by BAPCPA. They are the
most important of the 2005 amendments regarding bankruptcy preference litigation.

First, ABI Report Recommendation One: "Limit preference actions to cases
involving a minimum dollar amount."® The suggested floor dollar amount was
$5,000. The NBRC Report adopted this as its own Recommendation 3.2.1,
Minimum Amount to Commence a Preference Action under 11 U.SC. § 547: "11
U.S.C. § 547 should provide that $5,000 is the minimum aggregate transfer to a
non-insider creditor that must be sought in a non-consumer debt preference
avoidance action."*

Second, ABI Report "Idea for Consideration” Thirteen: "Amend the venue rules
to protect defendants from having to defend in a distant forum, at least when the
amount in controversy is below a stated amount."*® The ABI Report noted that,
though the venue amendment addressed a similar problem as the minimum floor
amount, namely giving preference defendants more protection from nuisance suits,

“1d. & Introduction.

% |d. at 25-27 (suggesting specific recommendations for possible legislative anendment to section 547 of
Bankruptcy Code).

% 1d. at 27-31 (engaging ideas other than explicit recommendations for consideration by Bankruptcy
Review Commission and Congress).

" NATL BANKR. REV. COMM'N, BANKRUPTCY: THE NEXT TWENTY YEARS, FINAL REPORT (1997)
(submitting more than 170 recommendations to Congress, President, Chief Justice for improving bankruptcy
law and procedure) [hereinafter NBRC REPORT].

8 ABI REPORT, supra note 2, at 25.

® NBRC REPORT, supra note 7, at 794.

10 ABI REPORT, supra note 2, at 30.
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it might well be worth doing both, with the venue amount in controversy being set
a a higher amount than the floor minimum.** The NBRC Report did precisely this
in its Recommendation 3.2.2, Venue of Preference Actions under 28 U.S.C. § 1409:
"28 U.S.C. § 1409 should be amended to require that a preference recovery action
againgt a non-insider seeking less than $10,000 must be brought in the digtrict
where the creditor has its principal place of business. This Recommendation
applies to non-consumer debts only."*

Third, ABI Report Recommendation Four: "Clarify the ordinary course of
business defense."™® The road to clarity, the ABI Report suggested, was through
more objectification. The NBRC Report followed that road in its Recommendation
3.2.3, Ordinary Course of Business Exception under 11 U.S.C. § 547(c)(2)(B): "11
U.S.C. § 547(c)(2)(B) should be amended to provide a digunctive test for whether a
payment is made in the ordinary course of the debtor's business if it is made
according to ordinary business terms."**

Almost eight years after the ABI Report was published, these recommendations
were enacted into law.

Il. THE AMENDMENTS

In the 2005 Act, severa significant amendments were made to the bankruptcy
and jurisdictiona laws affecting preferences, including the three described above, as
well asfour others. The three noted above are described first.

A. Small Preference Safe Harbor

A new exception, section 547(c)(9), precludes the trustee from avoiding a
transfer as a preference "if, in a case filed by a debtor whose debts are not primarily
consumer debts, the aggregate value of al property that constitutes or is affected by
such transfer is less than $5,000."* In short, section 547(c)(9) ends preference
liability in business cases for small preferences, defined as those below $5,000. For
creditors in consumer cases, the new small preference safe harbor offers no succor;
creditors in those cases can look only to the much smaller $600 safe harbor.'® Note
that the safe harbor appliesto al "property.”

™ 1d. at 31 (considering both options by "setting the minimum floor amount at one level, and permitting
the preference action to be brought in the district where the case is pending only if the amount in controversy
exceeds a higher amount™).

12 NBRC REPORT, supra hote 7, at 794.

3 ABI REPORT, supra note 2, at 27 (suggesting clarification of ordinary course of business defense).

14 NBRC REPORT, supra note 7, at 794.

5 BAPCPA, Pub. L. No. 109-8, § 409(3), 119 Stat. 23, 106 (2005) (to be codified at 11 U.S.C. §
547(c)(9)) (adding new exception to 11 U.S.C. § 547).

11 U.S.C. § 547(c)(8) (2000) (limiting avoidance of transfer for individual debtors with primarily
consumer debts to those with aggregate value of all property affected by transfer in excess of $600).
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B. Venue Protections

The venue rules for "proceedings"—which include preference avoidance
actions—in 28 U.S.C. 8§ 1409 were amended in 2005 to give substantially greater
protection to creditor defendants. The default rule for the venue of proceedings is
that the bankruptcy trustee can sue in "the district court in which such case is
pending,"*” meaning the home bankruptcy court, irrespective of where the creditor
defendant is located. Prior to the 2005 Act, under an exception to this default rule,
a creditor was entitled to be sued where the creditor resided if the amount sued for
was less than $1,000, or for a consumer debt of less than $5,000.*® The 2005 Act
greatly expands the protective reach of section 1409(b), raising the threshold
amount for consumer debts from $5,000 to $15,000, and creating a new rule
entitling non-insider defendants on non-consumer debts to be sued where they
reside if the debt is less than $10,000.*°

C. Ordinary Course Defense

In section 547(c)(2), the defense for transfers made in the ordinary course of
business has been changed dramatically by the smple expedient of changing an
"and" to an "or."*® Prior to the 2005 Act, a preference defendant invoking the
ordinary course defense had to show both that the transfer was "made in the
ordinary course of business or financia affairs of the debtor and the creditor” "and"
"made according to ordinary business terms."** Courts understood the former
provision to require proof of the ordinariness of the transfer subjectively, in light of
the established practices between this creditor and the debtor, and the latter to
require proof that the transfer comports with the objective practices in the industry
at large.® The trick, though, was that both had to be established. Now, with the
switch from the conjunctive "and" to the digunctive "or," either proof of subjective
or objective ordinariness will suffice.

D. Enabling Loan Safe Harbor

1728 U.S.C. § 1409(a) (2000) (establishing default venue rule).

1828 U.S.C. § 1409(b) (2000) (providing exceptions to default venue rule).

® BAPCPA, Pub. L. No. 109-8, § 410, 119 Stat. 23, 106 (to be codified at 28 U.S.C. § 1409(b))
(amending venue default exception).

20 1d. at § 409(1), 119 Stat. 23, 106 (to be codified at 11 U.S.C. § 547(c)(2)) (relaxing requirements for
application of ordinary course of business defense).

%11 U.S.C. § 547(c)(2) (1994) amended by BAPCPA, Pub. L. No. 109-8, § 410, 119 Stat. 23, 106 (to be
codified at 11 U.S.C. § 547(c)(2)).

#2 See CHARLES JORDAN TABB, THE LAW OF BANKRUPTCY §6.18, at 38688 (Foundation Press 1997).
See, e.g., In re Tolona Pizza Products Corp., 3 F.3d 1029, 1032-33 (7th Cir. 1993) (applying conjunctive test
under pre-BAPCPA section 547(c)(2)).
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Commercia law historically has been solicitous of "purchase money" liens,
where the creditor takes as security the very collateral for which the creditor loaned
the money that enabled the debtor to purchase that property (thus the colloquialism
"enabling loan”). One way in which such purchase money liens or enabling loans
have been advantaged is to give the secured creditor a grace period to perfect and
still maintain priority as againgt third parties whose own rights arise in the interim
between the creation of the lien and its subsequent perfection. The bankruptcy
preference law includes this grace period for perfecting enabling loans.?®* The 2005
Act cganged the grace period to perfect in section 547(c)(3)(B) from 20 daysto 30
days.

E. Timing Changes

In preference litigation, it is critical to ascertain when atransfer is "made,” since
a creditor is potentially vulnerable to avoidance only for a limited discrete time
period after the making of the transfer. Generaly, the period is 90 days.”®> However,
for insiders, the period runs for one year.?® Also, only transfers on account of
antecedent debts are vulnerable.”” Thus, if atransfer is "made” at the time the debt
arises, there is no preference® For certain types of transfers (especialy liens), there
may be a potentia difference between the time the transfer is effective as between
the transferor and transferee, and the time the transfer is perfected so as to be
effective againgt third parties.®

Section 547(e)(2) contains timing rules for such instances. Prior to the 2005
Act, under section 547(e)(2)(A), if atransfer was perfected within 10 days of when
it became effective as between the transferor and transferee, it was deemed made
for preference purposes at that earlier time, rather than at the time of perfection. |If
perfected after the 10-day grace period, then under subsection (€)(2)(B) it was
deemed made at the later time of perfection. The 2005 Act extended the 10-day
grace period of section 547(e)(2) to 30 days.*® This change partiadly coordinates
with the extension of the enabling loan grace period noted above.

F. Alternative Repayment Plan Payments Excluded

% See T ABB, supra note 22, § 6.19, at 389-91.

2ABAPCPA, Pub. L. No. 109-8, § 1222, 119 Stat. 196, 174 (to be codified at 11 U.S.C. § 547(c)(3)(B)).

%511 U.S.C. § 547(b)(4)(A) (2000) (allowing trustee to avoid any transfer of interest of debtor in property
"made on or within 90 days before the date of the filing of the petition™).

%611 U.S.C. § 547(b)(4)(B) (2000) (providing avoidance for inside creditor " between ninety days and one
year before the date of the filing of the petition").

%711 U.S.C. § 547(b)(2) (2000) (allowing avoidance of antecedent debt owed by debtor before transfer
was made).

% See T ABB, supra note 22, §6.13, at 369—70.

#1d. & §6.9, at 354-55.

30 BAPCPA, Pub. L. No. 109-8, § 403, 119 Stat. 104, 82 (to be codified at 11 U.S.C. § 547(€)(2).
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The 2005 Act created an entirely new preference safe harbor for transfers
"made as a part of an alternative repayment schedule between the debtor and any
creditor of the debtor created by an approved nonprofit budgeting and credit
counsaling agency."*" Curioudly, this safe harbor was inserted in a new subsection
(h) in section 547, rather than being grouped with the other safe harbors in
subsection (c).

G. Deprizio Fixed (Again)

One court cecision can create a lot of work for Congress; consider Levit v.
Ingersoll Rand Fin. Corp.,*> known generally as the "Deprizio” case (the debtor’s
name). Inthat case the Seventh Circuit held that the trustee could recover under 11
U.S.C. 8550(a) from anon-insider initial transferee even though the preference was
not avoidable as to that norrinsider, but was only avoidable as to an insider.*® In
1994, the recovery section, section 550, was amended by adding section 550(c) to
preclude recovery from such a non-insider.** However, that "fix" was incomplete,
as it did not help the non-insider when no "recovery" was required, as in the case
where a lien is smply voided. * So, in the 2005 Act Congress tried again, adding
new section 547(i): "[i]f the trustee avoids under subsection (b) a transfer made
between 90 days and 1 year before the date of the filing of the petition, by the
debtor to an entity that is not an insider for the benefit of a creditor that is an
insider, such transfer shall be considered to be avoided under this section only with
respect to the creditor that is an insider."®

[11. ASSESSMENT AND ANALYSISOF THE AMENDMENTS
A. Small Preference Safe Harbor

Consider the following Hypothetical A. Creditor, a trade supplier located in
Maine, regularly ships goods on credit to Debtor, located in Hawaii. The invoices
require payment within 20 days, however, for a period of severa years Debtor
routinely pays Creditor between 30 and 35 days. In the 90 days before Debtor files
bankruptcy, Debtor makes three payments aggregating $5,100 on account to
Creditor: $1,800 on Day 80 (33 days after shipment); $1,600 on Day 50 (30 days

31 1d. & § 201(b), 119 Stat. 23, 42 (to be codified at 11 U.S.C. § 547(h)).

32 874 F.2d 1186 (7th Cir. 1989).

% 1d. at 1200.

34 Bankruptcy Reform Act of 1994, Pub. L. No. 103-394, § 202, 108 Stat. 4106, 16 (amending section 550
by inserting "the trustee may not recover under subsection (a) from atransferee that is not an insider.").

% See H.R. ReP. NO. 109-31, pt. 1, at 143-44 (2005) (discussing section 1213 of BAPCPA); see also
TABB, supranote 22, §6.13, at 368-69.

3 BAPCPA, Pub. L. No. 109-8, § 1213(2), 119 Stat. 23, 194-95 (to be codified at 11 U.S.C. § 547(i)).
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after shipment); and $1,700 on Day 15 (35 days after shipment). After Debtor files
chapter 7 bankruptcy in the District of Hawaii, the bankruptcy trustee commences
suit in the District of Hawaii against Creditor. Creditor believes it has an obviously
vaid "ordinary course" defense under section 547(c)(2) and so answers. The
trustee offers to settle for $3,000. For Creditor, the cost of defending the suit for
such arelatively small amount, at such a great distance, is hardly worth it; in short,
Creditor feels pressured or coerced into accepting the settlement of what it also
believesis an ill-founded claim.

Such cases are the focus of the first two (and in some respects al three) mgor
amendments to the preference laws Aswill become evident, these amendments are
closely related. Concerning the sort of case just described, the ABI Report notes:

A ... significant and pervasive problem identified is that creditors
often feel pressured into making nuisance settlements, even if the
action is of dubious validity . . . . One of the common problems
identified in the survey responses was that of coercive preference
litigation . . .. When suits are brought for very small amounts, the
pressure on the preference defendant to settle is enormous.®’

An easy, clean solution is simply to set a floor dollar amount below which the
creditor defendant has an absolute defense to a successful preference action. The
ABI Report suggested $5,000 as the minimum amount;*® the 2005 Act so provides
in new section 547(c)(9).*

Establishing such a floor minimum amount is hardly a new idea. The first
Bankruptcy Review Commission in 1973 suggested a $1,000 floor for transfers to
non-insiders, in consumer and non-consumer cases dike.* In an earlier aticle in
which | questioned the wisdom of the ordinary course exception and recommended
its repeal, | suggested as a possible second-best aternative adopting a
comprenensive small preference exception, echoing the Commission in
recommending that the safe harbor be available in both consumer and non-
consumer cases™ | suggested an amount much smaller than the $5,000 that just
became law, something more in line with the $1,000 suggested by the first Review

37 ABI REPORT, supra note 2, at 25.

% Seeid. (recommending Congressional course of action in implementing floor dollar amount for suit).

3 See BAPCPA, Pub. L. No. 109-8, § 409(3), 119 Stat. 23, 106 (to be codified at 11 U.S.C. 547(c)(9))
(amending Code to state, "[t]he trustee may not avoid under this section atransfer if, . . . in acasefiled by a
debtor whose debts are not primarily consumer debts, the aggregate value of all property that constitutes or
is affected by such transfer isless than $5,000.").

40 See REPORT OF THE COMMISSION ON THE BANKRUPTCY LAWS OF THE UNITED STATES, H.R. Doc. No.
93-137, pt. 2, at 166 (1973) (staing trustee may not avoid transfer if aggregate value of all property
transferred to creditor is less than $1,000).

1 See Charles Jordan Tabb, Rethinking Preferences, 43 SC. L. Rev. 981, 1033 (1992) (suggesting
comprehensive small preference exception even though preferred repeal of section 547(c)(2)).
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Commission.

However, Congress ignored the Review Commission’s suggestion for a floor
amount in the 1978 Code, preferring instead to defer to the discretion of trusteesin
making the cost-benefit assessment, and indulging in the hope that trustees would
not bring cost-ineffective actions. The problem with that thinking, though, is that
the cost calculus is not symmetrical between preference plaintiff and defendant,
especialy given the home court venue advantage; the trustee-plaintiff can bring
greater economic pressure to bear on the creditor-defendant to settle than the trustee
would suffer if the creditor calls the trustee's bluff and contests. Consider the
hypothetical above; surely the economic bias runs strongly in the trustee' s favor.

In 1984 Congress did take a small first step aong the small-preference-safe-
harbor path, adding the $600 safe harbor applicable only in consumer cases, now
codified at 11 U.S.C. § 547(c)(8).* The push for that amendment came from the
consumer credit industry, which was worried that the then-existing 45-day rule that
was originaly part of the ordinary course exception unfairly exposed consumer
credit providers with a greater-than-45-day credit cycle to preference liability.** Of
course, since the 45-day limit in section 547(c)(2) itself also was repedled in 1984,
the proffered logic for the new small consumer preference exception was stillborn.
The 1984 exception did not apply to non-consumer cases, notwithstanding the first
Review Commission’s recommendation for a small preference exception applicable
to al types of cases When the driving motivation for the exception is viewed as
anti-nuisance suit protection, as the ABI Report and NBRC Report contemplate,
then little reason exigts to differentiate between the types of cases in principle—
certainly not if viewed from the perspective of the creditor-defendant. One might
still draw the dollar amount line differently for business and consumer cases, if the
perception is that the interests of other creditors as well as the case dynamics are
sufficiently different. Thus we now have a system with a $600 floor in consumer
cases’® and a $5,000 floor in non-consumer cases’’ This differentiation might be
defensible in that prospective preference recoveries between $600 and $5,000 may

2 Compare H.R. Doc. 93-137, pt. 2, at 166 (“The trustee may not avoid atransfer under this section if (1)
the aggregate value of all property so transferred to a creditor . . . isless than $1,000) with T abb, supra note
41, at 1033 ("The specific dollar amount chosen is not something | am overly concerned with, but something
in the range of $500 to $1000 would be plausible").

3 See Bankruptcy Reform Act of 1984, Pub. L. No. 98-353, § 310(3), 98 Stat. 352, 5 (codified as
amended at 11 U.S.C. §547(c)(8)).

44 See Vern Countryman, The Concept of a Voidable Preference in Bankruptcy, 38 VAND. L. REv. 713,
814 (1985) (explaining rationale behind forty-five day limit protecting credit consumer industry). The
original ordinary course exception required the transfer to be made within 45 days of when the debt was
incurred.

5 Seeid. (noting repeal of forty-five day limit allowed consumer credit industry to have it "both ways').

611 U.S.C. § 547(c)(8) (2000) (“Thetrustee may not avoid under this section atransfer, . . ., if, in acase
filed by an individual debtor whose debts are primarily consumer debts, the aggregate value of al property
that constitutes or is affected by such transfer is less than $600.").

47 BAPCPA, Pub. L. No. 109-8, § 409, 119 Stat. 23, 106 (to be codified in 11 U.S.C. § 547(c)(9))
(amending § 547(c) by adding non-consumer debts less than $5,000 constituting or affecting transfer).
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be significant assets of the estate in consumer cases, but much less important in
most business cases Thus, we might care a bit less about aleviating settlement
pressure on a defendant in a consumer case when the prospective recovery is of
what would be amgjor asset of the estate.

What impact will the new $5,000 safe harbor have? Is it consistent with a
sound preference policy? Asthe NBRC Report explained, "[t]he tension, therefore,
is to develop efficient procedures to restrain abusive litigation techniques by the
trustee without interfering with the policy goals of the preference power itself."*®
Those goals "can be summed up as equality of treatment of creditors and deterring
the ‘race to the courthouse' by creditors attempting to improve their position vis-&-
vis the debtor on the eve of bankruptcy."* The ABI Report urged that "alowing
creditors to retain small transfers would not seriously affect the redistribution and
deterrence rationales underlying the preference laws, because so little is at stake."°
The NBRC Report likewise argues that "[r]aising the minimum aggregate transfer
sought to $5,000 is consistent with current preference policies. Aggregatetransfers
of less than that amount are unlikely to create a substantial deviation from equality
of treatment for creditors and it is doubtful that such a smal transfer would pose a
significant threat of premature scavenging of the estate’ s assets. "

But is this so? Even though | served as Reporter for the ABI Report, in that
role | was indeed reporting the sentiments of those surveyed. And even then,
amost half of the survey respondents favored a threshold of some amount less than
$5,000.%* Personally | confess to being a skeptic regarding the wisdom of what
seems afairly high threshold amount ($5,000). Perhaps my suggestion in 1992 for
a $1,000 floor would be a bit low in today’s dollars (indeed that was the same
amount suggested back in 1973 by the first Commission), but | would be more
comfortable with a most a $2,000 amount.

That $2,000 figure also corresponds to what the ABI survey respondents
identified as the lowest plausible cost-effective point for bringing a preference
action.* That suggests that many believe it is not a coercive nuisance suit if in the
$2,000 and up amount, but rather a real and valuable economically rational action
by the trustee. If so, then the "strike suit™ complaint rings hollow. Perhaps not,
though. First, as explained above, the economic impact on the trustee plaintiff and
creditor defendant is not symmetrical—an action might be economically rational for
a trustee to pursue but not for a creditor to defend—especialy if the suit can be
brought in the trustee’s home court venue. Second, litigation costs can quickly get

48 NBRC REPORT, supra note 7, at 796.

9 1d. (citing Tabb, supra note 41, at 986).

0 ABI REPORT, supra note 2, at 29.

51 NBRC REPORT, supra note 7, at 798.

52 ABI REPORT, supra note 2, at 12-13 (finding third of surveyed identified minimum prudent amount in
controversy to be $2,001 to $5,000).

% 1d. at 13 (Most practitioners thought that the cost-effective point was at least $2,000 both for
prosecuting and defending, and many thought it was much higher—$5,000 or $10,000").
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past the $2,000 amount, and it may be that drawing the line a bit more generoudly
(to preference defendants) is a prudent, fair, and judicialy efficient "rough justice"
line.

We dtill might worry, though. As the NBRC Report itself recognizes in
discussing "competing considerations,” the concern is that given the small size of
most business cases, there rardly are many transfers as high as $5,000, and thus
preference litigation would largely be eliminated in the bulk of business cases™
This would substantially undermine the equality goal—indeed, it is disingenuous to
suggest otherwise—and might well encourage aggressive pre-petition debt
collection efforts for amounts of a few thousand dollars, but dightly below $5,000;
a the least the "deterrence” rationale is weakened. In many cases the possible
preference recoveries are one of the only meaningful potential assets of the
bankruptcy estate.

At bottom, this is essentially an empirical question. The work of Professors
Lawless and Warren suggests that small business cases are much more prevaent
than believed,” which suggests that the negative impact of the $5,000 floor might
be higher than anticipated. We will have to wait and see whether Congress has
found just the right heat for the porridge to balance the need for trade creditors to be
freed from coercive nuisance litigation without undermining preference goals of
equality and deterrence in smaller business cases.

One response the NBRC made to the sort of concerns just noted was that the
$5,000 floor requires an aggregation of transfers made during the preference
period.*® Apparently, the NBRC contemplated that in a case like Hypothetical A
described earlier in this section, where the preference defendant received three
transfers totaling $5,100, that defendant would not be protected by the new safe
harbor. |s that assumption accurate? The same statutory language appears in both
the prior small preference exception of $600 for consumer cases and the new safe
harbor, therefore judicia precedent under the prior safe harbor would be relevant.
The relevant language favoring aggregation is that the statute says "aggregatevalue
of al property,” but opposing is a reference to "such transfer,” as well as the
predicate in subsection (c) that a trustee may not avoid "a transfer."’ Read literaly,
the latter references seem to point to a singular limitation to one transfer, thus
precluding aggregation in a case such as the hypothetical in this section. The
"aggregation” language could be explained as consistent with this singular
"transfer” language where the debtor makes multiple but coordinated transfers as an
intended single act of payment on adebt. For example, in Hypothetical A, assume

54 See NBRC REPORT, supra note 7, at 798.

5 See Robert M. Lawless & Elizabeth Warren, The Myth of the Disappearing Business Bankruptcy, 93
CAL.L.Rev. 745, 746-48 (2005) (stating significant portion of bankruptcy filers are small businesses).

% NBRC Report, supra note 7, at 798.

5" BAPCPA, Pub. L. No. 109-8, §409, 119 Stat. 23, 106 (to be codified at 11 U.S.C. §547(c)(9)) ("[I]f,in
a case filed by a debtor whose debts are not primarily consumer debts, the aggregate value of al property
that constitutes or is affected by such transfer is less than $5,000") (emphasis added).



2005 BRAVE NEW WORLD 435

that on Day 80, instead of giving Creditor a check for $1,800, Debtor returned
goods worth $800 and sent a check for $1,000 to repay the single outstanding debt
of $1,800. One might say that the operative "aggregate" "transfer" was $1,800.
That, however, is a much different matter than saying that the distinct transferson
Days 80, 50 and 15 were "such transfer" or "a transfer.” Such an interpretation of
the statute is hard to sguare with the statutory language. Perhaps one might try to
assuage this concern by invoking the rule of construction that "the singular includes
the plural,"*® athough it is questionable whether that rule of construction can do
that much work. However, the generous (for trustees) "aggregation” reading is
responsive to and consistent with the policy concern of aleviating coercive
preference litigation pressure, as gauged by the amount in controversy. On that
score, the preference defendant who received three transfers totaling $5,100 and is
sued for avoidance and recovery of al threeis no different from a defendant who
receives a single $5,100 transfer. We are sure that the latter creditor is not protected
by section 547(c)(9); is there any meaningful reason to treat the former, who
receives three transfers, differently?

Whatever the nuance of the statute, the cases have split; some alow
aggregation, others do not.>® The trend appears to favor aggregation, and my
suspicion is that courts anxious to avoid undue evisceration of preference policy
might so hold, especially as emboldened by the NBRC commentary.

Note, though, that if aggregation is allowed as just contemplated, a creditor
such as the one envisaged in Hypothetical A would suffer a severe pendty from the
receipt of the final transfer in a series of transfers that pushes the creditor’'s
aggregate total over the $5,000 mark. Our Creditor who has received two transfers
of $3,400 would, at that point, be immune from preference liability because of
section 547(c)(9). Upon receipt of the final $1,700 transfer, though, Creditor loses
its section 547(c)(9) defense entirely. Note that invocation of the $5,000 safe
harbor is an all-or-nothing situation; it is not a credit againgt preference liability.
Thus our Creditor who had received $5,100 in transfers would be potentialy liable
for $5,100 in preferences, not just the $100 extra over the $5,000 safe harbor. Prior
to any bankruptcy, ultra-cautious creditors of a financialy distressed debtor might
need to keep their own running total of potentialy preferential payments received
within the past 90 days and either refuse or remit back to the debtor offered
transfers that would push them over $5,000. Thus in Hypothetical A our Creditor
would still be protected (assuming the aggregation view is followed) if it only
received a third transfer of $1599 (for a total of $4,999), rather than $1,700 (for a
total of $5,100).

Another interesting and related question is the extent to which the $5,000 safe
harbor will be applied in conjunction with other preference defenses, especialy the

%811 U.S.C. § 102(7) (2000).
%9 See TABB, supra note 22, § 6.24, at 403—04 (stating courts are split over allowing aggregation involving
onetransfer).
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subsequent advance for new value defense of 11 U.S.C. § 547(c)(4). Consider
Hypothetical B: Creditor is a trade supplier of Debtor. On May 1, Debtor’ s balance
owing on account to Creditor is $10,000. On May 1, Debtor pays Creditor $3,000
on the $10,000 outstanding balance (assume that this payment does not qualify for
"ordinary course" protection). On May 15, Creditor ships $3,500 in goods to
Debtor on credit; assume that this $3,500 transfer would otherwise qualify for the
"new value" defense of subsection (c)(4). On July 1, Debtor files bankruptcy. How
much, if any, is Creditor’s preference liability? $4,500? Zero?

Before 2005, the analysis was straightforward: the initial transfer of $8,000 was
a preference (assuming no other valid defense such as ordinary course); then the
Creditor gets a credit under section 547(c)(4) of $3,500 for the vaue of goods
shipped, reducing the net preference to $4,500. After the 2005 Act, can Creditor
now add on the $5,000 small preference defense of subsection (c)(9) to eliminate
liability for this remaining $4,500 amount? Reading the statute literally, the answer
seems to be "no," since section 547(c)(9) refersto "such transfer” as being less than
$5,000 as the trigger for the safe harbor, and in context, "such transfer" plainly
means the total $8,000 payment, not the net liability after the application of the new
value defense. Any doubt on that score should be erased by noting that the identical
language "such transfer" is used in the new vaue exception itself, in section
547(c)(4), and therein clearly refers to the origina total amount transferred (here,
the $8,000), before any crediting for new value given by the creditor.”® One
wonders, though, whether courts will give this literal reading to the Code, when the
effect would be to treat differently two creditors who dherwise have an identical
preference "liability" of less than $5,000, one of whose "liability" is entirely
forgiven under section 547(c)(9) because that is the entire amount of the transfer,
and the other of whom is held liable since the "liability" of less than $5,000 arose
only after netting out new value given. If such piggy-backing of defenses is
allowed, then a creditor whose net preference liability is above the $5,000 mark can
escape dl preference liability by making a qualifying "new value" transfer to the
debtor on the eve of bankruptcy in a sufficient amount to drop the net liability to
less than $5,000—and thus to zero! That prospect of gaming may incline courts to
give the statute its literal reading and not alow piggy-backing.

Another issue that will arise concerns characterization. The differentiation in
safe harbors between individual consumer cases ($600)°" and non-consumer cases
($5,000) °* makes it a matter of considerable import to decide whether the caseisin
the consumer or non-consumer category in cases involving an individua debtor

0 See 11 U.S.C. §547(c)(4) (2000) (stating phrase "such transfer" with respect to creditor’s inability to
avoid transfer of property).

1 See BAPCPA, Pub. L. No. 109-8, § 409, 119 Stat. 23, 106 (to be codified at 11 U.S.C. § 547(c)(8))
("[1f, in acase filed by an individual debtor whose debts are primarily consumer debts, the aggregate value
of all property that constitutes or is affected by such transfer isless than $600 . . . .").

%2 See supra note 57 and accompanying text.
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who is engaged to some degree in business. The issue is whether or not the debtor’s
debts are "primarily " consumer debts, with "consumer" meaning, as it usualy does
in commercia law generaly, “for persona, family, or household purposes.” There
are two issues in play here: first, the debt characterization issue, and second, given
those categorizations, calculating whether the "primarily” level has been
surmounted. The "primarily consumer debts” concept and limitation is a familiar
one in the Bankruptcy Code, and one assumes that courts will draw on past
precedent in such cases (particularly in the "substantial abuse” provision in section
707(b) for cases from 1984 to 2005). Given the results of the Lawlessand Warren
study,®® courts should be careful to do more than just see which box the debtor
checked in his petition, because the true nature of the bulk of his debts may be
different. Certainly it seems unfair to a putative preference defendant to saddle that
party with the debtor’'s own characterization, about which the debtor may have
cared little.

B. Venue Protections

The concern that preference defendants would be pressured to settle coercive
suits is particularly great not only when the amount in controversy is relatively
modest, but the creditor defendant would have to travel a considerable distance to
defend as well. Recall Hypothetical A, with Creditor located in Maine and the
bankruptcy case commenced in Hawaii. The venue of the preference suit will make
all the difference. If Creditor hasto go to Hawaii to defend a suit seeking recovery
of $5,100, it would be more economical to settle, even if Creditor believes (as it
does in that Hypothetical) that it has valid defenses. Pyrrhic victories are rarely
very satisfying. It is precisely such cases that motivated the amendment in the 2005
Act to the provision in the Judicial Code governing the venue of "proceedings,” 28
U.S.C. § 1409.

The default rule in section 1409, subsection (@), is that the bankruptcy trustee
may commence proceedings in the same district where the main case is pending®—
in Hypothetical A, Hawaii. This home court venue rule is a great benefit to the
trustee, alowing him to save costs by hiring a single local counsel to prosecute
virtually al avoidance actions and other related proceedings in the case®™
Furthermore, trustees value having such related proceedings heard by the home
bankruptcy judge, who is most familiar with (and perhaps sympathetic to?) the main
case. Baanced againgt these interests of the estate, though, is the harm to distant

3 See generally Lawless & Warren, supra note 55, at 745-49 (conducting survey as to how many
bankruptcy filers are business bankruptcy filers).

64 See 28 U.S.C. §1409(a) (2000) (stating proceedings arising under or in title 11, or related to title 11,
may be commenced in district court in which such case is pending).

%5 See NBRC REPORT, supra note 7, §3.2.2, at 800 (discussing how "one venue" concept allows trustee to
save costs by hiring only one counsel).
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creditors who must travel to the debtor’s home court to litigate fairly small claims.

Prior to 2005, the balance tipped in the defendant’ s favor and subsection (b) of
section 1409 required the trustee to sue where the defendant resided if the action
was for a consumer debt of less than $5,000 or a norrconsumer debt of less than
$1,000.°° The ABI Report®” and the NBRC Report®® concluded that the $1,000
amount was way too low in business cases, and both urged raising the nor+
consumer venue protective rule to an amount higher than the $5,000 small
preference exception.

The NBRC Report suggested a $10,000 venue trigger amount for non-consumer
cases’®® However, the NBRC Report aso urged keeping the consumer debt amount
at $5,000, arguing that "[t]ransfers on consumer debts are generally smaller and any
increase in the amount under the venue provisions may make any preference or
property recovery in these cases unlikely." " Furthermore, the imperative for such a
change in consumer cases was lacking, the NBRC Report noted, pointing out that it
was onl;/1 in "business cases where there are perceived abuses of the preference
power."

In the 2005 Act, Congress did adopt the NBRC and ABI recommendation to
raise the venue protective floor in 28 U.S.C. 8§ 1409(b) for business debts to
$10,000. This change will be most welcome for creditor defendants. Thus, in
Hypothetica A, our Maine Creditor, who is potentiadly liable for $5,100, now has a
right to be sued in Maine—its place of residence—whereas before it could have
been sued in Hawaii. The upshot will be, first, that bankruptcy trustees will be
more selective about which cases they choose to bring in distant venues, gauged
both by the dollar amount at issue and the likelihood of plausible defenses being
raised. In a case such as Hypothetical A, where Creditor has a colorable ordinary
course defense (especially as that defense was amended, see below!), the trustee
very well may decide that the game is just not worth the candle. Second, when the
trustee does decide to saly forth, it will cost the estate more. The third likely

%6 28 U.S.C. §1409(b) provides:

[A] trustee in a case under title 11 may commence a proceeding arising in or
related to such case to recover amoney judgment of or property worth less than $ 1,000
or a consumer debt of less than $ 15,000, or a debt (excluding a consumer debt) against
anon-insider of lessthan $ 10,000, only in the district court for the district in which the
defendant resides.

28 U.S.C. § 1409(b) (2000).

57 See ABI REPORT, supra note 2, at 30—31 (declaring $1,000 floor for venue protective rule in business
cases is too low).

%8 See NBRC REPORT, supra note 7, § 3.2.2, at 799-800 (arguing $10,000 floor for non-consumer venue
protective rule would "encourage debtors in possession and trustees to examine the merits more closely
beg)re commencing an avoidance action").

Id.
" 1d. at 800.
d.
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upshot of the change is that creditor defendants will be much less likely to accept
settlement offers, since their costs of defending have now gone down and the
trustee’' s costs of prosecuting have gone up.

Simply put, the burden of non-economic actions has been shifted by the 2005
Act from creditor defendants to bankruptcy trustees. Interestingly, of course, the
ultimate burden of any foregone preference recoveries is not borne by the trustee,
who is smply the representative of the estate, but by the other unsecured creditors
in the case, who typically are the residual claimants. A trade creditor who might
have been disadvantaged by a "coercive" preference suit in one case may have been
advantaged in other cases, when other unfortunate trade creditors were the coercive
targets. Viewed on amacro level, one might expect unsecured creditors as a group
to favor whichever legal regime maximizes returns to their entire group. Generous
(for trustees) venue rules that keep prosecution costs low would seemingly fit that
bill, and one could argue that the 2005 changes accordingly would run counter to
the best interests of unsecured creditors as a whole, notwithstanding possible angst
(and anger) in the occasional case wherein one’s own ox is being gored. But unless
one's ox got gored more than average, economic rationality might argue for
accepting a pro-trustee venue system. That economic argument, though, is utterly
unpersuasive to trade creditors—a truth to which | personally can attest as Reporter
for the ABI Preference Study, where | tried in vain to make that argument to the
trade creditor representatives. They preferred to take their chances overall if they
could get more protection whenever they got sued. Congress granted that wish in
BAPCPA.

The puzzle in the 2005 venue amendments is why Congress chose to ignore the
NBRC recommendation that the venue floor in consumer cases not be raised. The
NBRC Report argued, as noted above, that the amount of transfers in consumer
cases is generaly smaler than in business cases; that raising the venue amount in
consumer cases might dry up preference recoveries altogether; and that, regardless,
there was no problem in need of solving in consumer cases, where abuse was not
generaly reported.” With little or no explanation, though, Congress raised the
venue rule privileging defendants to be sued where they reside for recovery of
consumer debts from $5,000 to $15,000.” Thisisa change that no one was asking
for. There are not that many consumer debts that exceed $15,000. As a practical
matter, this little-noticed venue amendment may spell the end of much of the
preference litigation—and also d course of preference recoveries—in consumer
cases. That consequence may make it more difficult to process many consumer
cases administratively, where the recoveries obtained in avoidance actions helped
pay the costs of administering the estate.

2d.
S BAPCPA, Pub. L. No. 109-8, § 410, 119 Stat. 23, 106 (to be codified at 28 U.S.C. § 1409(b)) (raising
venue rule from $5,000 to $15,000).
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C. Ordinary Course Defense

By far the most important preference defense has been the "ordinary course of
business' exception, in section 547(c)(2).”* The ABI Survey demonstrates that the
ordinary course defense is raised much more often than any other preference
defense.” That exception attempts to capture the long-standing notion that not all
payments that prefer one creditor over another should be avoided. Instead, only
those payments that are improperly motivated—by a creditor or debtor knowingly
seeking to alter the bankruptcy distributional regime—are considered "bad"
preferences and subject to avoidance.” Under the Bankruptcy Act of 1898, asimilar
function was served by the requirement in section 60b that the trustee prove that the
transferee had reasonable cause to believe that the debtor was insolvent when it
received the transfer.”” The 1978 Code abandoned that subjective test but in
enacting section 547(c)(2) retained the view that “ordinary" business behavior
should not be upset.”® As the House Report explained, the exception’s purpose was
"to leave undisturbed normal financial relations."” This view held even though the
effect would be to prefer one creditor over others similarly situated, thus doing
extreme violence to the "equality" goal of the preference law.™

One can debate the wisdom of such a %/s.tem.81 However, even if the basic
notion is thought to be a wise one, the problem remains: how do you gauge what is
"ordinary"?** The Code's test prior to 2005 required proof that the debt was
incurred in the ordinary course, that the transfer was made in the ordinary course of
the business or financial affairs of the debtor and the transferee, and that the transfer
was made according to ordinary business terms.** The courts interpreted the second
test to require proof of conformity to what was ordinary subjectively, as between the

™ See 11 U.S.C. § 547(c)(2) (2000) ("The trustee may not avoid under this section a transfer . . . to the
extent that such transfer was a payment of debt incurred by the debtor in the ordinary course of business. . .
."); TABB, supra note 22, § 6.18 at 382.

S ABI REPORT, supra note 2, at 8, 17 (noting ordinary course of business defense is raised in 73.4% of
preference litigation).

7% See Tabb, supra note 41, at 981-82 (stating only bad preferences are subject to avoidance and
recapture).

"7 Bankruptcy Act of 1898, ch. 541, sec. 60b, 30 Stat. 544, 562 (repealed 1978).

8 TABB, supra note 22, § 6.18, at 383.

"9 H.R. Rep. No. 95-595, at 373 (1977) (providing report of Committee of Judiciary on Bankruptcy Law
Revision).

8 Tabb, supra note 41, at 994 (questioning why § 547(c)(2) is based on deterrent principles rather than
equality principles).

81 Harsh critiques are presented in Tabb, supra note 41, at 984 (advocating repeal of section 547(c)(2)),
and Countryman, supra note 44, at 77576 (same) ("In view of the feeble inspiration for thisexception, and
because the exception is completely at war with the concept of a preference and has no rational confining
limits, the best future for present section 547(c)(2) isrepea").

82 See ABI REPORT, supra note 2, at 29 (stating need for greater clarity of ordinary course of business
defense).

85 See In re Tolona Pizza Products Corp., 3 F.3d, 1029 1031 (7th Cir. 1993) (discussing ordinary course of
business exception).
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debtor and this particular transferee® and then the third test was interpreted to
require proof of conformity to ordinariness objectively, in the industry at large, and
not just as between the debtor and the transferee® Until 2005, a preference
defendant had to prevail on both the subjective and objective tests in order to escape
preference liability. That is, the elements of subsection (c)(2) were stated in the
conjunctive.*®

In application, though, the ABI Report reveded that participants in the
bankruptcy system strongly believed that the exception "was not working well in
practice.® How sd? According to the ABI Report, "[t]he biggest problem[] [ig]
that no one knows what it means, and not surprisingly in light of that perception, the
application of the defense is inconsistent. Furthermore, many respondents do not
believe that the defense affords sufficiently broad protection."® The principal
aspiration expressed was "for greater clarity in this area."®*

The NBRC Report heeded this plea from the ABI Report and recommended
that the road to such clarification be paved by replacing the conjunctive test with a
digunctive test, in which the preference defendant could prevail by showing either
conformity to prior conduct between the parties or conformity to industry
standards. The intent of the NBRC Report was that "the conduct between the
parties should prevail to the extent that there was sufficient pre-petition conduct to
establish a course of dealing," and that only "[i]n the event there is not sufficient
pre-petition conduct to establish a course of dealing, then industry standards should
supply the ordinary course benchmark."** According to that Report, this approach is
salutary because it would eliminate the need for a preference defendant to prove
elusive industry standards, and it is "more accurate to rely on the relationship
between the parties."®” In the 2005 Act, Congress adopted the proposed NBRC
Recommendation verbatim. Thus, by the smple expedient of changing "and" to
"or," Congress effected a notable change in the ordinary course exception and
altered the balance of power in preference litigation, in favor of defendant creditors.
Assuming that the debt was incurred in the ordinary course (as before), now a
creditor can prevail by proving either that the transfer was subjectively ordinary, as
between the debtor and that transferee, section 547(b)(2)(A), or that the transfer was

84 See id. ("The first two requirements are easy to understand: of course to defeat the inference of
preferential treatment the debt must have been incurred in the ordinary course of business of both debtor and
creditor and the payment on account of the debt must have been in the ordinary course as well").

8 T ABB, supra note 22, § 6.18, at 386-88; see, eg., In re Tolona, 2 F.3d at 1033 (concluding third test
should be viewed in light of firm similarly situated to creditor).

8 NBRC REPORT, supra note 7, § 3.2.3, at 801 (stating ordinary course of business defense requires all
three elementsin order to establish that payment falls into exception to preference power).

2; ABI REPORT, supra note 2, at 23.

Id.

8 1d. at 29.

:‘l) NBRC REPORT, supra note 7, § 3.2.3, at 802.

21g
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objectively ordinary, measured against the industry, section 547(b)(2)(B).**

In practice, the most likely consequence is that the principal focus of preference
litigation in this area will be on the issue of conformity with the subjective prior
course of dealing between the parties. The hard-to-prove dyjective industry test is
likely to be raised only in rare cases, usualy where there was insufficient pre-
petition conduct between the parties to establish a course of dealing. That certainly
was the intent of the NBRC Recommendeation, as mentioned above.

Note, though, that the statutory language does not by its terms limit use of the
objective industry test to situations where the parties lack a subjective course of
dedling. It would appear to be equally available even if the parties do have acourse
of dealing, yet the transfer at issue does not conform to that course of dealing, but
nevertheless still might conform to the industry standard. That is, if the parties
course of dedling was more demanding than the industry standard, and the
challenged transfer failed to conform to that stricter standard, might it still be
possible for the defendant to prevail under subsection (c)(2) by showing conformity
to the laxer industry standard? Consider Hypothetical C, a variant of Hypothetical
A. In A, recdl that the invoices require payments in 20 days, but Creditor and
Debtor have a well-established course of dealing allowing payment between 30 and
35 days. For Hypothetical C, add these facts: first, the norm in the industry is to
alow payment in 50-60 days (whereas Creditor and Debtor have a stricter 30-35
day practice), and second, during the preference period, the three challenged
transfers from debtor to Creditor each are made 55 days after invoicing. Thus,
Creditor and Debtor have departed from their own pre-petition course of dealing, in
a manner that raises red flags about the possibility that there is disfavored
preferential behavior occurring.  But the parties are easily covered by the looser
industry standard.

In such a case, can Creditor escape preference liability by showing conformity
with that laxer industry standard? While the apparent intent of the amendment
would suggest not, the statutory language fairly plainly seems to permit such afall-
back defense for the Creditor.’* The intent is revealed by the above-described
commentary in the NBRC Report, whose recommendation Congress adopted en
toto, which urged gauging "ordinary course" conformity by reference to the parties
course of conduct if that was available, looking to industry standards only in the
absence of such conduct. If that test were applied, Creditor would lose in
Hypothetical C  But that is not what the Statute says. | am no fan of the "plain
meaning” rule of statutory interpretation, but it is hard to escape the fact that the

9 BAPCPA, Pub. L. No. 109-8, § 1213, 119 Stat. 23, 194-95 (o be codified at 11 U.S.C. § 547(b))
(amending section 547 to extend avoidance power with respect to insider creditor).

% 1d. § 409, 119 Stat. 23, 106 (to be codified at 11 U.S.C. § 547(c)) (adding "to extent such transfer wasin
payment of debt incurred by debtor in ordinary course of business or financial affairs of debtor and
transferee, and such transfer was made in ordinary course of business or financial affairs of debtor and
transferee, or made according to ordinary business terms' of 11 U.S.C. § 547(c)).
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statutory word "or" used in section 547(c)(2) is not ambiguous. "Or" signifies
equally available dternative options, not a priority ordering favoring one option
over the second. My suspicion is that if it is at al possible, courts will fudge in
finding "ordinariness" in cases such as Hypothetical C and that usually Creditor will
still lose those cases. | am not opposed to such aresult as a matter of policy, but it
does a bit of violence to the statutory language.

The other sort of case that is likely to arise and that is worrisome under the new
ordinary course exception is the exact opposite of the one just posited. That is, even
if atransfer is "extraordinary" as judged against ascertainable industry standards,
under the new law the creditor appears to be protected if the transfer did not depart
from the prior practices of the parties. Indeed, thisis likely to be the more common
scenario. Consider Hypothetical D, another variant of Hypothetical A. Recall that
the invoices require payment in 20 days, and Creditor and Debtor have a practice of
30-35 days for payment. But in Hypothetical D, add the fact that the industry
standard (which we will assume is easly established) does drictly require
compliance with the 20-day invoice terms. Creditor gets paid at days 33, 30, and 35
during the preference period. What result?

Here the answer under the new law surely is that Creditor wins. The clear
purpose of the NBRC Recommendation that led directly to the 2005 amendment
was, as quoted earlier but which bears repeating, "that the conduct between the
parties should prevail to the extent that there was sufficient pre-petition conduct to
establish a course of dedling."® In Hypothetical D, we have such a course of
conduct, and Creditor conformed to it. Now the statutory disunctive language and
the statutory purpose are in harmony and point inexorably to an outcome in which
Creditor wins. Our intuition in this Hypothetical is that such is not really a bad
result; if the idea behind the ordinary course exception is in fact "to leave
undisturbed normal financia relations,” then that idea finds fulfillment in a case
such as Hypothetical D.

Note, though, that this intuition also rests on the unstated premise that Creditor
and Debtor probably were not trying © "manipulate their course of conduct pre-
petition"®® with an eye to a possible future bankruptcy proceeding in such away as
to give Creditor an advantage over other competing creditors. Instead we assume
that Creditor smply was not as rigorous as its peers in holding the line against
Debtor. But what if Creditor’s motivation was not so benign? In the leading case
of In re Tolona Pizza Products Corp.,”” Judge Posner recognized a justification for
the objective industry test “to allay the concern of creditors that one or more of their
number may have worked out a specia deal with the debtor, before the preference

95 |d

% |4,

97 3 F.3d 1029; seeid. at 1033 (defining ordinary business terms as "range of terms that encompasses the
practices in which firms engage, and only dealings so idiosyncratic as to fall outside that broad range should
be deemed extraordinary”" and outside scope of section 547 subsection C).
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period, designed to put that creditor ahead of the others in the event of
bankruptcy."*® What if that is what was going on—will the new disjunctive test be
any safeguard?

This concernis nicely illustrated by "Hypothetical" E, based on the case of Gulf
City Seafoods Inc. v. Ludwig Shrimp Co. (In re Gulf City Seafoods, Inc.).”® Creditor
and Debtor had an unusual, but consistent and longstanding payment practice.
When Debtor placed an order for goods with Creditor, Debtor would immediately
send a check in payment of the delivery with the order. Normaly, Creditor would
hold the check for severa weeks after delivering the ordered goods to Debtor before
presenting the check to Debtor’s bank for payment. By having checks in hand,
though, Creditor gained an advantage vis-&Vvis other creditors by being able to seek
payment earlier than normal if the prospects for payment worsened. Within the
preference period, $72,000 in checks to Creditor cleared Debtor’s bank account.
Each of these checks was paid by Debtor’s bank within 40 to 45 days after the
ddivery of goods for which they paid—fully consistent with the parties
longstanding, established days-to-payment history and well within the industry
norm for days to payment. Are those payments to Creditor avoidable?

Before 2005, Creditor faced a serous risk of losing the ordinary course defense
in Hypothetical E, because the Creditor’s deal (getting checks in hand in advance of
the normal time for payment, as a form of payment security) was not ordinary for
the industry—even if, as it happened, Creditor did not actualy present the
"security” checks early. Asamatter of policy, why should this Creditor be alowed
to put in place such a specia ded that gave it the option to get a jump on other
creditors if the debtor’ s financid affairs turned ugly?

But under BAPCPA, since Creditor put in place its special deal well before the
actual onset of bankruptcy, and the parties then adhered to that special deal so asto
create a course of dealing, then Creditor might be able to prevail by proving
conformity to subjective ordinary course, under section 547(c)(2)(A). The fact of
non-conformity to industry standard supposedly would be irrelevant. Taking the
statutory language at face value, Hypotheticals D and E should come out the same
way, in Creditor’sfavor. But isthat a good result? While we are not bothered in D
because we doubt that Creditor has engaged in ntentional behavior to give it an
advantage over other creditors, such is not the casein E. If Creditor wins under E,
as the statutory language suggests, the violence to the preference policies of
equality and deterrence seems manifest. The question will be how courts can
wiggle off the hook in such a situation. | am not sanguine. Escaping the force of
the statutory language would be especially difficult here since the NBRC Report
clearly contemplated as a "competing consideration” to its Recommendation for
adoption of a digunctive test the possibility that parties would engage in pre-

% |d. at 1032 (describing possible function of section 547 subsection C).
99 296 F.3d 363 (5th Cir. 2002) (stating purpose of claimsmade policies).
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petition manipulative behavior in framing their own course of conduct,'® but
nevertheless went forward with the Recommendation.

D. Enabling Loan Safe Harbor and Timing Changes

The next two sets of amendments to section 547 will be discussed together,
because they deal with similar problems—fixing the time when a transfer of a
security interest is deemed "made" for purposes of applying the preference law,
when perfection d the security interest follows its creation, and then determining
which of those delayed perfection security interest transfers should be protected
from avoidance. In a nutshell, the changes made in 2005 give the creditor/secured
party a 30-day grace period to perfect a security interest. This change was made
both in the genera timing provision of section 547(€)(2) (where the grace period
was extended to 30 days from 10 days) and in the enabling loan exception of
section 547(c)(3)(B) (where the period was extended from 20 days to 30 days).
These changes were made with little explanation or consideration for their impact.
The apparent trigger for the changes was the Supreme Court’s 1997 decision in
Fidelity Financial Services, Inc. v. Fink,;'** explained below. First, though, let me
lay down some necessary background.

In determining when the transfer of a security interest is "made," two possible
times might be used: when the security interest first becomes effective between the
debtor and the secured party creditor, or when it is perfected as against third parties.
Usually perfection requires some sort of public notice of the existence of the
security interest, usualy by filing a statement of the security interest in a public
office under the debtor’s name."** Such afiling enables interested third parties who
are considering doing business with the debtor to check in the public office for
filings, in order to learn whether the debtor’ s assets are encumbered. Absent such a
public filing, those third parties typically may treat the debtor’ s assets as effectively
unencumbered because of the debtor’s ostensible free-and-clear title, whatever the
actual state of affairs.'® Stated otherwise, "secret" liens (.e., those not publicly
noticed) may be ignored by third parties—especialy in the event of the debtor’s
bankruptcy. This policy against secret liens is enforced in bankruptcy both by the
drong-arm clause, section 544(a),"* which avoids liens that are unperfected at the

100 NBRC REPORT, supra note 7, at 802 (explaining Recommendation focuses on course of dealing to
determine whether transfer was made in ordinary course of business).

101522 U.S. 211 (1998).

19214, at 216 (“transfer is ‘ perfected’ only when secured party has done all acts required to perfect interest,
not at moment as of which state law may retroactively deem perfection effective').

193 1d. at 215 (*Fidelity seesin subsection (c)(3)(B) not only federal guarantee creditor will have 20 days to
act, but also reflection of state law deeming perfection within statutory grace or relation-back period to be
perfection of creation of underlying security interest").

104 For example, for Article 9 security interests in personal property, this ruleis found in U.C.C. § 9-310.
U.C.C. § 310 (2005) (explaining priority of certain lieng).
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time of the bankruptcy filing,"®® and by the timing rules of the preference statute,
section 547(e), which extends the delayed perfection avoidance power back into the
immediate pre-bankruptcy time period.™® For bankruptcy purposes, timing rules
and avoiding powers depend ultimately on perfection, rather than just when the
transfer became effective between the debtor and secured party.

But this invocation of the time of perfection is not an absolute. Secured
creditors are given a bit of leeway to effect their perfection, without being subject to
avoidance in bankruptcy. For preference purposes, prior to the 2005 Act, 10 days
grace was extended to perfect Under section 547(e)(2), a transfer was deemed
"made" when it became effective between the debtor and secured party if perfected
within 10 days of that time, section 547(e)(2)(A), but if it was not perfected within
10 days, then the transfer of the security interest was deemed made only when it
was perfected, under section 547(€)(2)(B).'”" The deferral of the time of making
meant that the transfer of the security interest was deemed to be on account of an
antecedent debt for purposes of section 547(b)(2) and thus potentially preferential,
even if the debt was created at the same time the security interest became effective
as between the debtor and scured party. Furthermore, the secured party risked
being drawn into the preference reach-back period by a delayed perfection that did
not occur until after the onset of the preference period. The timing rule in
subsection (€)(2) applied (asit still does) to all security interests, whether "purchase
money" liens or not.

The timing rule of section 547(e)(2), though, standing aone would provide
imperfect protection for purchase money security interests (or "PMSI"), aso known
as "enabling" loans. Under non-bankruptcy law, purchase-money security interests
are given a grace period to perfect and yet till be valid against third parties whose
interests arise in the interim between the time the lien was created and the time it
was perfected.'® Thus, under these specia rules, the PMSI effectively "relates
back" for priority purposes to the earlier time of creation. For example, under
section 9317(e) in Article 9 of the UCC, a PMSI is valid against intervening
interests if perfected within 20 days after the debtor receives delivery of the
collateral. The problem, though, for bankruptcy preference purposes is that the 20-
day UCC grace period runs from the time the debtor receives possession of the
collateral, which could be later than when the security interest became effective
("attached") between the debtor and secured party under UCC § 9203(b). The
timing rule of section 547(e)(2) uses the potentially earlier time when the security
interest first became effective. Thus, without more, under section 547(e)(2) aone, a
PMSI perfected within 20 days after the debtor received possession of the collateral

195 ee T ABB, supra note 22, § 6.3, at 336-37.

1% speid. § 6.9, at 354-55.

197 Seeid. at 355.

108 |J,C.C. § 9-316 (2005) (providing purchase-money security interest is perfected by filing no later than
twenty days after debtor receives delivery of collateral).
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but more than 10 days after the security interest attached would be vulnerable to
preference attack.™® No plausible bankruptcy policy supports avoiding a PM S| that
would be invulnerable against third parties under non-bankruptcy law.

The solution in the Code as originally enacted was found in the "enabling loan"
exception of section 547(c)(3), which protected a PMSI if perfected within 10 days
after the debtor received possession of the collateral.™™® Ten days was chosen
because that corresponded with the then-prevailing grace period for aPM S| in UCC
Article 9. However, the problem developed that the UCC grace period was
extended to 20 days and thus the 10-day rule in subsection (c)(3) was inefficacious
for aPM S| perfected between 11 and 20 days. Congress responded to this problem
in the 1994 Bankruptcy Act by amending subsection (c)(3) to provide for a 20-day
grace period,"** again intending to mirror the UCC time period and remain
consistent with practices in most states.**> Notably, though, Congress did not amend
the law by ssmply incorporating grace periods effective under non-bankruptcy law,
as it did elsewhere in the Code in section 546(b)(1)(A), but again specified an
independent federal time period for perfection. As | predicted,™ this 1994
Congressional amendment left open exactly the same problem as before if the
applicable state law grace period was longer than 20 days, because then the secured
party would not find succor in ether section 547(e)(2)'s 10-day rule or section
547(c)(3)’s 20-day rule.

That prediction came true in Fidelity Financial Services, Inc. v. Fink, decided
by the Supreme Court in 1998."** Missouri law gave a secured party thirty daysto
perfect a security interest in a motor vehicle. The secured party mailed in the
necessary perfection papers on day 21, and argued that it should be protected from
preference avoidance because it complied with the Missouri law. Predictably, the
Supreme Court rejected this plea, emphasizing that the time periods in section
547(e)(2) on time-of-transfer and section 547(c)(3) for enabling loans are federal
time periods and do not depend on or incorporate the underlying state law. With
that said, the Court had little trouble finding that 21 was more than 20 and that the
creditor was not protected by the enabling loan exception. ™

Showing little in the way of a learning curve, Congress has gone and done it
agan. In BAPCPA, Congress amended section 547(b)(3)(B) again, this time
putting in a thirty day grace period for enabling loans in place of the prior 20-day

199 See T ABB, supra note 22, at 389-90.

11011 U.S.C. § 547(c)(3) (Supp. 111 1976) (current version at 11 U.S.C. § 547(c)(3) (2005)).

11 gee Bankruptcy Reform Act of 1994, Pub. L. No. 103-394, § 203, 108 Stat. 4106, 4121 (1994).

12 4 R. Rep. No. 103-835, at 3354 (1954); 140 CONG. ReC. H10, 767 (daily ed. Oct. 4, 1994) (cited in
TABB, supra note 22, § 6.19, at 391 & n.3).

113 see T ABB, supra note 22, § 6.19, at 391.

114 522 U.S. 211 (1998) (involving chapter 13 action brought by debtor to avoid purchase-money security
interest in vehicle).

15 See id. at 219 (holding creditor can invoke enabling loan exception of 547(c)(3)(B) only by satisfying
state-law perfection requirements within 20 day period provided by federal statute).



448 ABl LAW REVIEW [Vol. 13:425

period.**® It did not, however, incorporate non-bankruptcy law grace periods (which
it does know how to do, as demonstrated by section 546(b)(1)(A)). Secured
creditors will not have the full state law period to perfect and be impervious to
preference attack; they will have only the 30-day period of new section
547(c)(3)(B).**" As stated above, it is difficult to conceive of a coherent bankruptcy
policy reason why secured creditors who comply fully with governing non
bankruptcy laws and who would prevail in a priority battle with intervening lien
creditors and purchasers under that non-bankruptcy law should lose in the
happenstance that the debtor files bankruptcy. Doing so gives a windfall to the
debtor’ s other creditors, awindfall those creditors could not possibly have obtained
outside of bankruptcy.

So, the amendment to the enabling loan exception of section 547(c)(3) gives
secured creditors less protection than they deserve. The 2005 amendments to
section 547(e)(2) do the opposite, providing secured creditors with more protection
than seems warranted. Under the amendments to subsection (€)(2), a transfer is
deemed made at the time it took effect between the debtor and the creditor if
perfected within 30 days of that time.**® No explanation for this change is given;
one might surmise that it too stems from a "fix-Fink" mindset. But why give such
extravagant protection to non-PMS| secured creditors and open up such an
opportunity for adroit use of secret liens?

Consider Hypothetical F. On May 1, Debtor borrows money from Creditor. As
security, Debtor grants Creditor a security interest in a house boat which Debtor
owns free and clear. Under state law, a PMSI is deemed to have been perfected
from the time the security interest was originaly created if public notice is filed
within 20 days of when the debtor takes possession of the collateral, but a non
PMSl has no smilar "relation-back” rule. Creditor, who learns of Debtor's
impending bankruptcy filing, files the necessary public notice on May 30. On June
1, Debtor files bankruptcy. Is Creditor's security interest in the house boat
avoidable as a preference?

Under the 2005 Act, the answer is no—Creditor's security interest is not
avoidable. This result obtains even though Creditor does not have a PM S| and thus
under the applicable state law would not have had priority over intervening lien
creditors as of the date of perfection, May 30, since there is no relation-back rule for
anon-PMSI. Under new section 547(€)(2), though, that omission is irrelevant: the
only law that matters is the Bankruptcy Code, and since Creditor perfected within
30 days of when the security interest attached, under section 547(e)(2)(A) the
transfer is deemed to have been made at the time the transfer took effect between

116 See Bankruptcy Reform Act of 1994, Pub. L. No. 109-8, § 1222, 119 Stat. 23, 196 (codified at 11
U.S.C. § 547(c)(3)(B)).

17 seeid. (extending grace period for secured creditors to perfect).

M8 See id. § 403, 119 Stat. 23, 104 (to be codified at 11 U.S.C. § 547(€)(2)) (changing period in which
creditor may perfect from ten days to twenty days).
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the transferor and transferee™® (May 1), and thus there is no antecedent debt and no

preference. The fact that Creditor would not qualify for the enabling loan exception
isimmateria because there is no preference in the first place.

This expanded timing rule of section 547(e)(2)(A) empowers creditors holding
unperfected security interests in cases like Hypothetical F to engage in avowedly
"preferential” behavior, with an eye towards improving their status in the
bankruptcy distribution, by taking action to perfect within the preference period, as
long as they do so within 30 days after the security interest attached. Thereisno
sort of "intent” limitation or restriction on these timing rules. In Hypothetica F,
Creditor has free reign to perfect for any reason. It is hard to discern any
justification for this new rule, given that it empowers unperfected secured creditors
to get more than they could have under state law and allows them to make pre-
bankruptcy grabs. While such was aso the case under prior section 547(€)(2), the
grace period was a very short 10 days, leaving little opportunity for such avowedly
preferential behavior. And even that original 10-day grace period was defensible at
most as giving a diligent secured creditor enough time to perfect after a lien was
created, in Situations where prior or contemporaneous (with creation) perfection
was not feasible or possible. Indeed, such was the basis of the original preference-
perfection-grace period, in the 1950 Amendments.**® Today, for Article 9 security
interests at least, such a rule is anachronistic, since prior or contemporaneous
perfection is alowed."™ Even for those sorts of liens that cannot be pre-perfected,
30 days seems excessively generous.

E. Alternative Repayment Plan Payments Excluded

One of the themes of BAPCPA was to encourage (and coerce?) debtors to get
credit counseling prior to bankruptcy and, as part of that process, hopefully to enter
into consensua repayment plans to their creditors. Congress clearly hoped that
individual debtors would be persuaded to make voluntary payments and if possible
eschew bankruptcy relief entirdly. Several amendments seek to implement these
gods. The most direct such “"encouragement” was section 109(h)’'s bar to an
individua debtor filing bankruptcy atogether unless she had received such credit
counseling from an approved nonprofit budgeting and credit counseling agency (or

119 seeid. (to be codified at 11 U.S.C. § 547(€)(2)(A)) (“[T]ransfer is made at the time such transfer takes
effect between the transferor and the transferee" provided transfer is perfect within 30 days).

120 gee Countryman, supranote 44, at 754 n.222 (recognizing need to give creditors grace period to perfect
because "all security transfers could not be completed ‘ on the courthouse steps’ ).

121 gee 11 U.S.C. 547(€)(2)(A)—-(C) (2000) (creating transfer (A) at time such transfer takes effect, if
perfected within 30 days; (B) at time such transfer is perfected, if perfected after 30 days; or (C) immediately
before date of filing of petition).
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was excused therefrom) in he 180 days prior to bankruptcy.'?® The bankruptcy
clerk is required by section 111(a)(1) to maintain a publicly avalable list of
agencies that provide the services described in section 109(h)."*® Under section
342(b), prior to the commencement of a case the bankruptcy clerk is required to
give an individua consumer debtor a notice that describes "the types of services
available from credit counsaling agencies."*** Under section 362(j), if a debtor’s
caseisdismissed "due to the creation of a debt repayment plan," then the good faith
filing requirement for the applicability of the stay in a serial case under section
362(c)(3) presumptively is satisfied. **°

A carot for debtors to propose alternative repayment schedules prior to
bankruptcy is that a creditor who unreasonably refuses to negotiate a reasonable
repayment plan on an unsecured consumer debt that meets certain stringent criteria
may have its claim reduced by not more than 20 percent, under section 502(k).**°
Finaly, pertinent to the present article, a safe harbor was added to the preference
law in section 547(h) for transfers made as part of an aternative repayment
schedule that was created by an approved nonprofit budgeting and credit counseling
agency.’”” This provison offers a juicy carrot to creditors to agree to such
repayment plans, since they thereby would gain immunity from preference attack in
the event of a subsequent bankruptcy. Note that these last two amendments,
regarding the claim reduction and the preference safe harbor, were enacted as part
of the same section in BAPCPA, entitted "Promotion of Alternative Dispute
Resolution."**®

There are afew technical pointsto consider concerning the new preference safe
harbor for payments pursuant to aternative repayment plan. First, the statutory
protection only applies on its face to repayment schedules "“created by an approved
nonprofit budgeting and credit counseling agency."**° Apparently, then, it will not
avail the creditor (at least under section 547(h)) to agree to a repayment plan that

122 BAPCPA, Pub. L. No. 109-8, § 106(a), 119 Stat. 23, 37 (to be codified at 11 U.S.C. § 109(h)) (barring
individual from becoming debtor unless individual receives credit counseling and assistance in performing
related budget analysis).

123 gee jd. § 106(d)(1), 119 Stat. 23, 39 (to be codified at 11 U.S.C. § 111(a)(1) (requiring clerk to
"maintain a publicly available list of nonprofit budget and credit counseling agencies . . . currently approved
by the United States trustee. . . .").

124 1d. § 104, 119 Stat. 23, 36 (to be codified at 11 U.S.C. § 342(b)(1)(B)) (mandating clerk to givedebtors
written notice of credit counseling services).

125 1d. § 106(f), 119 Stat. 23, 41 (to be codified at 11 U.S.C. § 362(i)) ("any subsequent case commenced
by the debtor . . . shall not be presumed to be filed not in good faith").

126 seeid. § 201(a), 119 Stat. 23, 42 (to be codified at 11 U.S.C § 502(k)) (allowing reduction if debtor’s
offer meets certain criteria).

127 See BAPCPA, Pub. L. No. 109-8, § 201(b), 119 Stat. 23, 42 (to be codified at 11 U.S.C. §547(h))
(setting limitation on trustee avoidance of transfer).

128 See id. § 201 (to be codified at 11 U.S.C. §§ 502(k), 547(h)) (falling under broader subtopic of
"Penalties for Abusive Creditor Practices").

129 See id. §201(b) (to be codified at 11 U.S.C. §547(h)) (limiting protection applicable to repayment
schedules).
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does not lave the imprimatur of an approved agency. Why this restriction is
included (other than as a full-employment-for-credit-counseling agencies measure)
is puzzling, if the intent of Congressis, as the title to the enacting BAPCPA section
says, "promotion of aternative dispute resolution."**® Would it not serve the
congressional purpose just as well if the debtor and creditor on their own agreed to
a repayment plan? Requiring blessing of an agency increases transaction costs.
Note, of course, that even if the repayment plan does not qudify for protection
under subsection (h), it still may pass muster as an "ordinary course" payment under
subsection (c)(2).™**

Perhaps Congress intended the requirement that the repayment schedule be
created by an approved credit counseling agency to be a means to prevent debtors
and favored creditors from cooking up specia deds, whereby only the favored
creditors would get paid. The agency may serve as a check on such blatantly
preferential deals, and might insist that the debtor propose repayment ratably to all
unsecured creditors. If that is the hidden agenda, though, it would have been easy
for Congress simply to impose such a ratable treatment substantive requirement on
qualifying repayment schedules.

Second, the statute is unclear as to the extent (if any) of the intended linkage
between section 502(k)’ s claim reduction provision regarding a creditor’s refusal to
agree to a proposed aternative repayment plan and section 547(h)’ s preference safe
harbor for transfers pursuant to aternative repayment plans.  Section 547(h)
purports to cover, without limitation, "atransfer . . . made as part of an alternative
repayment schedule."*** The only redtriction is the one just noted, that the plan must
be created by an approved agency. Nowhere is "aternative repayment schedule™”
defined in the Code. The only detailed description of such a schedule is found in
section 502(k), which, as mentioned above, was enacted as part of the same section
of BAPCPA as section 547(h). Nothing in section 547(h) purports to limit its
coverage to "dternative repayment schedules' that have the following
characteristics, which are found in section 502(k): only consumer debts; debtor
proposed plan more than 60 days before bankruptcy; debtor proposed paymernt of at
least 60 percent of the debt over the origind repayment period or a reasonable
extension thereof; and no part of the debt is non-dischargeable. Nor is section
547(h) limited to transfers by individual debtors, as does the eligibility bar of
section 109(h). Under a plain meaning view, then, none of those limiting
characteristics would limit the scope of coverage of section 547(h). But is it
possible that Congress intended for those other sections that speak to the role of
credit counseling agencies and the creation of aternative repayment schedules to be

13014, (1abeling section of Act).

131 See, eg., Arrow Electronics, Inc. v. Justus (In re Kaypro), 218 F.3d 1070, 1077—78 (9th Cir. 2000)
(holding payments made pursuant to restructuring agreement are not per se excluded from ordinary course
protection).

132 BAPCPA, Pub. L. No. 109-8 § 201(b), 119 Stat. 23, 42 (to be codified at 11 U.S.C. §547(h)).
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read in pari materia with section 547(h)? Is it necessarily inherent in the very
concept of “credit counseling” (or at least as contemplated in the 2005 amendments
to the Bankruptcy Code) that it be regarding consumer debts, and for individua
debtors?

On a policy level, one can only marvel at the continuing emasculation of the
supposed equality god of the preference law. It is getting more and more difficult
to say with a straight face that the bankruptcy preference law even has a paradigm
of equality. Section 547(h) cuts at the very heart of equality. The simple effect of
section 547(h) is that creditors who get paid under an aternative repayment
schedule get to keep their money, even if other unsecured creditors go unpaid, a a
time when the debtor is insolvent. There is no requirement in the statute that
aternative repayment plans must propose ratable treatment for al unsecured
creditors in order to qualify for protection under section 547(h), although perhaps
that would be enforced indirectly through the credit counseling agency approval
requirement, as suggested above. Even if the approved aternative repayment
schedule itself provides for ratable payment of al unsecured creditors, there is
nothing in the statutory safe harbor that requires the debtor to performon such a
bass. That is, assume Hypothetical G, under which an alternative repayment plan
cals for payment of 60% of unsecured debts to Creditors A, B, and C, but Debtor
only pays Creditor A; Creditors B and C get nothing. May Creditor A invoke the
safe harbor of section 547(h)? It would appear so.

Nor is section 547(h) necessarily consonant with the other purported principal
goal of the preference law, that of deterring the proverbia "race to the courthouse.”
Why not? Demanding creditors may exert coercive pressure on a financialy
troubled debtor (i) to create an aternative repayment schedule in the first place, and
(ii) to pay them in preference to other creditors pursuant to a created schedule,
without forfeiting the protection of section 547(h). Revisit Hypothetical G.
Assume further that Debtor had not made any paymentsto any of Creditors A, B, or
C pursuant to the created alternative repayment schedule; that Creditor A learned
that Debtor was going to file bankruptcy imminently; that Creditor A thereupon
insisted that Debtor pay A everything Debtor owed A under the repayment
schedule, "or else"; and Debtor did then pay A, but not B or C Is Creditor A
protected by section 547(h)? The answer appears to be "yes'—nothing in that
section requires payments to be made "in the ordinary course" or in any other way
keeps the creditor from engaging in avowedly preferential behavior.

If apreferential transfer is "avoided" under section 547, the trustee usually then
must "recover" that transfer under section 550.'* Normally the trustee would
"recover” from the party as against whom "avoidance" was effected, and even more
tellingly, one might surmise that if the trustee was not able to avoid as against a
party, then neither would the trustee be able to recover from that party. As

133 11 U.S.C. §550(a) (2000) (addressing recovery of avoided transfers).
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explained below, that seemingly logical surmise could prove wrong. Just such a
possibility could present itself in a preference case if atransfer is made directly to a
party and that transfer is also "for the benefit of " another party. Thisis caled an
"indirect" preference. For example, if payment is made on a guaranteed debt, that
transfer is beneficial not only to the party who receives the paymert, of course, but
aso to the guarantor, whose own contingent liability has thus been discharged.
What happens if the transfer is avoidable only as to the guarantor? This could
happen, for example, if the payment was made more than 90 days but less than one
year before bankruptcy, and the guarantor was an insider but the direct transferee
was not an insider. In that situation, under section 547(b)(4), the non-insider would
not be subject to preference avoidance. But may recovery still be had from the
direct transferee?

F. Deprizio Fixed (Again)

In the infamous 1989 case of Levit v. Ingersoll Rand Fin. Corp.,”** known
generaly as the "Deprizio” case (again, the debtor’ s name), the Seventh Circuit held
that the trustee could recover under section 550(a) from the non-insider initial
transferee in such a situation, even though the preference was not avoidable as to
that non-insider, but was only avoidable as to an insider.®® The Deprizio court
applied the plain meaning of section 550(a)(1), which says that the trustee may
recover from the "initial transferee” (here, the non-insider) or "the entity for whose
benefit such transfer was made” (here, the insider guarantor ").**® The court took the
digunctive "or" at face value.

There was considerable wailing and gnashing of teeth in the wake of Deprizo.
Lenders argued that it was unfair to make them worse off because they had obtained
aguaranty. Congress, agreeing that the Deprizio outcome was both unfortunate and
unintended, amended the recovery section in 1994 in an attempt to reverse Deprizo.
It did so by adding section 550(c), which precludes recovery from a non-insider
transferee on the precise facts of that case, namely, when avoidance occurs under
section 547(b) as to a transfer made between 90 days and one year before
bankruptcy and which was for the benefit of an insider.*’

However, the 1994 "fix" was incomplete, for two reasons. First, section 550(c)
does not help the non-insider when no “recovery" is required under section 550.
Second, that section does not apply to transfers made on indirect preferences within
the 90-day period.

134 874 F.2d 1186 (7th Cir. 1989) (ruling on preference period for non-insider transferees); see also supra
text accompanying note 32.

135 1d. (holding transferee has collection options which include recovery from non-insider).

%814, at 1190.

137 Bankruptcy Reform Act of 1994, Pub. L. No. 103-394, § 202, 108 Stat. 4106 (1994) (limiting
parameters under which trustees may recover).
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Consider the "no recovery" problem first. Thiswould be the case where alien
is avoided.**®® In that Situation, no "recovery” is had. The lien is Smply set aside.
Thus, consider Hypothetical H. Creditor, a non-insider, is owed $25,000 on an
unsecured debt by Debtor. Guarantor, an insider, has guaranteed Debtor’s debt to
Creditor. Six months before bankruptcy, Debtor grants Creditor a lien on collatera
worth $25,000. That transfer of the lien benefited Creditor, of course, but is not
avoidable as a preference as against Creditor, since Creditor is not an insider and
the transfer was made more than 90 days before bankruptcy. However, that lien
transfer also benefits Guarantor, by reducing the likelihood that Guarantor will be
called upon to honor its secondary obligation to Creditor. The transfer of the lien
thus is "for the benefit of " Guarantor even though directly "to" Creditor. Since
Guarantor is an insider, subject to the longer one-year preference period, the lien
can be avoided. Note that section 550(c) does not help Creditor, because nothing is
being "recovered.” The lien is just avoided.

In the 2005 Act, Congress tried again to fix this problem, adding new section
547(i)**° for cases such as Hypothetical H. The new provision, which islocated in
the avoidance section (547) rather than the recovery section (550), would protect
Creditor on these facts The new safe harbor provides: "If the trustee avoids under
subsection (b) a transfer made between 90 days and 1 year before the date of the
filing of the petition, by the debtor to an entity that is not an insider for the benefit
of acreditor that is an insider, such transfer shall be considered to be avoided under
this section only with respect to the creditor that is an insider."**° Thus, avoidanceis
effective only with respect to Guarantor, not as to the non-insider Creditor, and thus
the intent is that Creditor can keep its lien. By placing the safe harbor at the point
of avoidance (as per the non-insider) rather than the point of recovery, complete
protection is afforded in such a case As a practica matter, the amendment means
that in such alien avoidance case, the lien itself (held by the protected non-insider)
will remain valid, and the vulnerable insider will have to pay the trustee the value of
the lien. Note that this amendment in BAPCPA was made applicable to cases filed
after the enactment date of April 20, 2005, rather than as of October 17, 2005,
which was the effective date for most BAPCPA amendments.

All of that is well and good But even the 2005 "fix" itself might be
incomplete. The problem is that, even though it moves the safe harbor point back
from recovery to avoidance, it does so only for indirect preferences that occur
beyond the 90-day preference period. If a party were the direct transferee of an
indirect preference within the 90-day period that was not avoidable as to them but
which was avoidable as to someone else, neither section 550(c) ror section 547(i)

138 See H.R. Rep. No. 109-31, at 143—144 (2005) (discussing § 1213 of Act); see also TABB, supra note
22,86.1, at 331, and 86.13, at 368—69.

139 BAPCPA, Pub. L. No. 109-8, § 1213(a)(2), 119 Stat. 23, 194-195 (to be codified at 11 U.S.C. § 547(i))
(adding provision by which transfer to non-insider may be avoided).

140 1d.
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would protect them, since both of those sections by their terms apply only to
transfers made between 90 days and one year before bankruptcy. Consider, for
example, Hypothetical |.

In Hypothetical 1, Creditor A loans Debtor $20,000 and takes a first mortgage
on Greenacre. Creditor B subsequently loans Debtor $10,000, and takes a second
mortgage on Greenacre. Real estate values decline, with the value of Greenacre
dropping to $25,000. Within the 90 days before Debtor files bankruptcy, with
Greenacre worth $25,000 at al times, Debtor makes regularly scheduled debt
payments of $5,000 to Creditor A. What result?***

The transfer of $5,000 is not preferentia as to Creditor A, because at al times
A was fully secured, and thus there is no preferentia effect under section 547(b)(5).
However, the payment to A indirectly benefits Creditor B by paying down the debt
owed to the first lienholder and accordingly freeing up collateral to secure the junior
lienholder. Thus, before the payments, Creditor B's claim of $10,000 was only
partialy secured, for $5,000, with the $5,000 balance unsecured. However, after
the payment to A, Creditor B has become fully secured, because now A is only
owed $15,000, and the collatera is till worth $25,000. Thus, the transfer "to"
Creditor A is "for the benefit" of Creditor B and is preferential as to B. Applying
the reasoning of the Deprizio case, the trustee in bankruptcy would be able to
"avoid" the transfer as to Creditor B and then "recover” the $5,000 payments from
Creditor A, as the "initial transferee” under section 550(a)(1). Neither section
550(c) nor section 547(i) helps Creditor A, since both only apply to transfers made
more than 90 days before bankruptcy. So we have the absurd result that a fully
secured creditor could be forced to disgorge payments made on its debt. Notetoo
that this case does not even have the possible taint (or justification?) that the
creditor against whom the transfer was not avoidable nevertheless may have gotten
some subtle benefit, as was argued in Deprizio due to the fact of the insider
guaranty (viz., that the insider may have influenced the making of the payment on
the debt he had guaranteed). Here, Creditor A is not even indirectly benefited and
indeed has no control over or rolein the fact that Debtor granted a second mortgage.
So, Congress still may have some work to do.

CONCLUSION

In BAPCPA, lost among the flurry of publicity over the controversial consumer
bankruptcy changes, Congress made seven significant amendments to preference
law and practice. With these changes, the normative underpinnings of preference
law are again weakened. The lame legs that principles of equality and deterrence
had to run on were crippled even further. Trade creditors have much to cheer about
in the new preference regime, and a sop or two were thrown secured creditors way

141 This problem, and its analysis, is taken from T ABB, supra note 22, § 6.12, at 368-69.
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as wel. There seems little doubt that preference litigation and recoveries
thereunder will decline in the “"brave new world" of bankruptcy preferences in
which we now live.



