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Introduction

On October 20, 1997, the National Bankruptcy Review Commission ("“Commission") issued its long—awaited report,
culminating two years of intensive study of the Bankruptcy Cb@ilbe Commission was created by Congress in the
Bankruptcy Reform Act of 1994.The Commission was charged:

(1) to investigate and study issues and problems relating to . . . the 'Bankruptcy Code'; (2) to evaluat
the advisability of proposals and current arrangements with respect to those issues and problems; (3
to prepare and submit to Congress . . . a report in accordance with section 608; and (4) to solicit
divergent views of all parties concerned with the operation of the bankruptcy system.

Under the able leadership of Brady Williamson, Esq., as ¢haid Professor Elizabeth Warren, as Reporter and
Consultant2 the Commission admirably carried out its statutory duties. In its last interim report filed in July 1997, the
Commission stated that it held twenty meetings, heard from 2,900 parties by written or oral comments, listened to
testimony from 270 witnesses, and welcomed 590 participants in working group and roundtable disfussions.
Approximately 100 recommendations, touching almost every area of bankruptcy law, were adopted by the
Commission/

This article examines three of the Commission's proposals regarding bankruptcy preferé&raoedlaslated

provisions of the Judicial Cod&First, this article briefly reviews the conceptual underpinnings of bankruptcy
preference law. Next, the results and recommendations of the 1997 American Bankruptcy Institute Preference Surv
are discussed® As will be explained below, these Survey results and recommendations arguably played a central ro
in influencing the Commission's own proposals. The next section presents the Commission's recommendations
regarding bankruptcy preferences. Finally, this article argues that Congress should implement the proposals adopte
by the Commission. While | do not suggest that preference law would be a Panglossian "best of all possibfg worlds'
if the suggested changes are made, adoption of the Commission's recommendations should help curb some seriou
abuses in preference practice today and enhance the clarity and fairness of that law. Panglossian, no, but preferabl
present preference practice—absolutely.

I. The Reasons for Preference Law

Before looking at how the Commission proposes to change the bankruptcy preference law, it might be useful to
review briefly what a preference is and what the purposes of the preference law are.

Most simply, "a preference is a transfer that favors one creditor over offidst"is that bad? At bottom, bankruptcy
preference law exists because distributional schemes differ in and outside bankiupttgide of bankruptcy? the
operative paradigm is "first in time, first in right," also called "grab |d@Preferences in payment are perfectly
permissible’® In bankruptcy, however, the distributional norm is equality among similarly situated credisors.

basic problem of most bankruptcy cases is that the debtor has multiple creditors, and insufficient assets to pay then
in full. 2 The presumptive solution in bankruptcy is to deal with the creditors as a group and, absent good reason to



give priority to any certain creditor, to accord pro rata treatment to all unsecured créifoesyone shares the
pain, and takes only their aliquot share, excepting the few statutorily favored creditors, who are given priority under
section 5072

The problem that preference law grapples with is making the transition from the nonbankruptcy "race" system, to th
bankruptcy equality regimé! Prebankruptcy transfers of an insolvent debtor's property enable preferred creditors to
recover more than their fair share of the debtor's insufficient pie — more than if the transfer had not been made.
Preference law makes the preferred creditor throw the prebankruptcy transfer back into the pot, and share with
everyone else. Without a preference recapture law, the bankruptcy distributional scheme could be subverted by
transfers made on the eve of bankrupffy.ittle would be left for those creditors who were not fortunate or diligent
enough to obtain a prebankruptcy prefereft&his first justification for the preference law is referred to as the
equality principle2? The bankruptcy norm of equality is extended back into the immediate prebankruptcy3eriod.

If equality were the only normative basis for the preference law, crafting that statutory law would be relatively simple
However, equality has never been the sole normative policy at work in the shaping of preferefidertawthe

earliest bankruptcy laws in late medieval England, a distinction has been drawn between permissible and
impermissible preferences, between "good" and "bad" preferential tradSfEms. fact that an insolvent debtor made

a transfer to a creditor shortly before bankruptcy that would enable that creditor to fare better than its peers is not
enough, standing alone, to warrant avoidance and recafitGtated otherwise, some prebankruptcy transfers that
subvert equality between creditors may be allowed to stAfdr centuries, a creditor who simply got paid for an
outstanding debt did nothing wrong, and in the interest of repose and justice, was allowed to keep the payment.

The $64,000 question is what constitutes the "plus” factor permitting recovery of a prebankruptcy preference, since
the destruction of equality alone does not suffice. The historical development of preference law reveals that the key
factor is whether the transfer was "normal” and was made in the "ordinary cdlit$etit the enactment of the 1978
Code, the "ordinary" question was cast in terms of the state of mind of either the debtor or the £rEditarvery

long time, bankruptcy law authorized the avoidance only of transfers made by the debtor with an intention to prefer
particular creditor2 In other words, the transfer would be voidable only if the debtor acted in contemplation of an
obviously impending bankruptcy. A preference was viewed almost as a species of debtdt fraud.

Eventually, the need for creditor complicity in the preference became part of the avoidance equation; it became
necessary to show that the creditor took the preference with "reasonable cause to believe the debtor was insolvent'
the time of the transfet? Creditors, knowing that the debtor was in financial distress, would race to dismember the
debtor, grabbing whatever assets they could, and consequently driving the debtor out of business and eliminating a
chance for the troubled debtor to recover financidflyn order to deter such racing and to preserve the debtor's
chances to stay in business, creditor knowledge had to be shown to avoid preferences. This requirement also soug
distinguish between "good" creditors and "bad" creditors, because "good" creditors, those without knowledge, woul
have no rS%ason to race to grab the debtor's assets, and thus were not subject to recovery of preferences as are the
creditors =

Professor McCoid convincingly demonstrated, in a brilliant article, that the deterrence rationale for the preference la
was "poppycock.8’ Even though there is a possibility of recapture of a preference, seeking the preference may still |
to the creditors' advantag&.The only sanction for seeking a preference is that the "offending” creditor will have to
give the money back with interedl.in other words, there is little reason for creditors not to take preferences, even if
they know the debtor is insolvent.

One of the major reforms of the preference law in 1978 was to eliminate the "reasonable cause to believe" standarc
because it was unworkable in practice and was irrelevant to the equality issue. However, equality still did not carry 1
day, deterrence did. Fault seems to be a difficult premise to shake; distributive justice does not appear to be as
compelling. The ancient notion that some preferences are not "bad" and, thus, should be allowed to stand, found its
way into the law in the ordinary course of business defense, in section 542fdj(@)transfer is made in the

"ordinary course," it is not an avoidable preferedt@he drafters of the 1978 Code explained that an ordinary course
transfer "does not detract from the general policy of the preference section to discourage unusual action by either tt
debtor or his creditors during the debtor's slide into bankrugfoppparently, equality is left at the door. Allowing



otherwise preferential transfers to remain valid just because they were "ordinary” undermines the idea that equality
matters3 Thus, only if the transfer subverts equality and was made out of the ordinary course will the preference be
avoidable2? Allowing normal and settled transactions to stand has carried the day.

In considering the Commission's preference recommendations, one must bear in mind the multiple purposes of the
preference law, and the apparent subordination of the equality principle. | have suggested elsewhere that the best
approach to preferences would be to accord primacy to the equality paradigm, and to repeal the ordinary course
exception altogethef® That view, however, has not and apparently will not preffateople care primarily about
culpability, and want to be free to carry on "business as usual." The idea that only abnormal prebankruptcy grabs
should be avoidable, entrenched for several hundred years, apparently is here to stay. The question then is how be
shape the law to achieve the desired results.

Il. Preference Survey Results

In 1995, the Unsecured Trade Creditor Committee of the American Bankruptcy Institute formed a twenty—seven
member Task Force on Preferenéé&he charge of this Task Force was to study the bankruptcy preference law to
see if it was working, and how it might be improv&iThere was strong sentiment that the preference law was not
working as planned? and winds of discontent with its operation were too strong to ignore. The Task Force had a
very diverse representation, including attorneys, accountants, turnaround specialists, credit managers, adll bankers
Joseph S.U. Bodoff, Esq., of the law firm of Hinckley, Allen & Snyder in Boston, Massachusetts, chaired the Task
Force 2! To carry out its mission, the Task Force conducted a nationwide survey on the preference law in February
1997.22 The results of the survey were reported and analyzed in the American Bankruptcy Institute's Preference
Survey Report ("Report"), published in May 1997 as part of the ABI Bankruptcy Reform Study Biojeatl the

privilege of serving as the Reporter for the Survey Repbrt.

Two surveys were prepared. Survey No. 1 was designed for credit providers—credit managers, lenders, and others
involved in the business of providing credtSince these parties are among those most directly affected in practice
by the preference law, either as (i) a possible preference defendant or (ii) a potential beneficiary of preferences
recovered from other creditors, their perceptions of how well the preference law was working were of considerable
value.2® The second survey, Survey No. 2, was designed for bankruptcy practitioners—attorneys, accountants,
trustees, and turnaround consultantdhe members of this second group, who actually deal with the implementation
of the preference law, were able to provide useful insights into the operation of the law, and suggestions faf reform.

The Report contains several parts. Joseph Bodoff wrote a short introduction, describing the nature of the entire
project.2® Following was an article, "A History of Bankruptcy PreferencE43y Scott Blakeley, Esq., of the law

firm of Blakeley & Brinkman in Los Angeles, California. The actual Report itself, which | wrote, begins with an
Introduction,‘s_1 then, in Part 2, states "General conclusiotfsPart 3 contains a detailed "Discussion of responses,"

and comprises the largest portion of the ref@dart 4 then examines "Areas for Reform: Problems and Possible
Solutions."®* This fourth part, which served as the focus for subsequent discussions within the Working Group on
Jurisdiction and Procedure of the National Bankruptcy Review Commission, made four "Recommendations™ and nit
"Other Ideas for Consideratior?® The Recommendations are those proposals that garnered strong support in both th
credit provider survey and the practitioner sunf8yrhe "Other Ideas" drew support in the survey responses, but not
as widespread as for the RecommendatifriEhe final section of the Report contained the actual questions and
responses for both survegs.

The "General conclusions” of the Report indicated that both sets of survey respondents "expressed skepticism as t
whether the preference law is effectively achieving the two primary stated objectives of th&} Significant

concern also was expressed that "creditors who tried to work with debtors were penalized by the preference laws, &
that those laws discouraged settlements and workdfi®f'the most direct relevance to the recommendations
ultimately adopted by the Commission was the conclusion that "a widely—expressed criticism focused on the
perceived coercive nature of many preference actions, with the preference defendant feeling pressured by econom
and logistical concerns to settle claims of dubious validifyAlso relevant to the Commission's work was the view

of the respondents that the ordinary course of business defense is unwéfRetBebiggest problems noted are that

no one knows what it means, and, not surprisingly in light of that perception, that application of the defense is



inconsistent”3

In light of the responses, the Report, as noted above, made four Recommendations and suggested nine "Other Ide,
for Consideration.”* All three of the Commission's recommendations are taken from the Report's Recommendations
and Other Ideas. Recommendation Number One in the Report was to "Limit preference actions to cases involving &
minimum dollar amount.” Well over eighty percent of the respondents favored imposing a floor amount that must
be in controversy before a preference avoidance action may be biSuightajority of those respondents supported

a floor amount of $5,000 (or highe£).Simply eliminating preference litigation over small amounts would be the

most effective and direct way to curtail coercive and abusive preference litightion.

A related abusive preference litigation tactic is to sue distant defendants in the bankruptcy horfieTteuaidded

cost of defending at a great distance places additional pressure on the defendant to settle even claims of dubious
validity. & Accordingly, the thirteenth suggestion made in the Report was to "[a]Jmend 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 idea was to amend 28 U.S.C. 8 1409 to increase the $1,000 amount under which a distant defendau
on a nonconsumer debt is entitled to be sued in their home court. The ensuing discussion suggested combining the
amendments to add a floor amount and to increase the venue amount, 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
controversy exceeds a higher amoufftThe Commission ended up adopting exactly such a combination approach.

The final Recommendation made by the Report on which the Commission took action was Number Four: "Clarify th
ordinary course of business defengé As noted above, the most common suggestion voiced by the survey
respondents was to do something to make the ordinary course defense easier to apply itbraeticery

uncertainty of that defense made litigation expensive and difficult.

[1l. The Commission's Recommendations

The members of the Jurisdiction and Procedure Working Gtoafithe National Bankruptcy Review Commissfin

met in May 1997 in Washington, D.C. with Joseph Bodoff, the chair of the ABI Task Force on Preferences, and witt
me, as the Reporter for the Preference Survey Report, as well as several other invited participants. The discussion
focused on two major problems in preference litigation that the Report had identified, as discussed in the prior secti
First, the coercive effect on trade creditor defendants of preference actions brought for relatively small dollar amour
and second, the difficulty of applying the ordinary course of business defense. After substantial discussion of these
issues, the Working Group agreed to recommend that the full Commission adopt three proposals relating to: (1) a
threshold minimum dollar amount in business cases involving noninsider preference defendants; (2) a revised venu
rule that would afford distant creditors the right to be sued in their "home court” for relatively small preference
amounts; and (3) a clarification of the ordinary course of business defense.

In July 1997, the full Commission agreed with the Working Group's proposals, and voted to adopt the following thre
Recommendations:

3.2.1. Minimum Amount to Commence a Preference Actionunder 11 U.S.C. § 547

11 U.S.C. 8§ 547 should provide that $5,000 is the minimum aggregate transfer to a noninsider credit
that must be sought in a nonconsumer debt preference avoidance action.

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 against a noninsic
seeking less than $10,000 must be brought in the bankruptcy court in the district where the creditor

has its principal place of business. The Recommendation applies to nonconsumer debts only.

3.2.3. Ordinary Course of Business Exception under 11 U.S.C. § 547(c)(2)(B)
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11 U.S.C. 8§ 547(c)(2)(B) should be amended to provide a disjunctive test for whether a payment is
made in the ordinary course of the debtor's business if it is made according to ordinary business tern
The ordinary course of business defense to a preference recovery action under section 547(c)(2)
should provide as follows:

(2) to the extent that such transfer was in payment of a debt incurred by the debtor in
the ordinary course of business or financial affairs of the debtor and the transferee
and such transfer was—

(A) made in the ordinary course of business or financial affairs of the
debtor and the transferee; or

(B) made according to ordinary business ternf$[.]
The Commission's three preference law recommendations would change current law as follows:

First, the imposition of a $5,000 floor amount in business cases is entirely new. Currently, there is a $600 safe harb
in section 547(c)(8), but only in consumer ca8&%he Commission recommendation apparently would leave that
exception untouched.

Second, the venue rule_in 28 U.S.C. § 1409(b) currently requires the trustee to sue a defendant in their home court
(where they reside) if the amount in issue is less than $1,000, or $5,000 for consumé? Tebtecommendation

would not change the $5,000 rule for consumer cases but, in business cases, would increase the home court right f
a mere $1,000, at present, to $10,000. In conjunction with the $5,000 floor amount in business cases, the net effect
the first two proposals for preference defendants in business cases would be:

« an absolute exemption for amounts up to $5,000;

« for amounts from $5,000 up to $10,000, the right to be sued where the creditor has its principal place of
business; and

« for amounts of $10,000 or more, the creditor could be sued where the bankruptcy case is pending.

Third, the revision of the ordinary course of business defense of section 547(c)(2) would change the conjunctive "ar
between current subsection (c)(2)(B) and (C) to the disjunctive "or." The prevailing view in courts under the current
law is that a preference defendant must prove both that the transfer was ordinary (i) subjectively, as between the
debtor and the creditor, according to their past course of dealing, and (ii) objectively, judged by industry st&ndards.
In other words, even if the transfer was ordinary as between this debtor and this creditor, the (c)(2) defense failed if
the parties' past dealings deviated from the industry norm. The Commission recommendation would permit the
creditor to prevail on a (c)(2) defense if it could show compliance either with the subjective course of dealings
between the parties, without also having to show adherence to the industry standard, or compliance with the object
industry norm.

IV. In Praise of the Recommendations (Or, How | Learned to Stop Worrying and Love Preferences)

Preference law is a good idea in theory. It just does not work very well in practice. The respondents to the ABI Surv
Report confirmed that fact! Reconciling the often conflicting normative underpinnings of preference law is a
particularly tricky proposition. The notion of distributive justice sounds appealing in the abstract, until creditors run
up against the reality that it might be used against them. Preserving the sanctity of being able to carry on "business
usual" is, for most trade creditors, more important than promoting an idealized equality norm. The ordinary course c
business defense, or something like it, is almost certainly here to stay; the fault—based notion of preference law has
been around for hundreds of years, and few seem inclined to embrace a sea of changes in the basic conception of
preference liability.

The problem, though, is that fault—-based criteria are inherently fact-intensive and case—specific. That certainly is tr
in the preference litigation arena. A large percentage of preference litigation involving trade creditors focuses on the
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application of the ordinary course of business defense. And that application is uncertain both in terms of the facts a
the law. The inevitable consequence is that preference litigation becomes more costly and outcomes more
unpredictable®? Each side often can make a colorable argument that the payment of the debt is either in the ordinar
course (the trade creditor's argument) or is not in the ordinary course (the trustee's argument). The trustee cannot c
on being able to prevail in a preference action even when an insolvent debtor pays off an antecedent debt within the
preference period—nbut neither can the trade creditor, who believes it was paid in the ordinary course, count on
prevailing with an ordinary course defense. Summary judgment is extremely difficult for either side to come by. So
what happens? Trustees can bring blanket preference actions against every unsecured creditor who got paid within
ninety days before bankruptcy, without bothering to investigate the "ordinariness" of any specific payment. Trade
creditors can also throw up an ordinary course defense with equal impunity. In short, the vagueness of the ordinary
course standard throws a wrench into the smooth operation of the preference laws, and bogs the system down into
mire of protracted litigation. Faced with that prospect, many smaller cases simply settle, often splitting the differenc
with little regard to the merits of the case.

The Commission's three recommendations attempt to cut the Gordian knot of the preference morass by using two
simple strategies. The first recommendation is to eliminate all small preference litigation in business cases. Imposir
$5,000 floor amount accomplishes this task. One of the biggest complaints voiced by the trade creditors in the Surv
Report was that they felt pressured to settle small ciseen if they felt they had a meritorious defense, because it
would cost more to defend and win a lawsuit than to settle with the trustee. Once the amount in controversy increas
however, the complaint becomes less compelling. A trade creditor who is sued for a $25,000 preference payment w
find it worthwhile to litigate, and is not likely to settle, whereas a creditor who is sued for $800 might well settle ever
if the creditor had a valid defense.

The recommended amendment to the venue rule in 28 U.S.C. 8§ 1409 is supported on almost identical grounds. A
creditor who is hauled into court halfway across the country on relatively small amounts would be strongly inclined t
settle. If that creditor, however, is permitted to litigate where it has its principal place of business in suits seeking les
than $10,000, the coercive threat is reduced. The effect is that for suits between $5,000 and $10,000, the creditor is
entitled to litigate at home, but does not have the absolute immunity from suit that it would have for amounts of less
than $5,000. Once the amount gets over $10,000, the creditor can hardly complain at having to litigate in a distant
forum.

The second recommendation of the Commission's preference strategy is to clarify and simplify the "ordinary course
defense. Since that defense is the leading cause of most preference litigation uncertainty, clarification should help
reduce the costs of litigation and enhance the predictability of outcomes. Under the Commission's proposal, the tra
creditor would prevall if it could establish either that it complied with the parties' prior course of dealings or with the
prevailing industry standard The benefit derived as a result, for most trade creditors, is that it will free them from
having to address the industry standard, which is the big stumbling Bdd&ntifying the relevant industry, and
ascertaining what the norm is in that industry, can be very difficult. If the parties have a well-established history, the
creditor could establish the ordinary course defense simply by showing: (i) what the prior practice was and (ii) that t
challenged payments fell within that past practice. In most situations, showing what the payment terms and history
had been should be relatively straight forward. For example, if the debtor had been paying the creditor within forty t
fifty days after invoice for a couple of years, and the payments made in the preference period were made in the fort
to fifty day range, the creditor should prevail. Importantly, this type of fact inquiry should be amenable to summary
judgment. Furthermore, the costs of litigating for both the creditor and the bankruptcy estate should decrease.

But do these recommendations signal a partial death knell for preference law as we know it? Sure. But so what? Tt
Report results show that the preference law is not working well right¥i@vs. things stand, one could make a cogent
argument that the whole preference system is not "worth the candle.” There is much sound and fury, signifying almq
nothing—except to generate a lot of fees for trustees and lawyers. One possible alternative would be to repeal the
preference law entirelyl’ But that approach would open up the possibility of large-scale preferences, which would (i)
subvert and preempt the bankruptcy distributional sch&haed (i) foster a debilitating "race to the courthouse”

when a debtor is in financial distress. Another alternative would be to make preference recoveries more absolute,
eliminating the ordinary course defen¥kand recovering virtually all transfers made during the preference period.
However, that approach would run counter to the overriding impulse of business people, which is to carry on norma
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business transactions, and to expect finality and repose of settled trans&t%ions.

The Commission's Recommendations mark a sensible, second-best, pragmatic solution to the preference conundr
For relatively small business preference cases, the preference law is in effect réfdaisgust not worth fighting

over small sums. The damage to preference policy is not too great. Equality is not seriously compromised by allowi
transfers of less than $5,000 to stafifiand only in very small preference cases would a "race to the courthouse" over
amounts of less than $5,000 risk driving the debtor out of business. But for larger amounts, it is worth spending the
time and money necessary to promote equilitgnd preserve the bankruptcy distributional schéMand to try to

reduce the incentive for creditors to resort to grab law.

Increasing the "home court” venue rule to bring an action from $1,000 to $10,000 will adversely impact the
bankruptcy estate's ability and willingness to pursue distant creditors. The added cost and inconvenience to the trus
might deter the trustee from pursuing some claims between $5,000 and $10,000. The question for Congress to
consider is simply whether this cost is worth the benefit of treating remote creditors more fairly. It is worth noting the
the concomitant Recommendation to simplify the ordinary course defense should make preference litigation less
complex, by reducing the cost of preference litigation, and thus making it less of a problem for the trustee to litigate
elsewhere!®

One should note that neither of the two dollar—amount recommendations apply to (i) insiders or (ii) consumer cases
Insiders who receive a preference must face the full fury of the preference law, without exemption, and without hom
court venue rights®® Furthermore, the proposed changes will apply only to business 4ses.

The Commission's Recommendation to clarify the ordinary course of business defense so that a creditor needs onl
prove compliance with the course of dealing between the parties should be welcomed by almost everyone. This
change would make the ordinary course defense much easier to prove, by increasing certainty and redtfing cost.
The only concern is that allowing deviation from industry norms, as the proposal would, may result in an increase ir
"special deals" favoring one creditor over others. In theory, a debtor and a powerful creditor could manipulate their
prepetition conduct to insulate the creditor from the threat of subsequent bankruptcy preference réfbveries.
Requiring adherence to an industry standard tends to minimize the possibility of such machinations and objectifies 1
assessment of the "normalcy" of the dealings. These speculative concerns, however, hardly seem to outweigh the \
real and concrete harm suffered by the demanding case—by-case proof of industry terms. Further, it must be
remembered that the creditor must be able to prove that the past dealings were sufficient to rise to the level of a co
of dealing.

Indeed, an argument could be made that the goal of encouraging creditors to work with a financially troubled debtor
would be promoted if individual creditors were permitted to establish more permissive payment terms for the debtor
and yet remain aloof from a preference thrE8tTo illustrate this point, as matters now stand, a creditor in an

industry in which payment was made within thirty days would be at serious risk if it took payments regularly at
forty—five days. Even if that creditor and the debtor had a well established history to prove a forty—five day subjectiv
norm, the creditor could not prove compliance with the thirty day industry practice. But the debtor who is given more
time to pay by a few creditors, should have a greater chance of resuscitating its business. The Commission's propo
would afford them that chance.

In conclusion, the preference recommendations made by the Commission may not be a Panglossian solution viewe
from the standpoint of theoretical and conceptual purity, but bankruptcy happens in the real world. The idea of
recapturing transfers on the eve—of-bankruptcy by insolvent debtors, for the benefit of the creditor body, while
innately appealing as a distributional norm, runs into seemingly intractable practical problems when applied to smal
transfers. In such cases, eliminating the preference option altogether may be the most practical solution. And in all
other cases, where the dollar amount is worth litigating over, the need for a clearer bright-line rule can be met by
allowing creditors to escape liability by proving compliance with their past course of dealings with the debtor.
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