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I n t ro d u c t i o n
P re fe rence lawsuits are a constant sourc e
of anguish in the credit commu n i t y. B u t
t h e re is nothing more gratifying than 
winning a pre fe rence lawsuit and 
d e p riving a bankruptcy trustee or 
debtor-in-possession of any re c ove ry on
the cl a i m .

H oweve r, v i c t o ry usually comes at a high
p rice! A successful cre d i t o r / p re fe re n c e
d e fendant fre q u e n t ly must incur signifi-
cant legal and other costs to obtain dis-
missal of a pre fe rence action.And accord-
ing to the A m e rican ru l e , in the ab s e n c e
of state law or a contractual 
p rovision to the contra ry, a successful
p a rty in a lawsuit is usually not entitled 
to re i m b u rsement of its legal and 
other costs incurred in connection with
the litigation.

In the face of this stark re a l i t y, a senior
c redit exe c u t i ve re c e n t ly asked whether a
t rustee or other pre fe rence plaintiff has
an obligation to investigate and take a
c re d i t o r ’s defenses into account in con-
s i d e ring whether to prosecute a pre fe r-
ence action? A re there any circ u m s t a n c e s
w h e re a cre d i t o r, that successfully
d e fends and obtains dismissal of a pre fe r-
ence law s u i t , has a claim for sanctions

against the plaintiff and its counsel fo r
i m p ro p e r ly prosecuting a losing case?

The issue of a successful pre fe re n c e
d e fe n d a n t ’s right to re c ove ry of sanctions
f rom a trustee or other pre fe rence plain-
t i ff and/or its counsel was re c e n t ly con-
s i d e red by Bankruptcy Ju d ge Je ro m e
Fe l l e r, in In re Berger Industri e s , I n c. , a
b a n k ruptcy case pending in the United
States Bankruptcy Court for the Eastern
D i s t rict of New Yo rk . Fo l l owing 
the bankruptcy court ’s dismissal of a pro-
t racted and bitterly contested pre fe re n c e
a c t i o n , the successful pre fe rence defe n-
d a n t , a trade creditor of the debtor, h a d
m oved against the debtor’s counsel fo r
re i m b u rsement of the cre d i t o r ’s legal
costs incurred in defense of the litigation.
The creditor based its sanctions claim on
the fa i l u re of Berge r ’s attorn ey to inve s t i-
gate the ord i n a ry course of business
d e fense the creditor had asserted and
relied upon in winning the law s u i t .W h i l e
the bankruptcy court had refused to
impose sanctions against Berge r ’s 
c o u n s e l , the court rejected a per se 
rule that would have negated any 
re q u i rement for a pre fe rence plaintiff 
and its counsel to conduct a pre -
l awsuit investigation of affi rm a t i ve
d e fenses to a pre fe rence cl a i m .The court
imposed a duty on a bankruptcy tru s t e e

or debtor-in-possession to inve s t i g a t e
“ o bv i o u s ” a ffi rm a t i ve defenses prior to
commencing a pre fe rence action, t h o u g h
found that the ord i n a ry course defe n s e
s u c c e s s f u l ly asserted by the creditor wa s
not a basis for sanctions because it wa s
fa c t u a l ly complex and not “ o bv i o u s ”
when suit was fi l e d .

The decision serves as a wa rning to bank-
ruptcy trustees and other pre fe re n c e
p l a i n t i ffs that under the right egre gi o u s
c i rc u m s t a n c e s , a victorious pre fe re n c e
d e fendant might re c over sanctions fro m
the losing party based on the pro s e c u t i o n
of a non-sustainable pre fe rence law s u i t .

An Overview of Pre f e re n c e
Claims and Defenses
Section 547 of the Bankruptcy Code gov-
e rns pre fe rence claims and defe n s e s .T h e
p re fe rence statute is designed to discour-
age a debtor from pre fe rring one cre d i t o r
over other cre d i t o rs by opting to pay a
c re d i t o r, but not other cre d i t o rs , d u ri n g
the debtor’s slide into bankru p t c y.This is
supposed to ensure that all of the
d e b t o r ’s cre d i t o rs are treated fa i r ly, a n d
t h e re by discourage creditor enfo rc e m e n t
actions that might pre c i p i t o u s ly and pre-
m a t u re ly fo rce a debtor into bankru p t c y.
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A bankruptcy trustee or other pre fe re n c e
p l a i n t i ff can avoid and re c over tra n s fe rs
as pre fe rences for the benefit of all cre d i-
t o rs and the debtor’s bankruptcy estate
by proving all of the fo l l ow i n g : (1) the
debtor tra n s fe rred its pro p e rty to or fo r
the benefit of a cre d i t o r ; (2) the tra n s fe r
was made on account of antecedent
indebtedness owing by the debtor to that
c re d i t o r ; (3) the tra n s fer was made within
90 days of the commencement of the
b a n k ruptcy case for non-insider cre d i t o rs ;
(4) the debtor was insolvent at the time
of the tra n s fer (i.e., l i abilities ex c e e d e d
a s s e t s , w h i ch is presumed within the 90-
d ay pre fe rence peri o d ) ; and (5) the tra n s-
fer enabled the creditor to re c e i ve more
than it would have re c e i ved had the tra n s-
fer not been made and the debtor was 
liquidated under Chapter 7 of the
B a n k ruptcy Code.

Once a trustee or other pre fe rence plain-
t i ff proves all of the Section 547(b) ele-
ments of a pre fe rence cl a i m , a
c re d i t o r / p re fe rence defendant can seek
to reduce its pre fe rence ex p o s u re by sat-
isfying the re q u i rements of one or more
of the defenses to pre fe rence claims con-
tained in Section 547(c). S e c t i o n
547(c)(1) excuses from pre fe rence re c ov-
e ry any payment or other tra n s fer that the
debtor and creditor had intended as a
c o n t e m p o raneous ex ch a n ge for new
value and that wa s , in fa c t , a substantially 
c o n t e m p o raneous ex ch a n ge .This defe n s e
is fre q u e n t ly invo ked for cash on delive ry
(COD) pay m e n t s .

Another typical pre fe rence defense is the
n ew value defense arising under Section
5 4 7 ( c ) ( 4 ) .The new value defense allows a
c reditor to reduce a pre fe rence claim by
the cre d i t o r ’s extensions of credit to or
for the benefit of the debtor subsequent
to any alleged pre fe rential tra n s fe r. T h e
n ew value cannot be secured by 
an otherwise unavo i d able security inter-
est and cannot be paid by an 
otherwise avo i d able tra n s fe r.

The ord i n a ry course of business defe n s e
a rising under Section 547(c)(2) is another
f re q u e n t ly raised pre fe rence defe n s e . A
t ra n s fer is not a pre fe rence if it was (A) in

p ayment of a debt incurred by a debtor in
the ord i n a ry course of business or fi n a n-
cial affa i rs of the debtor and the cre d i t o r ;
(B) made in the ord i n a ry course of busi-
ness or financial affa i rs of the debtor and
the cre d i t o r ; and (C) made according to
o rd i n a ry business term s .The fi rst re q u i re-
m e n t , the incurrence of debt in the ord i-
n a ry cours e , is stra i g h t fo r wa rd and usual-
ly satisfied by a cre d i t o r ’s extension of
c redit to the debtor.The second re q u i re-
m e n t , p ayment in the ord i n a ry course of
b u s i n e s s , re q u i res a comparison of, a n d
consistency betwe e n , the alleged pre fe r-
ence payment and the payment history
b e t ween the debtor and cre d i t o r. T h e
t h i rd re q u i re m e n t , p ayment according to
o rd i n a ry business term s , re q u i res a 
s h owing that the alleged pre fe rence wa s
consistent with the payment practices in
the re l evant industry, and was not “ i d i o-
s y n c ra t i c ”or “ u nu s u a l ”when compared to 
p ayments to others in that industry.

E a ch of these defe n s e s , and the other
p re fe rence defenses contained in Section
5 4 7 ( c ) , a re intended to encourage cre d i-
t o rs to continue doing business with,a n d
extending credit to, fi n a n c i a l ly distre s s e d
fi rm s . The contemporaneous ex ch a n ge
(COD) and new value defenses are based
on a cre d i t o r ’s providing new goods 
or services to or for the benefit of a fi n a n-
c i a l ly distressed debtor that re p l e n i s h e s
the debtor, either after the tra n s fer in the
case of the new value defe n s e ,or substan-
t i a l ly contempora n e o u s ly with the tra n s-
fe r, in the case of the contempora n e o u s
ex ch a n ge defe n s e . The new value and
o rd i n a ry course of business defenses are
also intended to encourage cre d i t o rs to
c o n t i nue doing business on normal cre d-
it terms with a tro u bled company. In 
the absence of these defe n s e s , c re d i t o rs
would not have any incentive to continu e
dealing with, p roviding goods or serv i c e s
t o , and/or extending credit to tro u bl e d
c o m p a n i e s , t h e re by pre c i p i t o u s ly 
pushing a company into bankru p t c y.

The Berger Industries Case
The debtor and pre fe rence plaintiff,
B e rger Industri e s ,I n c .was a manu fa c t u re r
of electric couplings and connectors ,
steel tubing and conduits. A rt m a rk , t h e

p re fe rence defe n d a n t ,was an importer of
i n d u s t rial components that we re cru c i a l
to Berge r ’s manu fa c t u ring opera t i o n s .
A rt m a rk supplied product to Berger pri o r
to and after the commencement of
B e rge r ’s bankruptcy case.

On November 16,1 9 9 3 ,s even steel suppli-
e rs filed an invo l u n t a ry bankruptcy peti-
tion against Berge r.Two days later, B e rge r
obtained entry of an order conve rting the
case to Chapter 11. On November 13,
1 9 9 5 ,B e rger filed a complaint that sought
re c ove ry of $177,631.36 in alleged pre fe r-
ence payments to A rt m a rk during the 90
d ays prior to the filing of the invo l u n t a ry
p e t i t i o n .The pre fe rence action lasted six
and a half ye a rs and was pro t ra c t e d ,b i t t e r
and hotly contested.T h e re was never any
dispute about Berge r ’s ability to prove all
of the elements of a Section 547(b) pre fe r-
ence claim against Artmark. At issue
t h roughout the lawsuit was whether
A rt m a rk had sustained its burden of pro o f
that the ch a l l e n ged payments we re sub-
ject to the new value and ord i n a ry cours e
of business defenses and, t h e re fo re , n o t
re c ove rable as pre fe re n c e s .

R e c u rring effo rts to settle the case had
p roved futile, and discove ry disputes fre-
q u e n t ly occurre d . A rt m a rk had initially
filed a pre t rial motion requesting sanc-
tions for the commencement of the
a c t i o n .The bankruptcy court denied the
motion as pre m a t u re , without pre j u d i c e
to the re filing of the motion at the concl u-
sion of the law s u i t . In Ja nu a ry,1 9 9 7 , ag a i n
in Ju ly, 1 9 9 8 , and yet a third time when
the trial began in Ju ly 1999, B e rge r
reduced its pre fe rence claim fi rst to
$ 7 7 , 0 0 0 ; then to $68,735, and fi n a l ly to
$ 5 5 , 0 2 9 . 3 7 , after conceding in excess of
$120,000 of new value off s e t s .

In Ju ly 1999, the bankruptcy court con-
ducted a two - d ay trial of the pre fe re n c e
a c t i o n .The trial centered on the ord i n a ry
c o u rse of business defe n s e .The court dis-
missed the lawsuit based on A rt m a rk ’s
h aving proven the applicability of the
o rd i n a ry course of business defe n s e .

Four months later, A rt m a rk , re lying on
B a n k ruptcy Rule 9011, filed a motion
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with the bankruptcy court seeking sanc-
tions from Berge r ’s counsel. B a n k ru p t c y
Rule 9011 imposes a duty on attorn eys to
c e rtify that they had conducted a re a s o n-
able inquiry into the grounds for the law-
suit they are prosecuting and determ i n e d
that the lawsuit is meri t o rious and not
interposed for an improper purpose.
A rt m a rk sought re i m b u rsement of attor-
n ey s ’ fees and disbursements in the sum
of approx i m a t e ly $100,000, i n c u rred in
s u c c e s s f u l ly defending Berge r ’s pre fe r-
ence action.A rt m a rk claimed that Berge r
was re q u i red to consider the applicab i l i t y
of possible affi rm a t i ve defenses to
B e rge r ’s $177,000 pre fe rence claim pri o r
to commencing suit.

The court denied A rt m a rk ’s sanctions
cl a i m .H oweve r,the court did not endors e
a rule that pre cludes sanction claims by
successful parties in a lawsuit—the court
rejected a per se rule negating the
re q u i rement for a pre - l awsuit inve s t i g a-
tion of affi rm a t i ve defenses to a pre fe r-
ence cl a i m . The better view makes any
duty of pre - filing inquiry contingent upon
the circumstances of the case.

R e q u i ring a plaintiff to anticipate affi rm a-
t i ve defenses in order to avo i d
B a n k ruptcy Rule 9011 sanctions wo u l d
i m p ro p e r ly re o rder the traditional bur-
dens of pleading.B e rger had no pre - l i t i g a-
tion duty to conduct an inquiry into pos-
s i ble affi rm a t i ve defenses that A rt m a rk
could ra i s e , except for “ o bv i o u s ”d e fe n s e s
that could be proven without discove ry.

The court did not consider A rt m a rk ’s ord i-
n a ry course of business defense to be
o bvious when Berger commenced its
l aw s u i t . Sanctions would not have been
a p p ro p riate where A rt m a rk ’s ord i n a ry
c o u rse of business defense was fa c t u a l ly
c o m p l ex , and Berger and its counsel
l a cked all of the necessary facts to deter-
mine the applicability of the defe n s e . I n
fa c t , B e rge r ’s counsel had relied on info r-
mation from its client that the pay m e n t s
to A rt m a rk we re not made in the ord i n a ry
c o u rse of business between Berger and
A rt m a rk .A l s o ,A rt m a rk had the burden of
p roving that the alleged pre fe rence 

p ayments we re ord i n a ry in relation to the
p revailing practices in its industry, t h e
i n d u s t rial components industry. B e rge r ’s
counsel did not have this info rmation 
and did not have to obtain it prior to 
commencing the law s u i t .

The court also found that sanctions
were not warranted where, during the
course of the litigation,Berger had given
Artmark credit for increasing amounts
of new value and reduced its preference
claim by in excess of $120,000 of new
value offsets, first to $77,000; then to
$60,735; and finally at the beginning of
the trial to $55,029.77. The court com-
mended Berger and its counsel fo r
engaging in “responsible advocacy” by
reducing its preference claim by more
than $120,000 of new value offsets,
after ack n ow l e d ging A rt m a rk ’s new
value defense.The court felt this reflect-
ed Berger’s objective reappraisal of the
strengths and weaknesses of its case
throughout the litigation, rather than an
admission by Berger of a fatal defect in
the lawsuit as Artmark had argued.

C o n c l u s i o n
The court in the Berger Industries case
s u g gested that a trustee or other pre fe r-
ence plaintiff cannot prosecute a pre fe r-
ence action where the cre d i t o r ’s defe n s e s
a re “ o bv i o u s ” . The court did not fi n d
A rt m a rk ’s ord i n a ry course of business
d e fense to be “ o bv i o u s ” because the
d e fense was fa c t u a l ly complex and nei-
ther Berger nor its counsel had all of the
n e c e s s a ry facts about the existence of the
d e fe n s e . U n fo rt u n a t e ly, the court did not
consider what constituted an “ o bv i o u s ”
p re fe rence defense that would have wa r-
ranted the imposition of sanctions, a n d
g ave Berge r ’s counsel a pass in its deci-
sion to reduce the pre fe rence claim by
m o re than $120,000 based on nu m e ro u s
a ck n owledgments of off s e t t able new
value during the course of the litigation.

One wo n d e rs how tolerant a court might
be where a trustee continues to pro s e-
cute a pre fe rence litigation after being
p rovided with proof that one or more of
the pre fe rence ch e cks had bounced, o r

with proof of undisputed new va l u e
extensions of credit subsequent to the
a l l e ged pre fe re n c e s . The United States
B a n k ruptcy Court in Delawa re , in In re
H e c h i n ger Investment Co. of Delawa re
I n c. , dealt with a sanctions motion ag a i n s t
special counsel retained to handle a pre f-
e rence action by defe rring a ru l i n g , b u t
commenting that the effo rt and activity
by plaintiff had appeared to be far out of
p ro p o rtion to the small amount at issue in
the case, and that the vast majority of
p re fe rence actions of similar amount
we re settled after limited discove ry. T h e
c o u rt was responding to plaintiff’s stingy
high settlement offer that defendant had
rejected in view of its perc e i ved stro n g
o rd i n a ry course of business defe n s e , a n d
a p p e a red to be “ h i n t i n g ” that plaintiff’s
counsel settle the law s u i t !

It will be interesting to see the continu e d
evolution of the case law on the imposi-
tion of sanctions for impro p e r ly 
p rosecuted pre fe rence cl a i m s !
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