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11 U.S.C. § 
547 – 

Preferential 
Transfers

(b) [T]he trustee may, based on reasonable due 
diligence in the circumstances of  the case and taking 
into account a party’s known or reasonable knowable 
affirmative defenses . . . [,] avoid any 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 before such transfer was made;
 (3) made while the debtor was insolvent; 
 (4) made on or within 90 days before the 
[petition was filed]; and 
 (5) that enables such creditor to receive more 
than [under a chapter 7 distribution if  the transfer 
had not been made[.]



Hypothetical 
Preferential Transfer

• Debtor, Trivanta Corp., hired 
Ironmark Construction to do some 
work on the company’s main building.  

• Ironmark sent its invoice, which 
Trivanta paid 30 days late. 

• Trivanta filed for bankruptcy within 90 
days after the payment. 



Where are Preferential Transfers Avoidable?

 Individual chapter 7

Municipal chapter 9

Individual chapter 11

Farmers and Fisherman 
chapter 12

 Corporate chapter 7

Corporate chapter 11

Small business chapter 11

Wage earner chapter 13



Preference Actions Settle





Legislative History – 1978 Bankruptcy Code

First, by permitting the trustee to avoid prebankruptcy transfers that 
occur within a short period before bankruptcy, creditors are discouraged 
from racing to the courthouse to dismember the debtor during his slide into 
bankruptcy.  The protection thus afforded the debtor often enables 
him to work his way out of  a difficult financial situation through cooperation 
with all of  his creditors.
Second, and the more important, the preference provisions facilitate the 
prime bankruptcy policy of  equality of  distribution among creditors of  the 
debtor.  



First Camp: Equality is the Reason for 
Preference Law

• The baseline standard for unsecured 
creditors is a pro rata distribution in 
chapter 7.  Preference law ensures that 
standard is complied with and not 
“cheated” in the days just prior to 
bankruptcy.  

• The standard of  equality is what creditors 
would likely have negotiated beforehand 
under a “Creditor’s Bargain.”

• Even Steven is fair and square.



What Do the Creditors Say?



First Camp: Equality is the Reason for 
Preference Law

• The baseline standard for unsecured creditors is a pro rata distribution in 
chapter 7.  Preference law ensures that standard is complied with and not 
“cheated” in the days just prior to bankruptcy.  

• The standard of  equality is what creditors would likely have negotiated 
beforehand under a “Creditor’s Bargain.”

• Even Steven is fair and square.

• Equality is a predictable and consistent standard.



But if  Equality is the Reason . . . 

• Why stop at 90 days?  

• Why limit it to transfers made while the debtor 
was insolvent?

• Why do we have any of  the exceptions to liability?
  



(1) Substantially contemporaneous exchange;

(2) Ordinary course transfer;
(3) Purchase money security interest;

(4) Followed by new value; 

(5) Floating lien on inventory and accounts;

(6) Statutory lien;

(7) Domestic support obligation;

(8) De minimus payments of  less than $600 (consumer) or $7,575 (commercial) 

Exceptions to Preference Liability



Legislative History – 1978 Bankruptcy Code

First, by permitting the trustee to avoid prebankruptcy transfers that 
occur within a short period before bankruptcy, creditors are discouraged 
from racing to the courthouse to dismember the debtor during his slide into 
bankruptcy.  The protection thus afforded the debtor often enables 
him to work his way out of  a difficult financial situation through cooperation 
with all of  his creditors.
Second, and the more important, the preference provisions facilitate the 
prime bankruptcy policy of  equality of  distribution among creditors of  the 
debtor.  



Second Camp: Deterrence is the Reason for 
Preference Law

• There may be innocent transfers, and the 
law should allow those to stay in place under 
a theory of  repose or commercial finality.  

• There may be essential trade partners with 
whom the debtor must maintain good 
relationships – we want to encourage their 
continued engagement with the debtor.  



But if  Deterrence is the Reason . . . 

• Why is the law written so broadly?

• Why is the law written so narrowly?

• Why does the law apply in liquidation proceedings?

• How is the creditor supposed to know when it is or is not 
okay to force collection?



What About 
Both?



The Math of  Deterrence

Benefit of  Taking the Action Cost of  Taking the Action Rational Decision



The Math of  Deterrence

Benefit of  Taking the Action Cost of  Taking the Action Rational Decision



Perpetuated 
Preferences

“the trustee may . . . avoid 
any transfer . . . .”

BFF



Perpetuated 
Preferences



Perpetuated 
Preferences

“the trustee may . . . avoid 
any transfer . . . .”

Critical Vendor



Making Preferences (Equal) Again

 Individual chapter 7

X Municipal chapter 9

X Individual chapter 11

X Farmers and Fisherman 
chapter 12

 Corporate chapter 7

X Corporate chapter 11

X Small business chapter 11

X Wage earner chapter 13



The Purpose of  Bankruptcy

Debtor Assets Debtor’s Liabilities/    
Creditor’s Expected Payout



The Losses of  Insolvency

Debtor Assets
Creditor Recovery

Creditor Costs



Avoiding Zero-
Sum 

Competition 
Costs



Avoiding 
Zero-Sum 

Competition 
Costs 

Before, 
After, and 

During 
Bankruptcy

• Prohibitions on ipso facto provisions – you can’t 
negotiate with/coerce the debtor to favor you 
ahead of  other creditors before the debtor 
becomes insolvent. 

• Prohibitions on preferential transfers – you 
can’t negotiate with/coerce the debtor to favor 
you after the debtor becomes insolvent but 
before bankruptcy.

• Enforcement of  the automatic stay – you can’t 
negotiate with/coerce the debtor to favor you 
after the debtor files for bankruptcy.  



The Math of  Deterrence

Benefit of  Taking the Action Cost of  Taking the Action Rational Decision



What is 
“Ordinary 
Course”?

The absence of  extraordinary 
efforts to collect, prompted by 
knowledge of  the debtor’s 
insolvency and a desire to shift 
losses onto other creditors.  



Historical Intent Requirements

1800, 1841: Debtor acted in 
“contemplation of  bankruptcy”

1867: Debtor acted “with a view to give a 
preference” and creditor had ”reasonable 
cause to believe” of  debtor’s insolvency

1898-1978:  Creditor has “reasonable 
cause to believe”  debtor was insolvent at 

time of  the transfer



How Could the Law on Preferential Transfers 
Be More Effective?

Redefine “Ordinary” 
Course Transfers

Give Creditors Control 
over Preferences

Offer Creditors a Bounty 
for Involuntary Filings



Questions?

Brook E. Gotberg

Professor of  Law

BYU Law School

gotbergb@law.byu.edu
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