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Today’s Speaker:
Michael Temin
Fox Rothschild LLP
Michael L. Temin is a Senior Counsel at Fox Rothschild LLP. He is a
Fellow of the American College of Bankruptcy and was formerly its
Scholar in Residence and a Regent. He was Chairman of the Eastern
District of Pennsylvania Bankruptcy Conference; Chair of the Rules
Subcommittee and Vice-Chair of the Chapter 11 Subcommittee of the
Business Bankruptcy Committee of the Business Law Section of the
American Bar Association; chairman of the Bankruptcy Committee of
the Business Law Section of the Philadelphia Bar Association. He is
the update author of Cherkis & Temin, Collier Real Estate Transactions
and the Bankruptcy Code, a contributing author of Collier on
Bankruptcy, of the Collier Practice Guide and of the Bankruptcy
Litigation Manual. He was an Adjunct Professor at the University of
Pennsylvania Law School where he taught courses on Chapter 11.
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Today’s Speaker:
Amy Swedberg
Maslon LLP
Amy J. Swedberg is a partner in Maslon's Financial Services Group
specializing in creditor’s rights and bankruptcy. Her practice focuses
primarily on representing lenders and other commercial creditors, asset
purchasers, receivers, creditor’s committees and adversary proceeding
defendants. She also assists lenders in real estate foreclosures,
receiverships, pursuing loan collateral and negotiating workouts. Amy
served on the Board for the Turnaround Management Association
(TMA) for 7 years and was President in 2018. Amy currently serves on
the Board for the Minnesota chapter of Intentional Women’s Insolvency
& Restructuring Confederation (IWIRC), served as President of the
Minnesota State Bar’s Bankruptcy Section and is the Board President
for 2 non-profit organizations.
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Introduction
Why does the trustee have avoidance powers?
• allows the trustee to expand property of estate
• allows the trustee to avoid certain claims against the debtor’s
property such as unperfected security interests

• allows the trustee to set aside transactions which are in violation
of state law (e.g. fraudulent transfers)

• allows the trustee to avoid payments to “preferred” creditors
made within 90 days of the petition date (1 year for insiders)
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Introduction
What is a preference? 11 U.S.C. § 547(b)
A transfer of an interest of the debtor in property

(1) to or for the benefit of a creditor
(2) for or on account of an antecedent debt owed by the debtor;
(3) made while the debtor was insolvent;
(4) made (A) 90 days before the petition date; or (B) 1 year
before the petition date if such creditor was an insider;

(5) that enables such creditor to receive more than it would
receive if - (A) the case were a case under chapter 7; (B) the
transfer had not been made; and (C) such creditor received
payment of such debt to the extent provided by the
provisions of the Bankruptcy Code
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Potential Challenges
to Preference Complaint
Did the trustee do adequate due diligence?
The Small Business Reorganization Act of 2019 (effective February
19, 2020) amended § 547(b) to read:

The trustee may, based on reasonable due diligence in the
circumstances of the case and taking into account a
party’s known or reasonably knowable affirmative
defenses under subsection (c), avoid any transfer of an
interest of the debtor in property—
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Potential Challenges
to Preference Complaint
Did the trustee do adequate due diligence?

• What is “reasonable” due diligence?
• Is it different if the plaintiff is a debtor in possession,
ch. 7 trustee or liquidating trustee?

• Must the complaint allege the plaintiff performed
reasonable due diligence?

• Are only § 547(c) statutory defenses to be considered?
• Will a Rule12(b)(6) motion be successful if these
allegations are not made?
11
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Potential Challenges
to Preference Complaint
Does the plaintiff have the power to sue?
• Trustee: § 547(b) authorizes a “trustee” to avoid preferences
• Debtor in Possesion: has a trustee’s powers in ch. 11 under § 1107

• Creditor’s Committee: court may authorize with the consent of
DIP/trustee, if in the best interests and necessary and beneficial
Official Comm. of Unsec’d Creds. of Cybergenics Corp. v. Chinery, 330 F.3d 548 (3d
Cir. 2003); Commodore Int’l Ltd. v. Gould, 262 F.3d 96 (2d Cir. 2001)

• Liquidating Trustee: ch. 11 plan may provide for a representative of
estate to pursue avoidance claims under § 1123(b)(3)(B)
Note: 5th Circuit’s standard for preserving claims is “specific and unequivocal” Compton
v. Anderson (In re MPF Holdings US, LLC), 701 F.3d 449, 453 (5th Cir. 2012)
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Potential Challenges
to Preference Complaint
Are the proper defendants named in the complaint?
§ 550 Liability of transferee of avoided transfer
Permits recovery by trustee for the benefit of the estate the
property transferred, or if the court so orders, the value of such
property from

(1) the initial transferee of such transfer or the entity for whose
benefit such transfer was made; or

(2) Any immediate or mediate transferee of such initial
transferee
Section does not permit more than a single satisfaction
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Potential Challenges
to Preference Complaint
Is venue proper?
Small Business Reorganization Act of 2019 amended § 1409(b)

• requires the trustee to file non-consumer, non-insider preference
complaints seeking to recover less than $25,000 in the district
where the defendant resides

• intended to prevent claims for less than $25,000 from being
brought in the “home court”
But see Klein v. ODS Techs., LP, 506 B.R. 704 (Bankr. D. Idaho 2019)
finding § 1409(b) does not apply to proceedings “arising under title 11”
which includes preference actions
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Potential Challenges
to Preference Complaint
Does the complaint properly plead a cause of action?
• Complaint contains enough facts to state a claim for relief that is
“plausible on its face”
Bell Atlantic Corp. v. Twombly, 550 U.S. 544, 570 (2007)

• Complaint may be deficient if it contains “naked assertions” devoid
of “further factual enhancement”
Ashcroft v. Iqbal, 129 S. Ct. 1937, 1949 (2009)

• Allege facts with specificity (who, what, where, why and when)
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Potential Challenges
to Preference Complaint
Does the complaint properly plead a cause of action?
• Trustees are generally allowed leniency in pleading, but some
courts have applied Twombly/Iqbal to dismiss a preference
complaint
Gellert v. The Lenick Co., Adv. No. 10-55178 (Bankr. D. Del. July 6, 2011)

• Trustee is almost always granted leave to amend complaint
because dismissal is without prejudice
But see Mervyn’s LLC v. Lubert Adler Group IV, LLC, Adv. No. 08-51402
(Bankr. D. Del. Mar. 12, 2010)
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Potential Challenges
to Preference Complaint
Has the statute of limitations expired? § 546(a)
Preference action must be commenced within the later of:

• 2 years after entry of the order for relief; or
• 1 year after appointment of trustee if appointment occurs within
2 years of the petition date
Fed. R. Civ. P. 4(m) requires service within 90 days after the
complaint is filed or dismissed without prejudice, but this time
period can be extended for “good cause” shown; this rule applies in
adversary proceedings under Bankr. Rule 7004(a)
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Statutory Defenses
Subsequent new value defense § 547(c)(4)
• Trustee may not avoid a transfer if the creditor gave new value
(goods/services) after the date of the alleged preferential transfer

• Creditor replenishes the debtor’s estate by extending new credit
• Creditor may offset new value against prior preference:
• If new value is less than the prior preferential transfer, then the
transfer is only partially avoidable for the difference
• If the new value equal or exceeds the prior preferential transfer,
the transfer cannot be avoided but a negative number cannot be
carried forward as a defense against a subsequent transfer
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Statutory Defenses
Subsequent new value defense § 547(c)(4)
• Long-standing circuit split whether the subsequent new value
must remain unpaid as of the petition date

• Majority View: 4th, 5th, 8th, 9th,11th circuits allow “paid for”
new value (and bankruptcy courts in 3rd, 6th and 10th)
• Minority View: 1st, 2nd and 7th circuits only allow unpaid new
value to be asserted as a defense
In re Energy Solutions, Inc, 746 F.3d 350 (8th Cir. 2014): Held utilities
could offset preference liability by subsequent new value extended by
debtor’s customers, if such transfers of new value satisfied conditions in
preference statute’s new value defense
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Statutory Defenses
Ordinary course of business defense § 547(c)(2)
Two alternative tests: Trustee may not avoid a transfer that was
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 (“subjective”); or

(B) made according to ordinary business terms. (“objective”)
The defendant has the burden of proof of both elements
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Statutory Defenses
Ordinary course of business defense § 547(c)(2)
Factors to consider whether “subjective” OCB defense applies:

(1) length of time the parties engaged in business
(2) whether the transfers were a typical amount
(3) whether the payments were tendered in a customary manner
(4) whether there is unusual action by the creditor to collect

(5) whether the creditor did anything to gain an advantage (e.g.
obtaining additional security)
Stanziale v. Superior Technical Resources, Inc., 2017 Bankr. LEXIS 1023
at *9 (Bankr. D. Del. Apr. 13, 2017)
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Statutory Defenses
Ordinary course of business defense § 547(c)(2)
• Extraordinary measures to reduce creditor’s exposure - not OCB
Burtch v. Prudential Real Estate & Relocation Servs., 729 Fed. Appx. 153
(3d Cir. 17-1794 (3d Cir. 2018)

• Creditor must establish baseline of dealing between it and the
debtor that can be compared to dealings during preference period

• Late payments do not prevent a court from finding that there is
pattern of late payments in both historical and preference periods

• Historical period should encompass the time period when the
debtor was financially sound
22
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Statutory Defenses
Ordinary course of business defense § 547(c)(2)
Courts use a variety of mathematical processes:

•
•
•
•
•

Range method
Batch method
DSO method
Inter-quartile method
Standard deviation method

The “objective” OCB test refers to the range of terms that firms
similar in some general way to the creditor engage in (need for
expert testimony to establish objective standard?)
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Statutory Defenses
Contemporaneous exchange for value § 547(c)(1)
• Transfer was intended by debtor & creditor to be contemporaneous
exchange for new value given and was in fact a substantially
contemporaneous exchange; intent is necessary for the defense

• New value is defined as money or monies worth in goods, services,
new credit, or release of property previously transferred, but does
not include an obligation substituted for an existing obligation

• No hard and fast rules as to how many days will constitute a
“contemporaneous exchange,” courts generally require the transfer
occur within 1 to 14 days of the transfer of new value to the debtor
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Loan Workouts

• Payments are made over time on account of past due debts
pursuant to a forbearance agreement

• All elements of a preference are present for payments received
during the 90 days unless creditor is secured

• If creditor is fully secured, the “greater percentage” test will
protect the payments from avoidance

• None of the other defenses would likely be available
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Defenses Based Upon Debtor’s
Post-Petition Conduct
Critical Vendor Defense
• Early in ch. 11 case, debtor may ask the court for permission to
pay certain unsecured creditors their prepetition debt in full
because they are “critical vendors”
In re GVM, Inc., 2019 Bankr. LEXIS 2810; 2019 WL 4254780 (Bankr. M.D. Pa. Sept.
6, 2019) discussion of pros and cons and supporting cases
In re Kmart Corp., 359 F.3d 866 (7th Cir. 2004) required Kmart to recoup $300
million paid to “critical vendors”

• Unless court order authorizing payment of critical vendors
eliminates future preference claims explicitly or by necessary
implication, the creditor is not absolved from a preference claim
Phoenix Rest. Group, Inc. v. Proficient Food Co., 2004 Bankr. LEXIS 2186 at *54
(Bankr. M.D. Tenn. Dec. 16, 2004)
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Defenses Based Upon Debtor’s
Post-Petition Conduct
Assumption of Contract Defense § 365(b)
• Debtor may assume, or assume and assign, executory contracts
and unexpired leases, subject to adequate assurance of future
performance and curing defaults (to the extent capable of cure)

• Because a cure is required for assumption, the debtor would be
required to repay any payments made by the creditor to repay
any alleged preference in order to assume the contract or lease

• Request order approving assumption to waive preference claims
Matter of Superior Toy & Mfg., Inc., 78 F.3d 1169, 1174 (7th Cir. 1996);
Weinman v. Allison Payments Sys., LLC, 434 B.R. 880 (Bankr. D. Colo.
2010); In re Kiwi Air Int’l Lines, Inc., 344 F.3d 311 (3d Cir. 2003)
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Defenses Based Upon Debtor’s
Pre-Petition Conduct
Earmarking Defense
• No diminution of debtor’s estate, because no property interest of
the debtor was involved in the challenged transfer
In re Prindle, 270 B.R. 743 (Bankr. W.D. Mo. 2001)

• Courts generally employ a three-part test:
(a) agreement between debtor and a third party that funds
advanced by third party will be used to pay specific debt;
(b) debtor performed agreement according to its terms; and
(c) transaction as a whole did not result in any diminution of the
estate or prejudice to other creditors
In re Bohlen Enters., Ltd., 859 F.2d 561 (8th Cir. 1988)
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Defenses Based Upon Debtor’s
Pre-Petition Conduct
Earmarking Defense
• Some courts add additional requirement that debtor must not
have exercised dispositive control over the funds
In re Crystal Med. Prods., Inc., 240 B.R. 290 (Bankr. N.D. Ill. 1999)

• New creditor using its funds to step into the shoes of a former
creditor with no net impact on the estate

• Result is the same as though the new creditor had paid the old
creditor directly to acquire the old creditor's rights and thus no
property of the debtor actually changed hands
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Defenses Based Upon Debtor’s
Pre-Petition Conduct
Earmarking Defense
• Does not apply if debtor borrows money to pay an antecedent
debt of the debtor’s own choosing because new creditor did not
dictate how the funds would be used
In re Neponset River Paper Co., 231 B.R. 829 (1st Cir. B.A.P. 1999); In re
Anderson, 275 B.R. 264 (Bankr. W.D. Ky. 2002)

• No earmarking where secured debt replaces unsecured debt,
because in those instances there has been a net diminution to
the bankruptcy estate
In re Heitkamp, 137 F.3d 1087 (8th Cir. 1998)
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Defenses Based Upon Debtor’s
Pre-Petition Conduct
Mere Conduit Defense
• Debtor merely acting as intermediary in transfer of property from
defendant to third party; debtor had no ability to redirect funds or
had a duty to third party that prohibited its use of the funds
Guttman v. Constr. Program Group, 760 F.3d 398 (4th Cir. 2014)

• Railworks maintained insurance with TIG and paid premiums to
managing general underwriter for TIG, which then paid TIG

• Trustee sued underwriter for 90 day payments; mere conduit
defense applied because underwriter never had an unrestricted
right to use funds for its own purposes, not the initial transferee
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Defenses Based Upon Debtor’s
Pre-Petition Conduct
Inchoate Lien Defense
• Majority View: Contractor who has the right to file a lien for
uncompensated work or materials cannot receive a preference if
it receives payment pre-petition in exchange for a lien waiver
In re JA Jones, Inc., 361 B.R. 94 (Bankr. W.D.N.C. 2007); In re Philip Serv.
Corp., 359 B.R. 616, 632 (Bankr. S.D. Tex. 2006); In re BFN Operations
LLC, Adv. Proc. No. 18-3186-BJH (Bankr. N.D. Tex. June 4, 2019)

• Defense is based on the 5th element of a preference under §
547(b)(5): whether the contractor received more than it would
have realized in a hypothetical chapter 7 liquidation
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Defenses Based Upon Debtor’s
Pre-Petition Conduct
Inchoate Lien Defense
• Courts focus on language of lien waiver in which inchoate lien
rights are waived in exchange for final payment

• Defense avoids “unreasonable Hobson’s choice between
accepting payment (with risk it could be avoided in bankruptcy)
or declining payment to perfect an inchoate statutory lien”
Official Comm. of Unsecured Creditors of 360Networks (USA), Inc. v.
AAF–McQuay Inc., 327 B.R. 187, 195 (Bankr. S.D.N.Y. 2005)

• Minority View: failure to perfect the lien classifies the contractor
as an unsecured creditor, making the payment preferential
Precision Walls, Inc. v. Crampton, 196 B.R. 299, 302-03 (E.D.N.C. 1996);
Lewis v. Custom Heating Co., 84 B.R. 56, 58-59 (Bankr. W.D. Pa. 1988)
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Defenses Based Upon Debtor’s
Pre-Petition Conduct
Setoff Defense § 553(b)
• Code does not affect creditor’s right to offset mutual, pre-petition
debts; does not create rights but permits existing state law rights
to be exercised; no Code provision re: post-petition setoffs
Official Committee of Unsecured Creditors of Quantum Foods LLC v.
Tyson Foods Inc, 554 B.R. 729 (Bankr. D. Del. 2016)

• Court permitted setoff of post-petition, administrative expense
against preference liability (preference arises post-petition)

• Court held § 502(d) (requiring court to disallow claims of an
entity from which property is recoverable under § 547 unless
preference has been paid), does not apply to admin. claims
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Preference Claims Against Insiders
Payments to Insiders - 1 year preference period
• § 101(31): insider includes, but is not limited to, persons who have
control over the debtor, an “affiliate” or insider of affiliate debtor

• Affiliate is entity or person controlling 20% or more of debtor
• Individual debtor: relative, general partner or corporation in
which debtor is a director, officer, or person in control
• Corporate debtor: director, officer, general partner or person in
control or any relative of the foregoing

• Relative is person “related by affinity or consanguinity within 3rd
degree or in a step or adoptive relationship within such 3rd degree
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Preference Claims Against Insiders
• Non-statutory insider is a person whose transaction of business
with the debtor was not at arm’s length; reviewed for “clear error”
U.S. Bank v. Village at Lakeridge, LLC, 2018 WL 1143822, at *1 (U.S. Mar. 5, 2018)

Recovering payments from non-insiders for benefit of insiders
• Deprizio (7th Cir. 1989) allowed trustee to avoid 1 year transfers made to
non-insider creditor for the benefit of insider who had guaranteed
debtor’s obligations; overruled by Congress:
• § 547(i): If trustee avoids a transfer made between 90 days and 1
year to a non-insider entity, such transfer shall be avoided only with
respect to creditor that is an insider
• § 550(c): if a transfer made between 90 days and one year [and] is
avoided under § 547(b) . . . the trustee may not recover . . from a
transferee that is not an insider
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Involuntary Bankruptcy Issues
• Creditors pursuing an involuntary bankruptcy should consider
whether they will face preference exposure and whether the risk
is worth the benefits of an involuntary bankruptcy filing

• Counsel who represent a petitioning creditor should disclose
these risks to other creditors seeking to join in the petition, or
should at least make it very clear in written communications who
the client is and who is receiving legal advice about the
involuntary bankruptcy filing

37

© 2019 Maslon LLP

§ 503(b)(9) Effect
on New Value Defense
• § 503(b)(9): administrative expense claim for goods received by
debtor within 20 days before petition date

• Can a creditor use § 503(b)(b) claims as new value?
• Yes
Primate Consulting Grp. LLC v. Styron LLC, 2014 Bankr. LEXIS 4270
(Bankr. D. Del. Oct. 1, 2014), based on its interpretation of Friedman’s
Liquidating Trust v. Roth Staffing Cos. LLP, 738 F.3d 547 (3d Cir. 2013)

• No
Siegel v. Sony Elecs, Inc. (In re Circuit City Stores Inc.), 515 B.R. 302
(Bankr. E.D. Va. 2014) (impermissibly permits a “double recovery”)
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Waiver of claims under § 502(h)
• Within 30 days after settling or paying a preference claim,
creditor can file a Proof of Claim under § 502(h) for the amount
repaid to debtor’s estate as a preference (Bankr. Rule 3002(3))

• Trustee often seeks a waiver of 502(h) claims in a settlement,
but the value of such claim should be considered in connection
with any waiver

• Valuing § 502(h) claims is difficult
• Disclosure Statement may estimate range of recovery
• Claims traders may know minimum distribution amount
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§ 546(e) Safe Harbor defense
• Limits the trustee’s avoidance power:
“Notwithstanding sections . . .547 … of this title, the trustee
may not avoid a transfer that is a margin payment . . . or
settlement payment . . .made by or to (or for the benefit of) a
commodity broker, forward contract merchant, stockbroker,
financial institution, financial participant, or securities
clearing agency, or that is a transfer made by or to (or for the
benefit of) a commodity broker, forward contract merchant,
stockbroker, financial institution, financial participant, or
securities clearing agency, on connection with a securities
contract . . . a commodity contract or forward contract . . .
that is made before the commencement of the case except
under section 548(a) of this title”
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§ 546(e) Safe Harbor defense
Conti v. Perdue Bioenergy, LLC, 540 B.R. 195 (Bankr. M.D.N.C. 2015)

• “Settlement payment” made on a “forward contract” was
sheltered from avoidance as a preference
In Merit Mgmt. Group, LP v. FTI Consulting, Inc., 138 S. Ct. 883 (2018)

• Transfer between debtor and debtor’s shareholder avoidable;
neither is fin. institution or covered entity
In re Bernard Madoff Inv. Sec. LLC, 773 F.3d 411 (2d Cir. 2014), petition for
cert. denied (June 22, 2015)

• Safe harbor applied to settlement payments made by a
stockbroker even though they were fictitious securities transfers
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Uncollectible Judgment or
Poverty Defense
• Trustee may settle for less if judgment would be uncollectible
• Sole proprietor: judgment will simply cause owner to “fold”
business rather than continue working to pay the judgment;
successor liability claims are expensive, not always successful

• Defendant’s counsel should provide trustee with financial
information under confidentiality agreement
Interlachen Harriet Inv. Ltd. v. Kelley (In re Petters Co. Inc.), No. 11-6013
(8th Cir. BAP Aug. 19, 2011)

• difficulty of collection is a relevant issue in considering the
approval of Rule 9019 settlement
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Solvency Defense
• § 547(b)(3): requires that preference made while debtor insolvent
• § 547(f): debtor presumed insolvent for 90 day period
• “Insolvent” defined by § 101(32): “financial condition such that
the sum of such entity’s debts is greater than all of such entity’s
property, at a fair valuation . . . “

• Not GAAP valuation; financial statements have limited value in
establishing financial condition

• Insider defendants: burden of proof on the trustee for transfers
outside 90 days
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Discussion Questions
• Should/may the defendant offer to buy the claim?
• What are best practices for preventing a creditor from
becoming a target of a preference action?

• What steps can be taken to minimize or eliminate
preference exposure if a demand is received or an
action is commenced?
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Discussion Questions
• What is the standard for bringing preference actions
against corporate insiders?

• Why is the burden tougher to establish these claims?
• Should a creditor accept a payment which might be a
preference from a distressed debtor?
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Additional Questions?
Thank you for participating in our presentation!

Michael Temin

Amy Swedberg

Fox Rothschild LLP

Maslon LLP
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