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Evaluating credit risk 
of a customer with a 
complex balance sheet 
and varied sources of 
revenue, can, at times 
be a science for the 

credit executive.  Attempting to evaluate a 
customer’s insolvency risk, or forecast that 
risk, may often requires the credit judgment 
of a seasoned credit executive, which can 
make the difference as to whether a vendor 
acts early and cuts off future credit.  How-
ever, even if the insolvency risk is identi-
fied, a vendor may still elect to extend 
terms where a customer is a significant 
source of business, and management may 
override the credit executive’s credit hold 
recommendation.  In this setting, manage-
ment believes that the opportunity for profit 
through short term sales may outweigh the 
customer’s insolvency risk.   

 

IS A DEBTOR’S CREDIT 
CARD PAYMENT TO YOU A 
PREFERENTIAL TRANS-
FER? IT ALL DEPENDS 

 
Bradley Blakeley 
bblakeley@bandblaw.com 
 

When making credit 
arrangements with a 
struggling debtor, a 
creditor should give 
special consideration to 
receiving payment by 

credit card.  As determined by the Kansas 
bankruptcy court in the recent decision of In 
re Bryan K. Marshall, a transfer by a 
debtor’s credit card company may not be 
considered a preferential transfer in the 
event the debtor files bankruptcy. 

 
In In re Bryan K. Marshall, the Chap-

ter 7 trustee brought an adversary proceed-
ing to set aside alleged preferential transfers 
occurring when the debtors took advantage 
of offer by one credit card company to 
transfer balances from the debtors' other 
credit card accounts.  The creditor defended 
on basis that, when balance was paid by the 
credit card company, no interest of the debt-
ors in the property was transferred as re-
quired under the bankruptcy preference 
laws. 

 
Before the payments by the credit card 

company to the creditor, the debtors had 
available pursuant to their agreements with 
the credit card company two substantial 
lines of credit.  Pursuant to the debtors' re-
quest, the credit card company transferred 
funds to the creditor and posted as balances 
due from the debtors to the credit card com-
pany in the amounts paid to the creditor.  
Before the transactions, the debtors owed 
the creditor, and after the transactions, the 
debtors' obligation to the creditor was re-

 
 

(Continued on page 9) 

CONTENTS  

 

If the customer does file Chapter 11, 
the credit executive knows that long delays 
await before receiving payment on the 
prepetition account, which payment is usu-
ally but a fraction of the claim. Indeed, it is 
not uncommon for the vendor to receive 
stock in the reorganized debtor in exchange 
for its prepetition claim.  Traditionally, a 
vendor’s collection strategy for the chapter 
11 customer was limited to filing a proof of 
claim, perhaps serving on the creditors’ 
committee, and in serving on the creditors’ 
committee, press the debtor for a meaning-
ful payment.  However, with the evolution 
of the critical vendor doctrine, the credit 
executive may have an alternative for pay-
ment that may result in payment in full.  

 
The critical vendor doctrine most com-

monly applies where a vendor is a key sup-
plier.  The vendor, selling invoice by in-
voice (as opposed to a long term supply 
contract), may elect not to continue to sell 
the debtor postpetiton.  However, the ven-
dor’s product or service may be viewed by 
the debtor as essential to its continued op-
erations.  In this situation, the debtor may 
request that the court authorize it to imme-
diately pay the vendor’s prepetition claim, 
in exchange for the vendor selling to the 
debtor postpetition on credit.   

 
What point s does the credit executive 

negotiate with the debtor before committing 
to a critical vendor contract? How long 
must the vendor continue to supply the ven-
dor to qualify?  What of price increases?  
What is the consequence if one of the pro-
visions is breached, must the vendor dis-
gorge the critical vendor payment?  The 
bankruptcy court in In re Meridian Automo-
tive Systems recently considered the terms 
of a critical vendor contract and whether 
the vendor may pass on price increases to 
the debtor postpetition.  Unfortunately, for 
the vendor, not only did the court not allow 
the vendor pass on the price increases, but  
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PAYMENTS MADE IN ORDI-
NARY COURSE OF BUSI-
NESS BASED ON THE TIM-
ING OF THE CAPITAL IN-
FUSIONS DESPITE LITTLE 
CONSISTENCY IN THE TIM-
ING AND AMOUNT OF THE 
PAYMENTS 
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Vendors often raise an 
ordinary course of busi-
ness defense in defend-
ing a preference action 
to show that the alleged 
preferential transfers 

were made in consistent with the transac-
tions prior to the preference period and 
were made in the ordinary course of busi-
ness between the debtor and the vendor.   

 
When determining whether a transfer 

is made in the ordinary course of business, 
courts look at the delay in payment and the 
age of the paid invoices when paid as im-
portant factors.  However, in In re NETtel 
Corporation, Inc., 369 B.R. 50 (2007), the 
court focuses on the debtor’s cash infusions 
from its investors as the determining factors 
to the timing and amount of the payments.  
When the amount and timing of the debtor’s 
payments were never tied to the age of the 
invoices issued by the creditor, the age of 
those invoices at the time of payment is 
irrelevant.   

 
In NETtel, the Chapter 7 Trustee filed 

a preference action to recover two transfers 
made by NETtel Corporation, Inc. 
(“NETtel”) to DMR Consulting, Inc. 
(“DMR”), a service provider.  NETtel never 
made any of its payments within thirty days 
of receipt of the invoices as provided by the 
terms of the parties’ contract.   

 
In December, NETtel’s operations 

were substantially funded by a large infu-
sion of working capital received in the prior 
summer.  By the following February, NET-
tel was paying only a portion of its bills 
because its cash position had worsened.  
NETtel’s routine response was to ask the 
vendors to be patient and to indicate that 
NETtel was expecting a substantial infusion 
of working capital from its IPO, at which 
time NETtel would be in a position to make 
substantial payments to its vendors on their 
past-due invoices. 

 

In early April, NETtel received an in-
fusion of approximately $6 million.  The 
loan enabled NETtel to make significant 
payments to its vendors, including DMR.  
On April 20, NETtel received an infusion of 
approximately $10 million from a private 
placement in which NETtel issued shares of 
preferred stock to a group of investors.  An 
additional infusion of $1.5 million in May 
contributed to smaller payments to NET-
tel’s vendors.  NETtel received a $14 mil-
lion cash infusion in July, and another $10 
million in August. 

 
The infusions resulted in payments 

during the preference period to DMR.  The 
Trustee seeks to avoid the last two pay-
ments as preferential transfers.  DMR ar-
gued that the two payments at issue were 
made in the ordinary course of business 
pursuant to 11 U.S.C. section 547(c)(2), 
prior to the 2005 Bankruptcy Reform Act.   

 
The court determined that NETtel’s 

payments appeared to be little consistency 
prior to the preference period.  NETtel ar-
gued that the timing of payments by NETtel 
to its vendors was directly related to the 
timing of infusions of funding from NET-
tel’s investors and lenders.  The amount of 
payments made by NETtel to its vendors 
was directly related to the availability of 
funding from such infusions and to NET-
tel’s ordinary practice of paying its vendors  

(Continued on page 5) 

PACA: PROTECTIONS FOR 
AMERICA’S AGRICULTURAL 
ROOTS IN THE 21ST CENTURY 
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As the millennium presses 
on, Americans grow fur-
ther and further from the 
agrarian roots that form 
the genesis of our modern 
economic might.  Farming, 

privately and commercially, no longer occu-
pies the political ear it once did.  However, 
agriculture continues to hold a position as one 
of America’s great assets.  An issue that farm-
ers and the sellers of their produce face is 
ensuring that the law, with its organic and 
ever-changing nature, continues to protect 
their interests politically and monetarily.  En-
ter the Perishable Agricultural Commodities 
Act, better known by the acronym PACA. 

 
PACA was established by Congress to 

protect the sellers of produce from nonpay-
ment by the buyers of their goods.  One of the 
more important aspects of PACA is a provi-
sion that allows for the creation of a trust.  
PACA allows for the preservation of a seller’s 
interest in produce sold through the creation 
of these trusts.  These trusts are a crucial part 
of PACA in that, when properly created, if a 
buyer of produce subject to the trust becomes 
insolvent, the proceeds held in the trust are 
given to the seller before any other creditors 
are paid any of the assets that make up the 
trust.  

 
If a trust is correctly created under 

PACA, the produce and monies gained 
through the sale of the produce must be kept 
separate from a buyer’s produce and monies 
not subject to the trust.  Failure to keep trust 
goods and monies separate from all other 
goods and monies allows the seller to reach 
any of the buyer’s assets to satisfy the debt of 
the trust.  

 
To create a trust under PACA, the first 

requirement is that notice be given by the 
seller to the buyer of the intent to create the 
trust within 30 days of the debt becoming 
due.  PACA allows this notice requirement to 
be satisfied by including a specified statement 
in the billing papers.  This statement is lo-
cated on PACA’s website and brochures 
available through the mail from PACA.  As 
long as this notice is given, the seller’s inter-
est in the trust is solidified. 
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HOLDING A GUARANTOR 
LIABLE THIRTY YEARS 
LATER 

 
Jane Hamber 
jhamber@bandblaw.com 

 
When it comes to start-
ing a new business, pur-
chasing equipment, or 
raising capital for an 
existing business, the 

subject of guaranties frequently comes into 
play.  It is not uncommon in today’s busi-
ness practices for vendors extending credit 
to customers to request that the customer 
execute some form of guaranty. But when 
exactly does the guarantor’s obligation to 
the vendor cease?  

 
In a recent Federal District Court deci-

sion, the court in Phelps Dodge Corp. v. 
Schumacher Electric Corp., 415 F. 3d 665 
(N.D. Ill. 2005) held a guarantor  liable for 
the debtor’s failure to pay it’s creditor thirty 
years after the guarantor executed the guar-
anty.   

 
Schumacher Electric (“Schumacher’) 

was a family owned corporation that en-
gaged in the manufacture of battery charg-
ing equipment and electrical transformers.  
A major component of Schumacher’s busi-
ness involved the use of copper wire.  In 
1968, Schumacher’s principal created Horn-
ing Wire Corporation (“Horning”) to manu-
facture the required copper wire for 
Schumacher. Phelps Dodge (“Phelps”) then 
sold the copper rod required for the manu-
facture of the copper wire to Schumacher, 
but delivered the copper rod to Horning at 
Schumacher’s request.  In 1971, at 
Schumacher’s request, Phelps began to sell 
the copper rod directly to Horning, for 
which Horning was responsible for pay-
ment.  In order to induce Phelps to become 
a trade vendor of a new company such as 
Horning,  Schumacher entered into the fol-
lowing guaranty, “…in connection with our 
request to Phelps to sell, and therefore bill 
Horning rather than Schumacher, this letter 
will serve as a guaranty by Schumacher of 
the payment of any purchases of copper by 
Horning from Phelps.” 

 
Thirty years after the execution of the 

guaranty, Horning was unable to keep up 
with its bills and defaulted on its account 
with Phelps in the amount of $372,000.  
Phelps sought to hold Schumacher liable on 
its guaranty, which Schumacher refused, 
explaining that it had not kept a copy of the 

VOICE MAIL REQUESTING 
PAYMENT VIOLATES THE  
AUTOMATIC STAY—AND 
WARRANTS PUNITIVE 
DAMAGES 
 
Scott Blakeley 
seb@bandblaw.com 

 
You receive notice that your long term 

customer, a sole proprietor, that you have 
provided product or service on credit has 
filed for Chapter 11 or Chapter 13 bank-
ruptcy.  The bankruptcy filing leaves you 
with a prepetition unsecured claim.  You 
had a long trade relationship with the debtor 
and routinely followed up delinquent in-
voices with reminder phone calls.  The 
phone calls generally were effective in get-
ting the invoices paid. 

 
A credit executive is well aware that 

with a bankruptcy filing, whether a Chapter 
7, 11 or 13 bankruptcy petition, whether an 
individual, partnership, corporation or LLC 
have filed, all collection efforts must imme-
diately cease because of the automatic stay.  
But does your calling the debtor regarding 
your prepetition debt constitute a violation 
of the Bankruptcy Code’s automatic stay, 
especially when you have a continuing 
trade relationship with the debtor postbank-
ruptcy?  What if you leave a voice mail that 
you may turn the delinquent account over to 
the local district attorney to investigate any 
criminal wrongdoing as to the prepetition 
debt, as the debtor passed “NSF” check, 
violate the automatic stay, and even lead to 
punitive damages?  In a recent bankruptcy 
case, In re Hodge, the court found the credi-
tor’s voice mail had violated the automatic 
stay and awarded sanctions to the debtor.                 

 
Creditor’s Voice Mail Demanding 

Payment 
 
In Hodge, a creditor held an unsecured 

claim against the debtor prebankruptcy.  
The debtor filed Chapter 13 bankruptcy.  
The creditor received written notice from 
the debtor’s counsel on the date of the 
bankruptcy filing that the debtor had filed 
and that the automatic stay was in effect. 

   
After receiving the letter from the 

debtor, the creditor left a voice mail de-
manding the debtor repay the prepetition 
debt which was based on an “NSF” check.  

 
 

(Continued on page 6) 
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guaranty and had forgotten of its existence.   
 
In the ensuing litigation, between 

Phelps and Schumacher for enforcement of 
the guaranty, Schumacher argued that when 
a guaranty is silent as to duration, the guar-
antor’s obligation to pay for the debts of the 
debtor should expire after a “reasonable 
time.”    

 
In formulating its decision, the court 

relied on basic contract interpretation prin-
ciples and acknowledged that contracting 
parties would unlikely place themselves in 
situations that would extend their obliga-
tions “until the Day of Judgment.”  How-
ever, the court cited that such a legal princi-
pal has limited application to continuing 
guaranties, the type of guaranty executed 
between the parties.   

 
A continuing guaranty is one that is 

tied to a specific course of dealing between 
the parties and is revocable at any time by 
the guarantor upon not ice to the obligee 
without any liability.  Thus, a continuing 
guaranty protects a party from being placed 
under an obligation of oppressive duration.  
The only situations in which the law im-
poses time limits on continuing guaranties 
is where the course of dealing to which the 
guaranty was tied have ceased, the guaran-
tor reasonably assumes that the guaranty 
has lapsed,  and later discovers that the par-
ties resume their course of dealings.   

 
The situation between Phelps and 

Horning however was a continuous rela-
tionship which never lapsed.  Phelps, aware 
of its ability to recover if necessary from 
Horning’s guarantor, supplied Horning with 
its required amount of copper.  Schumacher 
at no point made any attempt to revoke the 
guaranty, even though it could have done so 
at any time.    

 
The court was unwilling to supply a 

“reasonable time” for the expiration of the 
guaranty in this case as the guaranty and the 
language surrounding the obligation was 
sparse, thereby making it more difficult for 
the court to step in and devise terms to fill 
in the gaps.  Given the simplicity of the 
remedy associated with continuing guaran-
ties; revocation at any time without liability, 
the court held Schumacher liable for the 
debts of Horning to Phelps. 

 
When negotiating the relevant provi-

sions of a guaranty, the trade vendor should  
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CASHING CHECK NOTATED 
“PAID IN FULL”:  ARE YOU 
WALKING FROM THE BAL-
ANCE OWED? 
 
Scott Blakeley 
seb@bandblaw.com 

 

Customers are continuing to push ven-
dors towards electronic forms of payments, 
and vendors are embracing (some forced) 
such forms of payments.  However, a cus-
tomer paying by check is still the most 
common method of payment for a vendor’s 
goods or services.  Given this, a vendor 
must still be mindful of the informal means 
of a customer resolving disputes through 
payment by check, referred to as accord and 
satisfaction.   

 
Consider the common situation in a 

non-electronic form of payment: you in-
voice the customer $125,000 on open ac-
count.  When payment is due, your cus-
tomer disputes the amount of the open in-
voice, contending that, say, only $100,000 
is owed based on defective product in-
cluded in the shipment.  Your customer 
mails a check to your credit department for 
$110,000 in an attempt to resolve the dis-
pute.  The debtor writes on the check 
“payment in full.”  What are the conse-
quences if you cash the check?  Do you 
waive the right to the balance of the open 
invoice? 

         
A recent opinion, Wolfe Construction 

v. Eagle Ridge, discusses the legal principle 
of “accord and satisfaction”; how a debtor 
and creditor may rewrite a contract to settle 
an account dispute without court interven-
tion.            

 
Accord And Satisfaction 

 
Accord and satisfaction is generally 

defined as a substitute contract between a 
debtor and creditor for the settlement of a 
debt for a different amount than allegedly 
owed.  Accord and satisfaction has evolved 
from common law principles that encourage 
parties to settle a disputed debt without ju-
dicial intervention.   

 
Under the common law, if a creditor 

received a check for less than the full 
amount owed and that check contained a 
conspicuous notation that it was tendered as 
satisfaction of the entire debt, the creditor 
had two options: (1) reject the offer by re-
turning or destroying the check; or (2) cash 
the check and accept the accord.  A creditor 

check has been cashed.   
 
The UCC provides for prevention of 

an accord and satisfaction mistakenly taking 
place.  Where a check is sent to an auto-
mated collection center of an organization 
and are cashed without inspection, a vendor 
may require that, to be effective, any at-
tempted accord and satisfaction must be 
sent to a particular office.   

         
Accord And Satisfaction In Action     
                 

In Wolfe Construction v. Eagle Ridge,  
the debtor contracted with the vendor to 
construct a building.  After completion of 
the work, the vendor sent the debtor a final 
invoice.  The debtor sent a check, with the 
words written on both the front and back of 
the check “Full & Final Payment.”  The 
check was accompanied by a “Debit Memo-
randum”.  The vendor did not immediately 
cash the check, but instead filed a notice of 
intention to hold a mechanic's lien against 
the real estate. The vendor then attempted 
to cash the check, but the debtor’s bank 
refused to cash the check as it was more 
than six months old.  

 
The debtor sent the vendor a replace-

ment check which was also marked on the 
front and back, “Full & Final Payment.” 
The vendor endorsed and cashed the check. 
The debtor demanded the vendor release the 
mechanic's lien. The vendor refused to re-
lease the lien and filed a complaint to fore-
close the mechanic's lien.  The debtor filed 
a counterclaim alleging that it suffered 
damages because of vendor’s refusal to re-
lease the lien.  The trial court entered judg-
ment in favor of the debtor finding an ac-
cord and satisfaction, and the vendor ap-
pealed. 

 
The General Rule 

 
The court analyzed the checks, and 

found that the notations on the checks were 
conspicuous and that the vendor understood 
that the checks were meant to fully satisfy 
the debt.  Accordingly, the debtor argued, 
there was an accord and satisfaction of the 
debts.  The court cited the general rule un-
der the Uniform Commercial Code that 
where an amount due is in dispute, and the 
debtor sends a check for less than the 
amount claimed, expressing a settlement in 
full, the cashing of the check will be held as 
an acceptance of the customer’s offer. 

                         
  

(Continued on page 5) 
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can not avoid an accord and satisfaction by 
either reserving his or her rights by writing 
on the check or by crossing out the full set-
tlement language on the check.  

 
The Uniform Commercial Code 

(UCC) codified the common law, with 
some variations to reflect modern business 
practices.   Section 3-311 of the UCC spe-
cifically deals with accord and satisfaction 
in the commercial marketplace.  Certain 
states have overlapping accord and satisfac-
tion provisions in their UCC and state stat-
utes.   

 
The “accord” is the agreement between 

the parties to accept something less than the 
amount one party contends is owed.  The 
“satisfaction” is the execution of the agree-
ment, and the vendor depositing the check, 
which extinguishes the obligation.   

 
Under the UCC, before an accord and 

satisfaction can be established, there must 
be a bona fide dispute between the parties.  
To determine whether a bona fide dispute 
exists, the general test is whether the dis-
pute was in good faith.  Ordinarily, the cus-
tomer must generally prove that they acted 
in good faith in tendering an instrument as 
full satisfaction of a claim.  Thus, there 
must be an honest dispute between the par-
ties as to the amount due at the time pay-
ment was tendered.  When a party is acting 
dishonestly as to the dispute, they will not 
meet the good faith test.  A debtor’s op en 
refusal to pay a debt is not enough to estab-
lish a good faith dispute. But, rather, the 
debtor must demonstrate a just basis for 
refusing to pay. 

 
Before a check can create an accord 

and satisfaction, the party who presents the 
check must make clear, by conspicuous 
wording, that cashing the check will be con-
strued as settlement of all outstanding 
claims between the parties.  Such notation 
can take the form of a debtor writing on the 
check, or accompanying voucher: “Payment 
in full settlement of the stated accounts” or 
“Endorsement of the check constitutes a 
complete settlement of your claim” in con-
spicuous letters. 

 
Under the UCC, a party may avoid an 

accord and satisfaction by returning the 
money within ninety days.  A party’s bid to 
prevent a satisfaction by accepting the 
check but scratching out the restrictive en-
dorsement and adding the words “without 
prejudice” is of no avail. Under the UCC, 
words of protest cannot change the legal 
effect of an accord and satisfaction once a 
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CASHING CHECK NOTATED 
“PAID IN FULL”:  ARE YOU 
WALKING FROM THE BAL-
ANCE OWED? 
(Continued from page 4) 

 
Good Faith Dispute 

 
A good faith dispute between the par-

ties is a prerequisite to an accord and satis-
faction.  The court observed that the debtor 
had expressed its good faith dispute through 
its debit memo.  The court found that in this 
case, there was an honest dispute between 
the debtor and the vendor when the debtor 
tendered the checks to the vendor.   

 
Clearly Intend to Settle Dispute 

         
The customer’s checks plainly stated 

an intention to compromise the disputed 
balance, and the debit memo referenced a 
number of problems with the vendor’s ser-
vices.  The court ruled that the debtor had 
made it clear that depositing the check 
would settle all outstanding disputes.   

                         
Lesson Learned 

 
The court’s opinion in Wolfe Construc-

tion reminds vendors that an accord and 
satisfaction may be effected where a debtor 
makes clear that issuing the check is in-
tended to settle the outstanding claim be-
tween the parties and that the vendor, by 
cashing the check, accepts the settlement.  
A customer’s notation on the check, or ac-
companying voucher, can take a number of 
forms, such: “Payment in full settlement of 
the stated accounts” or “Endorsement of the 
check constitutes a complete settlement of 
your claim” in conspicuous letters.  It 
should be noted that a vendor crossing out 
the restrictive endorsement and adding the 
words “without prejudice” or “under pro-
test” will not defeat an accord and satisfac-
tion, as the U.C.C. provides that words of 
protest cannot change the legal effect of an 
accord and satisfaction.  

PACA: PROTECTIONS FOR 
AMERICA’S  AGRICU L -
TURAL ROOTS IN THE 21ST 
CENTURY 
(Continued from page 2) 
 

Buyers of produce can find themselves 
in a pinch when PACA is applied by the 
courts.  In a recent case, A.J. Rinella & Co., 
Inc. v. Bartlett, a seller of fruits and vegeta-
bles sold thousands of dollars worth of their 
goods to a buyer over a five month period.  
That debt was never paid, and it appears 
that a PACA trust was never created.  Sub-
sequently, the buyer sold more goods to the 
buyer over a four month period.  After the 
four month period, the buyer informed the 
seller that they were closing their doors.  
The buyer made payments contemporane-
ously with the second set of shipments, 
which they argued were for payment of 
those goods, not the earlier set of ship-
ments.  The seller however properly created 
a PACA trust on the later shipment of 
goods when it learned of the buyer’s finan-
cial woes.  The buyer claimed that the mon-
ies paid for the second shipment was to 
cover the PACA trust goods, and the earlier 
shipment was a debt that, without a prop-
erly created PACA trust, would be dis-
charged under the pending bankruptcy.  

 
The Court sided with the seller, and 

allowed it to apply the payments to the prior 
debt.  Thus, the prior debt became paid, and 
the PACA trust remained intact and unpaid, 
and therefore the seller had a right to pay-
ment out of either the trust assets if any 
were available, or other assets if commin-
gling occurred.  It goes without saying that 
it would behoove sellers to ensure that their 
produce is protected by a PACA trust.  But 
the larger lesson of this case is that buyers 
should ensure that there is a clear writing 
that describes the goods being paid for.  If a 
past debt is due, the courts may very well 
consider any later payments as a satisfac-
tion of those prior debts to allow the appli-
cation of a PACA trust to later accrued debt 
when no writing specifies otherwise. 

 
PACA is a growing area of the law, 

and buyers of produce should be very aware 
of the changes that are made.  As the case 
above illustrates, courts can apply PACA in 
ways not originally imagined by Congress 
when the law was passed.  With the uncer-
tainty of the courts under PACA, buyers 
must ensure proper memorialization of 
transactions that fall within PACA’s author-
ity, and take all steps to keep abreast of rul-
ings made by courts on the subject. 
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PAYMENTS MADE IN ORDI-
NARY COURSE OF BUSI-
NESS BASED ON THE TIM-
ING OF THE CAPITAL IN-
FUSIONS DESPITE LITTLE 
CONSISTENCY IN THE TIM-
ING AND AMOUNT OF THE 
PAYMENTS 
(Continued from page 2) 

some portion of the total amount it owed 
based on what NETtel could reasonably 
afford to pay. 

 
While NETtel’s payments varied in 

terms of size, number of invoices covered, 
and length of time from issuance of a par-
ticular invoice to that invoice’s payment, 
the court concluded that the payments cor-
responded roughly to the dates and amounts 
of infusion from NETtel’s lenders and in-
vestors.  Payments were not made in re-
sponse to specific overdue invoices, but 
rather were made to satisfy a “reasonable 
proportion of the total payable balance” 
owed to each vendor depending on the size 
of the infusion.   

 
Furthermore, DMR merely inquired as 

to the status of its payment.  NETtel re-
sponded with a payment plan consistent 
with its pre-preference period practice of 
making significant payments of its invoices 
upon receiving capital infusions.  NETtel 
merely followed that practice as it had 
planned all along.  

 
Given that NETtel and DMR looked to 

infusions of capital as controlling both the 
timing and amount of payments, the court 
concluded that when the timing and amount 
of payments were based on the timing of 
the capital contributions, and the creditor 
brought no unusual collection efforts to 
bear on the debtor during the preference 
period, the preference period payments 
were in the ordinary course of the parties’ 
business affairs.   

 
Although the court in this case looks at 

the timing of the capital contributions in-
stead of the timing of the payments prior to 
the preference period, the underlying factor 
in determining an ordinary course of busi-
ness defense is identical, in which courts 
have repeatedly held that vendors’ collec-
tion practice needs to be consistent through-
out the business relationship.  A vendor 
should reduce the risk of preference exp o-
sure by keeping the preference period prac-
tice consistent with the pre-preference pe-
riod practice.  



tect creditors from each other by preserving 
the bankruptcy estate intact until property 
can be distributed according to the bank-
ruptcy priority scheme and allow orderly 
administration of the case.  The scope of the 
automatic stay is so broad that any action to 
collect is probably stayed.  The debtor can-
not modify the stay without the bankruptcy 
court modifying the stay and creditors hav-
ing the opportunity to comment. 

 
Damages are assessed against a credi-

tor only where it is shown that the creditor 
had notice or knowledge of the bankruptcy 
filing.  Where there is a willful violation of 
the stay, the court will award a debtor actual 
damages, including a debtor’s attorney’s 
fees and costs for enforcing the violation.  
The court may also award punitive damages 
to punish the creditor.   

 
Creditor’s Voice Mail Violates the 

Stay and Merits Punitive Damages 
 
As a starting point, the bankruptcy 

court found that creditor, through its repre-
sentative, was aware of the debtor’s bank-
ruptcy and the automatic stay when the 
voice mail was left.  The court observed 
that the phone call and voice mail was an 
act to collect a prepetition debt.  Therefore, 
the creditor, through its employee, willfully 
violated the automatic stay.  For this viola-
tion of the automatic stay, the debtor sought 
damages in the form of attorney’s fees of 
several thousand dollars in responding to 
the voice mail.  The court agreed and found 
the attorney’s fees were necessary to protect 
the debtor’s interests. 

 
The court then considered whether 

punitive damages should be awarded to the 
debtor for the creditor’s violation of the 
automatic stay.  The court found that using 
any standard, punitive damages were appro-
priate given the creditor’s threat to have the 
debtor arrested and criminally prosecuted 
was wrongful.  The court observed that 
under the state’s bad check laws, the debtor 
could not be prosecuted criminally.  Thus, 
the creditor’s action was malicious and vin-
dictive, as the language in the voice mail 
conveyed a getting even with the debtor, 
through arrest, for failing to repay the debt.  
The creditor’s conduct was motivated to 
coerce the debtor into paying the debt out-
side of the bankruptcy proceeding.   

 
Communicating with the Debtor 

Postbankruptcy 
 
The Hodge court reminds a credit ex-

ecutive that attempts to communicate with 
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HOLDING A GUARANTOR 
LIABLE THIRTY YEARS 
LATER 
(Continued from page 3) 
 

consider whether a continuing guaranty is 
in the best interest of the vendor.  If the 
vendor does chose to have its customer exe-
cute a continuing guaranty, consider the 
ability of the customer to revoke the guar-
anty at any time, potentially leaving the 
vendor with no remedy against the guaran-
tor.  Additionally, vendors should keep ade-
quate records of any continuing guaranties 
is executes with its customers in conjunc-
tion with business records so that a solid 
course of dealing may be established in the 
event of the default of a remotely executed 
guaranty. On the other hand, a guaranty 
with a termination date may require the 
vendor to re-execute a subsequent guaranty 
with its customer, necessitating the re-
negotiation of the guaranty’s terms, which 
may give the customer greater leverage 
with respect to the terms of the guaranty 
and less protection to the vendor.   
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VOICE MAIL REQUESTING 
PAYMENT VIOLATES THE  
AUTOMATIC STAY—AND 
WARRANTS PUNITIVE 
DAMAGES 
(Continued from page 3) 
 

The creditor also suggested that she had 
spoken with the local district attorney, and 
threatened the debtor with arrest and crimi-
nal prosecution if the debt was not repaid.  
The debtor claimed that upon hearing the 
creditor’s voice mail, and feared would be 
arrested.  

 
Debtor Claims Damages For Viola-

tion Of Stay 
 
The debtor contended that the creditor 

willfully violated the automatic stay by 
leaving the voice mail after knowing of the 
bankruptcy filing, thereby attempting to 
collect on its prepetition debt.  Because the 
debtor was an individual, the debtor re-
quested that the bankruptcy court assess 
actual damages, including attorneys’ fees 
and punitive damages against the creditor.   

 
The Automatic Stay: Anything 

Worth Doing Is Stayed 
 
The automatic stay is an injunction 

which automatically and immediately goes 
into effect as soon as a bankruptcy case is 
filed, whether the bankruptcy filing is one 
under Chapter 7, 11 or 13, and whether the 
case is commenced as an involuntary bank-
ruptcy.  The stay is automatic in the sense 
that it arises automatically upon filing the 
bankruptcy case by operation of law, with-
out the bankruptcy court having to enter an 
order stating that it exists.  The stay is in 
effect even where the creditor has not been 
given notice that the bankruptcy case has 
been filed.     

 
The automatic stay prohibits any credi-

tor from taking action against the property 
of the estate and against the debtor, unless 
relief from stay is obtained.  For example, a 
vendor is barred from seeking or levying 
writs of attachments or garnishments, and 
also stays the vendor from a judicial lien 
against the debtor, but has not yet levied on 
any property.  The stay also enjoins secured 
creditors from repossessing or selling col-
lateral.  

 
The purpose of the automatic stay is to 

give the debtor breathing room, and to pro-

the debtor postbankruptcy regarding your 
prepetition claim may be viewed as pressur-
ing the debtor to pay the prepetition claim, 
thereby violating the automatic stay. Al-
though it is understandable to be frustrated 
with a debtor attempting to walk from your 
prepetition debt through a bankruptcy filing 
especially if you have received an “NSF” 
check, the Hodge court highlights the risk 
of a creditor attempting to even the score 
with a false threat of criminal prosecution, 
especially in an effort to force payment on a 
prepetition debt.  Remember, bankruptcy 
courts regard the automatic stay as a funda-
mental protection for the debtor and a pri-
mary reason for a debtor filing bankruptcy.  
A vendor that knowingly violates the auto-
matic stay by pressuring the debtor to pay 
prepetition delinquent account risks sanc-
tions by a bankruptcy court. 



YOU’VE BEEN SELECTED 
AS A CRITICAL VENDOR 
(YES!), BUT CAN YOU IN-
CREASE YOUR PRICES 
POSTPETITION? 
(Continued from page 1) 

the court ruled that the vendor had breached 
the critical vendor contract and must dis-
gorge the $1.2 million critical vendor pay-
ment.   

 
A.  The Critical Vendor Doctrine 

 
To be classed as “critical” by a Chap-

ter 11 customer is usually an extraordinary 
result for the vendor as it usually means 
payment in full, or a substantial portion or 
the prepetition claim, given the alternative 
of waiting, perhaps for years but for a frac-
tion of the prepetition claim.  However, a 
Chapter 11 debtor’s funds available for the 
critical vendor class is limited, especially 
with the enactment of the Bankruptcy Re-
form Act, and the constraints imposed by 
the Seventh Circuit Court of Appeals under 
the Kmart decision.  Further, lenders, bond-
holders, noteholders, a creditors’ commit-
tee, the U.S. Trustee’s office, and even 
competing vendors who want to be elevated 
to critical vendor status scrutinize (and pos-
sibly object) to the critical vendor request.   

 
Critical vendor motions are more scru-

tinized than ever.  Bankruptcy judges are 
now often insisting on detailed support to 
pay a vendor immediately on their prepeti-
tion claim.  Judges are also granting imme-
diate relief on an interim basis in order to 
give other parties involved, such as a credi-
tor’s committee, time to review the request.   

         
The critical vendor doctrine may be 

viewed as conflicting with a fundamental 
principle of bankruptcy which is equal 
treatment (e.g. payment) for the same class 
of unsecured creditors’ claims.  In bank-
ruptcy, the general rule is that vendors may 
be paid on their unsecured claims only 
through a confirmed plan of reorganization 
or court-authorized liquidation.   

 
A number of courts throughout the 

country have carved an exception to this 
general rule and labeled it the critical ven-
dor doctrine.  Under the doctrine, a debtor 
may pay certain prepetition claims, with 
court approval, at the commencement of the 
bankruptcy case where it can be established 
that payment of those claims will help to 
stabilize the debtor’s business without sig-
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nificantly harming any party.  Under this 
doctrine, a vendor may find that the product 
or service it provides a Chapter 11 debtor is 
essential to continued operations.  The 
uniqueness of the product or service may 
give the vendor leverage in negotiating 
postpetition sales.   

 
The payment of these claims is to in-

duce vendors to continue supplying key 
goods and services post-bankruptcy on 
credit, which may enable a debtor to con-
tinue to operate and perhaps exit bank-
ruptcy.  In exchange for the vendor being 
paid in full, the debtor conditions the ven-
dor extending comparable credit terms 
postpetition.  The critical vendor agreement 
is reflected in a letter agreement between 
the debtor and the vendor.  The agreement 
also provides for a “claw back” provision 
that permits the debtor to recapture the 
critical vendor payment if the vendor re-
fuses to continue to extend credit.   

 
1.  Selling to a Chapter 11 Debtor 

Invoice by Invoice Compared 
with an Executory Contract   

 
A vendor that has sold a debtor on an 

order-by-order basis has no continuing obli-
gation to sell the Chapter 11 debtor. Be-
cause of this, the vendor has leverage on 
whether to sell the debtor. However, where 
a vendor who is a party to an executory 
contract, such as a long-term supply con-
tract, the debtor may seek to compel the 
vendor to comply with the terms of the con-
tract. The automatic stay bars the vendor 
that is a party to an executory contract with 
the debtor from terminating the contract 
postpetition, without bankruptcy court au-
thorization. Thus, only those vendors sell-
ing invoice by invoice should have the lev-
erage to seek critical vendor status.  Having 
said that, in limited circumstances courts 
have given critical vendor status to vendors 
that are parties to executory contracts. 

 
B.  Vendor Given Critical Vendor Status, 

But Watch for Strings Attached 
 
In In re Meridian, the debtor supplied 

an auto manufacturer, and the vendor pro-
vided the debtor with specialized tooling.  
The debtor filed Chapter 11, and part of its 
first day filings was a motion requesting 
critical vendor status of certain vendors.  
The debtor selected the vendor as a critical 
vendor and the parties entered into a Trade 
Agreement.  As part of the critical vendor 
court order, the debtor paid the vendor 
$1.25 million on account of its prepetition 
claim.   
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After signing the Trade Agreement 

and committing to provide specialized tool-
ing postpetition, the vendor advised the 
debtor that it would not continue to provide 
service parts.  The debtor objected, con-
tending that the Trade Agreement and criti-
cal vendor court order obligated it to do so. 
The vendor twice demanded price increases 
for the service parts, a 200% price increase 
and a 50% price increase, respectively. 
When the debtor rejected the vendor’s de-
mands for price increases, the vendor did 
not ship any service parts for a couple of 
months.  As a compromise to resolve the 
postpetition trade dispute, the vendor 
agreed to transfer to the debtor all the tool-
ing necessary to manufacture the service 
parts.  

 
The debtor demanded the vendor re-

pay the $1.25 critical vendor payment be-
cause of its failure to abide by the terms of 
the Trade Agreement.  When the vendor 
refused, the debtor requested the bank-
ruptcy court order disgorgement of the criti-
cal vendor payment. The bankruptcy court 
considered whether the vendor had 
breached the Trade Agreement, and, ac-
cordingly must repay the critical vendor 
payment. The Meridian court’s decision is 
considered below. 

 
1.  Demands for Price Increase 
 
The threshold issue for the court was 

whether the vendor abided by the parties' 
Customary Trade Terms, or instead wrong-
fully demanded price increases which vio-
lated the Trade Agreement and Critical 
Vendor Orders.  The vendor argued that 
neither the Trade Agreement nor Critical 
Vendor Orders expressly stated the actual 
price at which the product was to be sold, 
or that prices could not be renegotiated. The 
Meridian court disagreed and found that the 
vendor's request for a price increase was 
exactly what the Trade Agreement and 
Critical Vendor Orders sought to bar. 

 
2.  Vendor’s Refusal to Deliver 
 
The debtor noted that when the vendor 

refused its request for a price decrease, it 
did not refuse to pay the vendor for those 
purchase orders at the reduced price.  The 
vendor contended that it was not required to 
deliver any product, because under the par-
ties' Customary Trade Terms the vendor 
had no obligation to fulfill any purchase  

 
(Continued on page 8) 
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YOU’VE BEEN SELECTED 
AS A CRITICAL VENDOR 
(YES!), BUT CAN YOU IN-
CREASE YOUR PRICES 
POSTPETITION? 
(Continued from page 7) 
 

order until the parties had resolved the price 
dispute.  The Meridian court found that the 
vendor's refusal to ship product was a viola-
tion of the Trade Agreement and Critical 
Vendor Orders, which the vendor did not 
cure.  

 
3.  Subsequent Failures to Deliver 
 
The debtor contended that even ignor-

ing the vendor’s refusal to ship, the vendor 
subsequently continued to violate the par-
ties' prepetition Customary Trade Terms.  
The vendor argued that it was unable to 
supply all parts ordered by the debtor be-
cause it requested a significantly greater 
number of parts from the vendor. The Me-
ridian court found that the vendor did not 
perform its obligations under the Trade 
Agreement and Critical Vendor Orders, the 
vendor did not have a valid excuse for its 
failure to perform. The Meridian court also 
found that the evidence did not show a sig-
nificant increase in orders by the debtor 
during the disputed period. 

 
 4. Termination of Trade Agreement 
  
The vendor argued, however, that the 

debtor was not entitled to repayment of the 
$1.25 million critical vendor payment, be-
cause the debtor was required to terminate 
the Trade Agreement before it could re-
cover the critical vendor payment. The Me-
ridian court rejected the vendor's argument 
for two reasons. First, the Critical Vendor 
Orders provided two instances under which 
vendor could be required to return the criti-
cal vendor payment: (1) where its participa-
tion is terminated on notice from the debtor, 
or (2) where it refuses to supply goods in 
accordance with the parties' Customary 
Trade Terms. The Meridian court con-
cluded that the debtor did terminate the 
Trade Agreement with the vendor in accor-
dance with the terms of the Trade Agree-
ment and the Critical Vendor Orders and 
the vendor was, accordingly, required to 
return the critical vendor payment.  

 
5. Assumption of Executory Con-

tract  
 

In attempt to block turnover of the 
critical vendor payment, the vendor also 
argued that the supply agreement the parties 
had operated under prepetition was an in-
stallment agreement under the Uniform 
Commercial Code, which was executory 
under section 365 of the Bankruptcy Code. 
Under this theory, the vendor argued that if 
the contract was assumed there would be no 
disgorgement of the critical vendor pay-
ment as the executory contract was as-
sumed, which requires the prepetition delin-
quent account be cured. The Meridian  court 
agreed with debtor’s contention that there 
was no contract to be assumed, as there 
remained no material obligation owed by 
either party under the prepetition supply 
agreement. 

 
6.  Pre-Judgment Interest 
 
The Meridian court granted the 

debtor’s request for prejudgment interest 
which accrued from the date the debtor had 
demanded the vendor turnover the critical 
vendor payment. 

 
C.  Reminders for the Critical Vendor in 

Committing to the Trade Agreement 
 
As shown by  the Meridian court, the 

postpetition vendor agreement or Trade 
Agreement will control the terms of sale 
between the debtor and you, including, 
among other items, controlling your right to 
pass on price increases.  Given the harsh 
result forced on the vendor in In re Merid-
ian, what are some of the key terms that 
you need to be mindful of? 

 
1. How Much Are You Getting 

Paid? 
 
The critical vendor doctrine has 

evolved from the debtor requesting a par-
ticular vendor be paid immediately, to the 
debtor requesting a class of vendors qualify 
as critical vendors, to the debtor now often 
requesting the bankruptcy court establish a 
critical vendor “trade claims cap”.  This 
means that it is possible you may only be 
paid a percentage of your prepetition debt, 
yet still be required to commit to compara-
ble trade terms postpetition, as in In re Me-
ridian.  In this setting, the debtor does not 
propose to pay in full each vendor deemed 
critical, but only the minimum for you to 
continue selling on credit.  You need to 
confirm the critical vendor motion and or-
der as to whether you will be paid in full.  

 
2.    Postpetition Commitment: Cus-

tomary Trade Terms 

 
In exchange for being deemed critical 

and payment on all or some of the prepeti-
tion debt, you will be required to agree to a 
Trade Agreement which will control your 
rights postpetition.  The Trade Agreement 
commonly requires you to provide the 
debtor Customary Trade Terms which usu-
ally means the most favorable terms that 
have been offered the customer prepetition.  
As in In re Meridian, the debtor may at-
tempt to lock you into a fixed price for a 
substantial period.    

 
        a.  Credit Terms 
 
What are the postpetition credit terms 

the debtor requires you to commit to qual-
ify as a critical vendor?  The Trade Agree-
ment commonly requires you to provide the 
most favorable terms offered the debtor in 
the six months preceding the bankruptcy.  
This means those favorable credit terms did 
not reflect insolvency risk.   

 
Recent Trade Agreements approved by 

bankruptcy courts have required vendors to 
provide postpetition credit through confir-
mation of the Chapter 11 proceeding. If the 
vendor breaches the postpetition credit 
agreement, that may be cause for the ven-
dor to disgorge the payment on account of 
the prepetition claim. 

 
If the postpetition trade credit agree-

ment does not contain a provision that al-
lows for you to terminate the trade relation-
ship should the debtor fail to pay according 
to the credit terms, you should insist such a 
provision be added. Further, you may want 
to include a provision that allows you to 
terminate the trade relationship if the debtor 
falls below key financial ratios, even if the 
debtor has not defaulted on the postpetition 
credit agreement. This would allow you to 
hold orders in the face of a debtor’s deterio-
rating postpetition financial operations. 

 
        b.  Price Increases 
 
As shown in In re Meridian, a Trade 

Agreement may lock you into a fixed price 
for your product or service, and not allow 
you to increase price based on changes in 
market conditions, including your costs of 
raw materials.  This provision can be espe-
cially detrimental should you commit to an 
open-ended term. 

 
        c.  Volume of Product or Ser-

vices  
(Continued on page 9) 
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under the terms of Trade Agreement, you 
may have committed to a sizeable postpeti-
tion credit risk.  As noted, with debtors fil-
ing Chapter 11 under the Reform Act, ven-
dors must be mindful that they have less 
cash to meet operating expenses.  There-
fore, there may be even greater credit risk 
for the vendor contracting for postpetition 
credit sales.   

 
In evaluating the credit risk under the 

Reform Act, the vendor needs to consider 
the cash commitment and administrative 
claims that the debtor faces at the filing 
date as well as the confirmation of the plan.  

  
5.  Timing of Critical Vendor Pay-

ment 
 
When do you get paid on your prepeti-

tion debt?  Is the debtor attempting to force 
vendors to ship on credit prior to making 
the critical vendor payments.  You should 
negotiate immediate payment for the full 
amount, if possible.   

         
F. Examine Trade Agreement Before 

Committing to Critical Vendor Status 
 
A vendor being deemed a critical ven-

dor can have a dramatic impact on the ac-
count.  The credit executive is not forced to 
wait on what may turn out years for a 
speculative percentage payment from a re-
organizing debtor.  The debtor and its ven-
dors benefit by receiving needed product or 
service on credit, which may assist in lead-
ing to a successful reorganization.  How-
ever, In re Meridian reminds the vendor 
that a Trade Agreement is a new commit-
ment postpetition which may require a long 
term commitment, with burdensome terms 
and unanticipated credit risk.  The Trade 
Agreement must be scrutinized to deter-
mine whether there are onerous terms, and 
whether those terms outweigh the risk of 
the benefits of being deemed a critical ven-
dor. 

IS A DEBTOR’S CREDIT 
CARD PAYMENT TO YOU A 
PREFERENTIAL TRANS-
FER? IT ALL DEPENDS 
(Continued from page 1) 
 

duced and their liability to the credit card 
company increased by the same amount.  In 
effect, there was a substitution of creditors. 

   
As a result, the primary issue before 

the Marshall court was whether the transac-
tions constituted a transfer of an interest of 
the debtors in the property.  The court de-
fined a preferential transfer as property that 
would have been part of the estate had it not 
been transferred before the commencement 
of bankruptcy proceedings, and found that 
the fundamental inquiry is whether the 
debtor had a legal or equitable interest in 
the property transferred such that the trans-
fer at issue diminished or depleted the 
debtor's estate.  The court reasoned that the 
recovery of interests in property of the 
debtor serves the purpose of protecting 
against the dismemberment of the debtor 
and promotes equality of distribution to 
creditors.  Based on this rationale, the Mar-
shall court found by drawing on the line of 
credit with the credit card company, the 
Debtor merely substituted one creditor for 
another and did not diminish property avail-
able to their creditors. 

 
The Marshall court recognized, how-

ever, that its opinion is the minority view.  
The court acknowledged a number of cases 
whereby courts considered whether the 
creditor had an earmarking defense to the 
action.  “Earmarking” is a judicially-created 
doctrine said to apply when a new creditor 
pays a debtor's existing debt to an old credi-
tor.  However, most courts limit the ear-
marking doctrine to cases where the new 
creditor has control over disposition of the 
loan proceeds.  In the Marshall case, the 
debtor had control over the disposition of 
the loan proceeds and the earmarking doc-
trine would therefore not apply. 

 
In the recent case of In re Warner  from 

the Middle District of Georgia, the bank-
ruptcy court similarly found that if the 
debtor decides which creditor is paid, the 
proceeds are not earmarked by the new 
lender for repayment of the existing loan, 
and thus, the proceeds constitute an interest 
of the debtor in property avoidable under 
the preference law.  In Warner, the debtor  

(Continued on page 10) 
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(YES!), BUT CAN YOU IN-
CREASE YOUR PRICES 
POSTPETITION? 
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What is the volume of goods are ser-
vices that you are committing to postpeti-
tion on credit?  The Trade Agreement 
should specify the amounts that will be pro-
vided on credit terms.  If you do not have 
this agreed to, you may find yourself like 
the vendor in Meridian complaining about 
the amount you are committed to providing 
on credit. 

 
        d.  Length of Postpetition Trade 

Commitment  
 
How long are you committing to pro-

vide your product or service?  Through 
confirmation of the plan of reorganiza-
tion?  Post confirmation?  As in In re Me-
ridian, vendors are committing, perhaps 
unknowingly, to long term sales contracts, 
with extended credit terms, in exchange for 
payment on their prepetition claims (in 
some instances, payment on only a portion 
of the prepetition debt).  Prior to October 
17, 2005, vendors would often measure 
postpetition credit risk by whether the 
debtor had obtained postpetition debtor-in-
possession financing.  If a satisfactory DIP 
facility had been obtained, the vendor 
would sell on credit.  However, with the 
arrival of the Bankruptcy Reform Act of 
2005, the credit risk model used by credit 
executives for selling to Chapter 11 debtors 
may have fundamentally changed. 

 
3.  Debtor Defaults on Postpetition   

Credit Purchase 
 
If the debtor fails to pay per invoice 

terms what are your rights?  Can you re-
voke your postpetition credit contract, yet 
preserve your critical vendor payment?  
How do you get paid on the delinquent in-
voices? This should be set out in either the 
Trade Agreement or critical vendor order. 

 
4.   Postpetition Credit Risk  
 
You need to ensure that your postpeti-

tion credit does not exceed your prepetition 
debt, unless comfortable with the credit 
risk.  For example, you may have a nominal 
pre-bankruptcy balance, yet the debtor is 
entering their selling season, and therefore 
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IS A DEBTOR’S CREDIT 
CARD PAYMENT TO YOU A 
PREFERENTIAL TRANS-
FER? IT ALL DEPENDS 
(Continued from page 9) 
 

could have distributed the funds among of 
his creditors, but he instead transferred 
them to one select creditor.  The court 
found that the debtor initiated and directed 
the transfer of funds from his credit card 
account to the creditor, which he could not 
have done if he had no interest in the funds.  
Accordingly, the court found that there was 
no reason to distinguish this scenario from 
one in which a debtor obtains a cash ad-
vance and uses the advance to pay one of 
many creditors.  Consequently, the court 
concluded the transfer was of an interest of 
the debtor in property.   

 
 In examining the majority view, the 

Marshall court found that theoretical possi-
bility that a debtor can draw upon a line of 
credit for any purpose is not sufficient to 
find the debtor has a property interest in 
credit proceeds that at debtor's direction are 
paid directly to a specific creditor.  In the 
end, the Marshall court found that a 
debtor's line of credit is not an asset avail-
able to increase the property available for 
the payment to creditors, and the reasoning 
for the majority decisions wrongfully fo-
cuses on what the debtor could have done 
rather than what he did do. 
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