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Texas Creditors Say They Suffer—While Trustees and
Attorneys Reap the Benefit of Bankruptcy Preferences

March 15, 2005: Columbia, MD—Kathleen Quill, President of the National Association of Credit
Management (NACM) affiliate in Houston calls the problem “checkbook preferences.” She is referring to
the fact that creditors or trustees simply open a company’s checkbook, count back 90 days from the date
of bankruptcy filing, and send a preference demand to anyone who received a payment in those 90 days,
whether or not there were any grounds for believing the payment to be preferential.

Section 547 of the current federal Bankruptcy Code is causing Texas businesses large and small to lose
money they’ve already earned, and they're not happy about it. The situation isn’t new. This section of the
Bankruptcy Code has been in place for many years, but became a bigger problem for creditors in the last
decade as business bankruptcies rose.

Section 547 covers so-called “preference” payments that are made by a business debtor to a creditor in
the 90 days before the debtor files for bankruptcy. Under the current Code, the debtor is assumed to have
been bankrupt in those 90 days and any payments made to creditors in that period can be considered
“preferences” because those creditors were paid—or paid more—when others were not.

The bankrupt company or its trustee can demand those payments be returned to the pool of funds from
which all creditors may eventually be paid—unless the creditor can prove the payments were not
preferences. The creditor has a few recognized defenses to choose from, the most frequently used being
“ordinary course of business.”

“Ordinary course” requires the creditor to show that the payments in question conformed to the regular
pattern of dealings between the two companies. The creditor must also prove that these business
dealings were in line with those normally accepted in its industry. Unfortunately, the “ordinary course”
defense has become riddled with loopholes and is open to widely differing interpretations, rendering it
extremely weak.

For example, David Watson, Vice President of Credit for Olmsted-Kirk Paper Company in Dallas, a
supplier to commercial printers, and owner of 17 O-K Paper Centers, tells of an order from a customer,
where “we asked the customer to make partial payments as goods were delivered rather than waiting
until the final shipment.” This resulted in his company getting paid faster than they normally had in the
preceding 12 months. “The customer went bankrupt and demanded $50,000 of those payments back. We
wound up re-paying $30,000. “The key was the partial payments,” he says, “we had never received partial
payments from this customer in the past, so it was determined that it was outside the ordinary course of
business with that customer.”

“Although we had insisted on partial payments in order to continue shipping... that wasn’t the way we had
been doing business with them before. So we were penalized for doing our job—for recognizing a risk
and protecting ourselves. Preference laws were enacted to stop the ‘brother-in-law’ deals that go on
before a company files for bankruptcy,” continued Watson, “but that’s not the way they’re working. If
preference payments were set aside strictly for the unsecured creditors, you'd see preference demands
all but disappear.”

Watson was referring to the fact that a good portion—sometimes all—of a bankruptcy estate is eaten up
by payments to the trustee, attorneys and accountants.

Watson is not alone in complaining about the fact that most of the funds realized from preference
payments are never returned to unsecured creditors. A landmark study on preference payments
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