OUTLINE: Understanding Preferential Transfers

Understanding Preferential Transfers
I. What Is A Preferential Transfer?

The Bankruptcy Code (the “Code”) does not define the terms “preference” or
“preferential transfer.” Instead, in Section 547(b) of the Code, we find a description
of a type of transaction that the bankruptcy trustee for a debtor may undo. The
general idea is to allow the trustee to undo or “avoid” certain transfers of property or
interests in property made by a debtor shortly before the debtor files for bankruptcy.
To be avoidable, the transfer must have enabled the creditor to receive a larger
percentage payout on its claim than it would have received if the creditor had not
received the transfer and instead had received a distribution on its claim in a
hypothetical liquidation of the debtor under Chapter 7 of the Code. The rationale for
the rule is that these types of pre-bankruptcy transfers of property are unfair to
existing unsecured creditors who do not receive a “preferred” early pre-bankruptcy
payment or other transfer.

Further, if a creditor must return such payments or lose the benefit of another form of
transfer such as the creation of a security interest, the incentive for a creditor to hound
a debtor for early repayment or additional collateral before an expected bankruptcy is
reduced. This discourages the race to dismember a debtor prior to filing and may
result in fewer bankruptcies. Should bankruptcy come anyway, elimination of efforts
to dismember the debtor prior to filing may lead to more successful reorganization of
debtors who do file for bankruptcy protection.

For our purposes, there are two classic preferential transfer paradigms: the repayment
of a debt and the creation of a security interest.

In this outline the Uniform Commercial Code is referred to as the “UCC”.
II. Repayment of Debt as a Preference

In the case of repayment of a debt, the scenario is simple. Debtor (“D”) borrows
money, say $100, from Creditor (“C”) at time T1 on an unsecured basis. Time passes
and, at time T2 (say two years later), D repays the $100 loan to C. Shortly thereafter,
at T2 plus 75 days, D files for bankruptcy.

Now, C is quite pleased that it received repayment of its loan shortly before
bankruptcy. In D’s bankruptcy, the remaining unsecured creditorswill each receive
repayment of only a fraction of their claims. Imagine that D has $300 in assets and
the remaining unsecured creditors are owed $900. While these remaining creditors
will receive only one third of the amount that they are owed, C was repaid in full. If
C had not been repaid shortly before D’s bankruptcy, D would have $400 in assets
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(i.e. the $300 in assets plus the $100 not paid to C) and unsecured creditors holding
$1,000 in claims (i.e. the $900 in remaining unsecured creditor claims plus the $100
owed to C). In such a case, C and the other unsecured creditors would receive 40%
of the face amount of their claims. It is easy to see that C benefitted from the early
repayment because it received more than it would have received in a liquidation of
D’s assets if the early repayment had not taken place (i.e. a 100% repayment versus a
40% repayment).

Also, it is easy to see why the bankruptcy trustee for D is motivated to avoid the early
repayment made to C. By avoiding the transfer to C and recovering the $100
payment, the total assets available for distribution to unsecured creditors is increased
to $400, with the result that unsecured creditors receive a payment of 40% on their
claims rather than 33%.

Note that this repayment constituting a preference is a repayment of an unsecured
loan. If the $100 loan from C had been fully secured by a security interest in all of
D’s assets, there would not have been an avoidable transfer because C would not have
received more than it would have received in a Chapter 7 liquidation of D. The
repayment of a secured loan only creates a potential preference if the security interest
is unperfected' or the security interest was deemed to be created after the debt was
incurred, in each case as more fully described below.

II1. Creation of Security Interest as a Preference

In the case of creation of a security interest, also the scenario is simple. Debtor (“D”)
borrows money, say $100, from Creditor (“C”) at time T1 on an unsecured basis.
Time passes and, at time T2 (say two years later), C demands that D create a security
interest in all of its assets to secure repayment of the $100 loan to C.> Shortly
thereafter, at T2 plus 75 days, D files for bankruptcy.

Now, C is quite pleased that it received the grant of a security interest to secure its
loan shortly before bankruptcy. In D’s bankruptcy, the remaining unsecured creditors
will each receive repayment of only a fraction of their claims. Imagine that D has
$400 in assets and the remaining unsecured creditors are owed $900. C will receive
repayment of its $100 loan out of the $400 in assets in which it holds a security

! Remember that a secured creditor may also hold an unsecured claim if the collateral is worth less than the total
amount of the claim. Repayment of an undersecured creditor may result in an avoidable preferential transfer to the extent
that the unsecured deficiency claim was paid.

? Take a look at UCC Section 1-208 for an example of a provision that might entitle a creditor to demand collateral
after the initial extension of credit is made. Some creditors negotiate to receive a so-called “springing lien.” The lien
springs into existence at the request of the creditor, either at will or if the creditor deems itself to be insecure. The UCC
modifies such clauses so that the creditor can only make the demand if, in good faith, the creditor believes that the
prospect of payment or performance is impaired.
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interest. After this $100 payment, $300 in assets remain for distribution to the
unsecured creditors. While these remaining unsecured creditors will receive only one
third of the amount that they are owed, C was repaid in full. If C had not been
granted a security interest shortly before D filed for bankruptcy, D would have $400
in unencumbered assets and unsecured creditors holding $1,000 in claims (i.e. the
$900 in remaining unsecured creditor claims plus the $100 owed to C that we
hypothesize to be unsecured because we assume the transfer of the security interest
did not take place). In such a case, C and the other unsecured creditors would receive
40% of the face amount of their claims. It is easy to see that C benefitted from the
creation of the security interest because it received more than it would have received
in a liquidation of D’s assets if the creation of the security interest had not taken place
(i.e. a 100% repayment out of the collateral versus a 40% repayment pro rata with the
other unsecured creditors).

Also, it is easy to see why the bankruptcy trustee for D is motivated to avoid the
security interest granted to C. By avoiding the transfer of collateral to C and
preserving the security interest for the general benefit of D’s bankruptcy estate, the
total assets available for distribution to unsecured creditors is increased to $400, with
the result that unsecured creditors receive a payment of 40% on their claims rather
than payment of 33%.

IV. Warning About Antecedent Debt

In the case of the creation of the security interest that constituted an avoidable
preference, note that the creation of the security interest occurs after the creation of
the claim secured by the security interest. The loan was made at T1 and the security
interest was created two years later, at T2. The loan thus was antecedent (i.e. before)
the creation of the security interest. The creation of the security interest is a transfer
of debtor property within the meaning of the Code (albeit a transfer of a limited
interest). This later-in-time transfer of a security interest to secure a pre-existing debt
thus is seen to be a transfer in respect of antecedent debt just as the repayment of a
loan is a transfer of debtor property in respect of antecedent debt. Contrast transfers
in respect of antecedent debt with contemporaneous exchanges. The general idea of a
contemporaneous exchange is that if C had loaned D $100 at T1 and also received a
security interest from D at T1, then there is no transfer of debtor property in respect of
antecedent debt. Instead, there was a simultaneous creation of a debt (i.e. the $100
loan) and transfer of an interest in debtor property (i.e. the grant of the security
interest by D to C).

However, this simple timing picture is complicated by special rules used to determine
when a transfer of a security interest takes place within the meaning of the Code. The
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general idea of the timing rule found in Section 547(e) is that a transfer of a security
interest is not deemed to occur at the time D grants a security interest to C (e.g.
generally, the transfer does not occur at the time of attachment under Section 9-203 of
the UCC). Instead, the transfer of the security interest is deemed to occur only if the
security interest is perfected. Thus, if C loans $100 to D at T1 and, also at T1, D
signs a security agreement covering all its assets to secure this $100 loan, a transfer of
a security interest has not yet occurred. Instead, the transfer of the security interest
occurs, for purposes of the Code, only if C files its financing statement to perfect this
security interest.

As we shall see later in this outline when we review the terms of Section 547, the
Code actually uses three separate timing tests, all keyed to perfection. If C perfects
its security interest shortly after attachment (within 30 days), then, and only then, do
we treat the security interest as having been a transfer at the time of attachment. See
547(e)(2)(A). If the security interest is perfected after the expiration of this grace
period, then the security interest is deemed to be a transfer that occurs at the time of
perfection, not the time of attachment. See 547(e)(2)(B). If the security interest is
never perfected, then we pretend that the security interest was perfected immediately
prior to the time that D filed for bankruptcy.® See 547(¢)(2)(C).

This timing rule that links the time of the transfer of an interest in debtor property in
the form of a security interest to the time of perfection of that security interest (rather
than to the time of attachment) creates the possibility that transfers of security
interests that appear, as a commercial matter, to be contemporaneous exchanges, in
fact under the Code are treated as transfers in respect of antecedent debt. A similar
timing trap affects after acquired property.

V. Warning About After Acquired Property

In the case of creation of a security interest in after acquired collateral, also the
scenario is simple. Debtor (“D”) borrows money, say $100, from Creditor (“C”) at
time T1 on a fully secured basis. D signs a security agreement that covers all of its
now owned and hereafter acquired equipment. C properly files a financing statement
at T1. Time passes and, at time T2 (say two years later), D acquires a new machine
that makes widgets. The security interest in the machine can not attach until D
acquires the machine because it is not until that time that D has rights in the machine.
D must have rights in the collateral before a security interest may attach under UCC
Section 9-203. Shortly thereafter, at T2 plus 75 days, D files for bankruptcy. Under

* Note that the trustee has the status of a hypothetical lien creditor under Code Section 544(a). Under UCC Section
9-317, a lien creditor may defeat an unperfected security interest. Thus, the unperfected security interest may lose on two
counts—both as a preference and as against the lien creditor.
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the Code, at what time did the transfer of the security interest in the new machine take
place?

There are two obvious choices: the transfer of the security interest in the machine
might be deemed to have occurred back at T1 when C filed its financing statement;
or, the transfer of the security interest in the new machine might be deemed to have
occurred when D acquired the machine at T2 and the machine first became subject to
the security interest of C. Under Section 547(e)(3), the Code chooses the later time,
T2, as the time of the transfer of the security interest in the new machine. There is no
deemed relation back to the time of filing of the financing statement to keep the
transfer of the security interest and the creation of the debt simultaneous. This means
that anytime D acquires property shortly before filing for bankruptcy, if that property
is subject to an after acquired property clause in a security agreement, the acquisition
of that property might constitute an instance of an avoidable transfer.* Though D
obviously keeps its newly acquired asset (it is not the acquisition of the assets that is
avoided!), D’s bankruptcy trustee may avoid C’s security interest in the after acquired
collateral under certain circumstances.

Whether the acquisition of the new machine that becomes subject to the security
interest of C based on the operation of an after acquired property clause constitutes an
avoidable transfer of an interest in debtor property depends on whether C was over
secured or under secured by existing collateral at the time D acquired the new
machine. If D owned equipment worth $60 immediately prior to T2 and D also owed
C $100 secured by equipment owned by D at that time, C is under secured by $40.
When D acquires a new machine at T2 that is worth, for example, $50, and that
machine becomes subject to C’s security interest by virtue of the after acquired
property clause, C has improved its position. Its unsecured deficiency of $40 has
been reduced to $0.

The reduction of C’s unsecured deficiency from $40 to $0 by virtue of the transfer of
a security interest in the new machine enables C to receive more in D’s bankruptcy
than it would have received in the absence of the creation of the security interest. If

* This causes a significant problem for security interests in inventory and receivables because they turn over with
such regularity. A pool of receivables owned by D at time T1 may have a value of $1 million. At time T2 (say, 90 days
later) D also may own a pool of receivables with a value of $1 million. However, all of the individual receivables
outstanding at T1 might have been paid prior to T2 so that the entire pool of receivables owned by D at T2 consists of
property newly acquired by D within the 90-day preference period prior to a bankruptcy filing by D. As these new
receivables come into existence, they would become subject to a security interest created by a security agreement with an
after acquired property clause. Indeed, for inventory and receivables, case law has held that an after acquired property
clause may not even be needed. In the case of inventory and receivables, a special rule, Section 547(c)(5), protects
financing secured by inventory and receivables from the type of preference attack that might be raised against after
acquired equipment. Only a creditor that improves its position will lose its interest in after acquired collateral. These
special rules are discussed later in this outline.
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the transfer of a security interest occurs shortly before bankruptcy, this reduction in
the unsecured deficiency is an improvement in position resulting from the security
interest in the after acquired collateral. The trustee may avoid this transfer and
preserve it for the benefit of D’s bankruptcy estate.

Note that the timing rule under the Code differs from the timing rules found in the
UCC that relate to priority of security interests in after acquired collateral. Under the
UCC, if C files its financing statement at T1, C’s priority in the newly acquired
machine purchased at T2 as against other secured parties (other than a PMSI with
respect to the new machine) is measured from T1, the date of C’s filing of its initial
financing statement. See Section 9-322. Similarly, C’s priority in the newly acquired
machine as against other lien creditors will be measured from the time C files its
financing statement and signs a security agreement. If both these steps are taken prior
to the time a person becomes a lien creditor, C will have priority over the lien creditor
in the after acquired collateral. See Section 9-317(a)(2)(B).

VI. Warning About “to or for the benefit of a creditor”

In the above examples, in each case D made a transfer of its property to C, either in
repayment of debt or by creation of a security interest. However, a transfer might
constitute a preference if the transfer is made for the benefit of a creditor even though
the transfer is not made to the creditor. The paradigm case of such a benefit arises
with guarantees.” Suppose that C loans D $100 at time T1. To induce C to make this
loan, D arranges for its largest stockholder (“G” for “Guarantor”) to guarantee
repayment to C of its loan. Later, at time T2, D makes repayment of its $100 loan
from C. In scenario one, at T2 plus 75 days, D files for bankruptcy. In scenario two,
at T2 plus 180 days, D files for bankruptcy. Although D made a payment to C, this
payment also was for the benefit of G because the payment reduced G’s contingent
liability under its guarantee for repayment of the loan. As a guarantor of the loan,
recognize that G was a contingent creditor of D. For, if G had made a payment on its
guarantee, it would have been subrogated to the rights of C and thus had a direct
claim against D for reimbursement. Thus, the payment by D to C was a payment for
two creditors, both C and G.

It is crucial that G be a creditor of D in order to illustrate the timing complexities
created by the contrast between scenario one (D files at T2 plus 75 days) and scenario
two (D files at T2 plus 180 days). Assume that C is not an insider of D so that the
timing rule for potential preferential transfers to C is simply 90 days. Assume G is an
insider of D so that the timing rule for potential preferential transfers for the benefit
of G is one year. In scenario one, D’s payment to C may be recovered from C or from

5 See Levit v. Ingersoll Rand Financial Corp., 874 F. 2d 1186 (7" Cir. 1989)(also known as the “Deprizio” case).
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G. C has no basis for complaint because it was paid in the 90 day window
immediately prior to D’s bankruptcy filing. Oddly enough, at one time under the
Code, under scenario two, D’s payment to C could be recovered from C or from G
even though C received its payment outside the 90-day window prior to D’s
bankruptcy filing. The reason for this anomalous result was that, even though the
payment considered as a payment to C was not a preference because outside the 90-
day window applicable to C, the payment, considered as a payment for the benefit of
G, was a payment inside the one-year window applicable to insiders.

The problem arose because the bankruptcy trustee was not limited to seeking a
recovery from G under scenario two. The trustee may recover a preferential transfer
from any initial transferee or from the entity for whose benefit such a transfer was
made. See Section 550(a). The Code was amended to try to fix this problem by the
addition of Section 550(c). It is debatable whether the technical fix was properly
implemented. Nevertheless, the idea is to prevent a recovery from C where C is an
outsider who receives a transfer of debtor property before the 90-day danger window
applicable to unaffiliated creditors commences but nevertheless receives payment
within the one-year window applicable to insiders.

VII. The Doctrine of Earmarking as an Exception to Preferential Transfers

Before considering specific statutory defenses to a preference attack by a bankruptcy
trustee for D found in Section 547(c), consider the following judge made exception to
a preference attack known as “earmarking.”

Recall our first case of debt repayment as a preference. Debtor (“D’’) borrows money,
say $100, from Creditor (“C”) at time T1 on an unsecured basis. Time passes and, at
time T2 (say two years later), D repays the $100 loan to C. Shortly thereafter, at T2
plus 75 days, D files for bankruptcy. It appears that we have a garden variety
preference and, thus, C must establish a Section 547(c) defense or return its payment
to D’s bankruptcy estate. Add the following twist: D obtained the $100 to repay C
from a new creditor (“NC”) who loaned D $100 on an unsecured basis for the
purpose of repaying C. As a matter of economic substance, NC simply has replaced
C and no other unsecured creditor is worse off.

In cases such as these, courts find that the funds obtained by D from NC were
somehow “earmarked” for payment to C and, thus, never really became property of
D. Thus, the payment of C did not constitute a transfer of debtor property because C
received “earmarked” funds. There is an argument that the doctrine of earmarking
can be brought under the rubric of a Section 547(c) defense but the current state of the
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law treats earmarking as a separate doctrine.®
VIII. Defenses To Avoidance By The Debtor’s Bankruptcy Trustee

Before D’s bankruptcy trustee may avoid a transfer of debtor property under Section
547(b), the affected creditor will have a chance to show that the transfer can be
defended on one of the grounds specified in Section 547(c). For our purposes, you
might consider the Section 547(c) defenses as falling into one of two camps. Either,
the defense is trying to overcome a harsh result caused by one of Section 547’s timing
rules governing transfers (transfer occurs upon perfection rather than attachment,
transfer occurs only when debtor acquires rights in the collateral) or the defense is
trying to prevent various degrees of commercial chaos and transaction costs that
would be caused or incurred if D's bankruptcy trustee were allowed to recover certain
kinds of ordinary payments not likely made under duress, coercion or for reasons of
favoritism.

Suppose that D is a business enterprise. Each month, D will make payments to its
suppliers of goods and services.” In a typical case, a supplier delivers goods to D at
time T1, together with an invoice dated T1 listing the items delivered at T1. D
reviews the actual delivery against the list in the invoice and signs the invoice to
indicate its receipt of the items listed. The invoice states that payment is due not later
than some future date, T2 (assume 30 days after the date of the invoice). The invoice
may create a financial incentive for D to pay substantially in advance of T2 by
offering a discount for early payment.® The obligation that D owes to the supplier is
incurred at T1. Sometimes this extension of credit by the supplier is referred to as
“trade” credit.

Each month, D pays its suppliers of goods and services; you might think about
payments for utilities, telephone bills, gardening services, and suppliers of products
used or consummed as D runs its business. Each payment at T2 of a debt incurred at
T1 is a payment in respect of an antecedent debt—the trade credit incurred by D.
These costs are incurred fairly regularly, and D makes fairly predictable regular
payments, regardless of whether D is financially sound or hovering near the edge of
bankruptcy. So long as D does not change its payment pattern with respect to these

¢ See David Gray Carlson & William H. Widen, The Earmarking Defense to Voidable Preference Liability: A
Reconceptualization, 73 Am. Bankr. L. J. 591 (Summer 1999).

" Also, D will make rent payments to its landlord. However, rent typically is paid in advance, not in arrears.
Further, a landlord typically holds a deposit equal to one or two months rent. Thus, rental payments are not payments in
respect of an antecedent debt for prior use of the property and, in any event, likely would have been secured by the
deposit.

% A typical business term would be “2% 10, net 30” which means that a 2% discount is offered off the invoice
amount if payment is made within 10 days of the invoice but that, in any event, payment in full must be made within 30
days of the invoice.
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types of vendors, there is little concern that D was coerced to make a payment or that
D made a payment to prefer one unsecured vendor over another. In this case, Section
547(c)(2) provides a three part test to protect such payments from recovery as
preferential transfers. The test is designed to make sure that coercion and favoritism
did not play any role in the payment by D. The test also requires that the payment be
made “according to ordinary business terms.”

Suppose that D purchases equipment from a vendor (“C”) using purchase money
financing at time T1. If this financing is secured by a PMSI, under UCC Section 9-
324(a), C has 20 days to file a financing statement and still have its purchase money
priority defeat other previously filed financing statements. Further, under UCC
Section 9-317(e), a 20-day grace period is provided to protect PMSI’s against lien
creditors. Suppose that C files its financing statement at time T2 (say, 15 days after
delivery of the equipment) to take advantage of these 20 day grace periods. Under
Code Section 547(c)(3), C has a defense to any allegation that the delayed perfection
resulted in a preference. This defense is needed to protect C because, under Section
547(e)(2), the time of perfection of the security interest is deemed to be the time of
transfer. The debt was incurred at T1 and the transfer of the security interest occurred
at T2, when the interest was perfected. Thus, on its face, we have a transfer in respect
of antecedent debt. '

In some cases, applicable state law purports to give C a grace period that exceeds 20
days (say, 30 days) to file its necessary paperwork for a PMSI (such as exists in some
states for automobiles). If C files its paperwork within that extended grace period
(say, on day 25), does C get to take advantage of the PMSI protection given by
Section 547(c)(3)? The answer is yes because the filing took place in the 30 days
provided by the Code and the UCC. However, it would not seem that the Code could
extend the 20 days given under the UCC for an equipment PMSI to 30 days! The
reverse questions came up before the Code was amended to provide for a 30 day
grace period. It used to provide for only 10 days grace (except for Section 547(c)
(3)."" If C does not file to perfect within the grace period, C might try to defend under
Section 547(c)(1) by arguing that the transfer was intended to be a transfer made as
part of a contemporaneous exchange for new value and that, under the circumstances,
a filing shortly after the expiration of the 30 day grace period was, in fact, a

° See Matter of Tolona Pizza Products Corp., 3 F. 2d 1029 (7" Cir. 1993)(Posner, J.).

191t is unclear under Section 547(e)(2)(A) whether C can argue that there was no transfer in respect of antecedent
debt because a 20 day period is substituted for a 30 day period or whether, instead, this subsection is not intended to
apply to PMSI’s. The latter interpretation forces C to rely on the Section 547(c)(3) defense rather than the timing rule
(though note that the PMSI priority under the UCC allows for 20 days grace, not the 30 days grace in the Code).

' See Fidelity Financial Services, Inc. v. Fink, 118 S. Ct. 651 (1998).
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substantially contemporaneous exchange.'

Suppose that D owns a pool of receivables at time T1 that has a value of $1 million.
At time T2 (say, 90 days later) D also owns a pool of receivables with a value of $1
million. However, all of the individual receivables outstanding at T1 have been paid
prior to T2 so that the entire pool of receivables owned by D at T2 consists of newly
generated receivables acquired by D within the 90-day preference period prior to any
potential bankruptcy filing by D. This would be true, for example, if D required all of
its customers to make payments on invoices within thirty days from the date of
invoice.

Suppose that C decides to loan D $800,000 based on the value of its pool of
receivables. As old receivables are collected, new receivables are generated. As
these new receivables come into existence, they would become subject to a security
interest created by a security agreement with an after acquired property clause.
Assuming an even flow of business conducted by D, C is always secured by collateral
with a value of approximately $800,000. Nevertheless, without Section 547(c)(5),
C’s entire security interest in the pool of receivables would be avoidable as a
preference because the entire pool of receivables consists of collateral acquired by D
during the preference period. C’s position is improved from where it would have
been if C had not had the benefit of this after acquired collateral.

Section 547(c)(5) creates an improvement in position test. Suppose that C loaned D
$800,000 secured by a pool of receivables and that this receivables pool had a value
of $600,000 at time T1. At T1 plus 90 days, D’s pool of receivables has a value of
$900,000. Assume that the pool is comprised of all new receivables at T1 plus 90
(i.e. all receivables in existence at T1 have been collected or written off). D files for
bankruptcy at T1 plus 90. Even though all the receivables in the pool at T1 plus 90
constitute after acquired property acquired by D during the preference period, Section
547(c)(5) defends the security interest of C in this pool except to the extent that C
improved its position. Since C was undersecured at time T1 and was fully secured at
time T1 plus 90, C’s security interest in receivables will be reduced to $600, 000.

Contrast this case with one in which the receivables pool had values of $1 million at
T1, $500,000 at T1 plus 45 days and $1 million at T1 plus 90 days. In this case, C
did experience an improvement in position. However, if we use only two points of
reference to measure improvement in position, there has been no change. For
administrative convenience, the test of Section 547(c)(5) only examines two points in
time. Thus, considered in isolation, there has been no improvement in position so the

12 See Pine Top Ins. Co. v. Bank of America Nat. Trust & Sav. Assoc., 969 F. 2d 321 (7" Cir. 1992)(discussing
factors to analyze temporal proximity needed to find a contemporaneous exchange in fact).
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trustee may not avoid any of C’s security interest in the receivables pool.

A similar analysis applies in the case of a pool of inventory. Suppose that C loaned D
$800,000 secured by inventory valued at approximately $1 million. However, note
that in the case of inventory, we can construct an example in which an improvement
in position occurs based on a transfer of new inventory even though the collateral
values of the two pools remain the same. Suppose that at time T1 D has an inventory
pool valued at $1 million. Also, suppose that this inventory consists of 1 million
widgets. Now, if the value of these widgets declines to $500,000 by time T1 plus 90
days and none of the existing widgets owned by D at T1 has been sold, we see that
the position of C has improved by the acquisition of new inventory. (The failure to
sell may be why the widgets declined in value!) In any case, at T1 plus 45 days, D
acquires a shipment of super widgets valued at $500,000. Though the value of the
pool of inventory at T1 and at T1 plus 90 days remains the same, $1 million on each
date, there has been a transfer of D’s property to C that improved C’s position. This
transfer may be avoided as a preferential transfer even though the value of the pools
of inventory as of the two dates has remained constant.

It is possible to create preferences by supplying a letter of credit to support an
antecedent debt if the reimbursement obligation owed to the issuer of the letter of
credit is secured by property of D but the obligation owed to C that benefits from the
issuance of the letter of credit is unsecured. "

In the simplest case, assume C loans D $1000 at time T1 on an unsecured basis. Two
years later, at time T2, C demands that D give it a letter of credit to support
repayment of this loan. D contacts a bank that agrees to issue letters of credit for the
account of D (“LC”). LC agrees to issue a letter of credit to C provided that D grants
a security interest in D’s property to secured reimbursement of LC for any draws on
the letter of credit made by C. D grants the security interest to LC at time T3 and,
also at time T3, LC issues the letter of credit to C. D files for bankruptcy at time T4.
Now, if T4 occurs less than 90 days after T3, we might argue that the transfer of
security made by D to LC was also a transfer for the benefit of C. Thus, although LC
might argue that it simultaneously extended credit to D and received its security
interest, the bankruptcy trustee may use the benefit to C in respect of antecedent debt
to find a preference. As we have seen, the trustee has the option of recovering from
either C or LC, unless a defense can be made.

'3 See Matter of Compton Corp., 831 F. 2d 586 (5™ Cir. 1987). See also David Gray Carlson & William H. Widen,
Letters of Credit, Voidable Preferences and the “Independence” Principle, 54 Bus. L. Rev. 1661 (August 1999)
(explaining Compton and other cases).
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