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The application of this limitation is further clarified by comparing
the result in Case 18 to the result in Case 19. In the latter case the
section 547(c)(5) gap had been reduced by $20,000 from $100,000
($200,000 - $100,000) to $80,000 ($200,000 - $120,000). Appreciation of
widgets acquired before the critical period caused $10,000 of this reduc-
tion. The debtor, however, paid $60,000 to replace widgets that had
originally cost $50,000. Those preferential transfers, the acquisition of
5000 $12 widgets, caused $10,000 of the reduction of the gap. This
$10,000 expenditure came from funds which would have otherwise
been available to the unsecured creditors. Thus, unlike the situation in
Case 18, the trustee may avoid $10,000 in collateral transfers.

"Prejudice" within the meaning of section 547(c)(5) can also be
found in situations in which the debtor spends money to complete or
otherwise ready collateral for sale. The limitation was designed to re-
solve questions concerning the allocation of costs between the creditor
secured by work-in-process, the transferees who are paid to complete or
ready the inventory for sale, and the trustee. Operation of the
"prejudice" qualification in section 547(c)(5) suggests another problem
relating to the proper integration of sections 547(c)(5) and 547(b).
Goods which are completed or otherwise readied for sale normally in-
crease in value. This increase, however, will often exceed the costs as-
sociated with completion or sale. The debtor might pay production
employees and the utility company $10,000 and these production costs
might yield a $15,000 increase in the value of work in process.

Applying section 547(b) only, the direct transfers to the employees
and the utility company would be preferential. Again applying section
547(b) only, the transfers would also be "for the benefit" of the inven-
tory financer and thus recoverable from him by the trustee. The direct
transferees, the employees and the utility company, may be protected
against a trustee recovery by section 547(c)(1) or section 547(c)(2).
Does section 547(c)(5) provide a measure of protection for the indirect
transferee, the inventory financer? The trustee may argue that section
547(c)(5) has no application because the transfers were payments "for
the benefit" of the inventory financer, and not collateral transfers. Sec-
tion 547(c)(5) would then provide no protection because it applies only
to transfers of security interests and not to payment transfers which are
indirectly beneficial due to the fact that they increase the value of ex-
isting security. The legislative history, however, suggests that at least
for section 547(c)(5) purposes, this argument should be rejected.
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As the early discussions of H.R. 6 suggest, production expenses re-
lated to section 547(c)(5) collateral should be viewed as "transfers" of
"security interests."3"' Accordingly, production expense "transfers"
seem to be eligible for the limited protection of section 547(c)(5).
When these "transfers" are viewed as transfers of security, however, the
amount of the preference is uncertain. Neither section 547(b) nor sec-
tion 547(c)(5) makes clear whether the initially voidable transfer is
measured by the amount transferred to procure the improvement (cost)
or the resulting benefit from improvement (the increased value of the
inventory).

Considering the effect of section 547(b) alone, if the "transfer" of a
'security interest" is preferential, it ought to be recoverable in its ap-
preciated state. The structure of section 547(c)(5) further suggests that
transfers resulting from the debtor's payment of production expenses
are measured by the resulting increase in the value of the security. In
referring to the gap reduction calculus, section 547(c)(5) requires a two
point comparison of the "value of all security interests." The section is
technically silent and arguably neutral on whether each discrete trans-
fer is to be valued at cost or at the resulting increase in value. If the
transfers of security in the form of production expenses are valued at
cost, however, the prejudice language in section 547(c)(5) becomes ir-
relevant to the work-in-process case. Moreover, this valuation is incon-
sistent with the notion contained in section 547(b) that the trustee

315. It is clear from the Kripke letter and the Commission response, incorporated in substance
in § 547(c)(5), that the increase in value because of completion, harvesting or sale were to be

treated as transfers of security, generally protected by § 547(c)(5) subject to its limitations. If these
were not treated as seeuritj, transfers, but as indirectpaiments which were § 547(b) preferences,

§ 547(c)(5) would not protect them at all, even if the § 547(c)(5) gap were not reduced. By treating

the increases as security transfers to the secured creditor, at most the "prejudicial" costs to the

bankrupt for finishing the goods can be avoided. If other goods had been sold and the proceeds

were no longer available, however, the trustee might not be able to avoid these transfers even to

that extent. The creditor would be protected except to the extent that the § 547(c)(5) gap was

reduced to the prejudice of the unsecured creditors.
Treating these as security transfers also helps to avoid certain problems with the § 547(b) defini-

tion. For example, in determining if the indirect transfer to the secured creditor is a preference,

which debt should be used to measure antecedence, the debt of the direct transferee or the secured

creditor? If the transfer is considered a security transfer when the secured creditor is being consid-

ered, the latter is obviously the correct choice. Moreover, should the secured creditor have the
benefit of the direct transferee's § 547(c)(2) defense to avoidance? If the allocation explicitly made

by § 547(c)(5) is to be followed, the answer is no. Improvement in collateral as a result of una-
voidable payments by the bankrupt is the precise problem at which the prejudice limitation of

§ 547(c)(5) is directed. If the transfer is treated as a security transfer, it is clearer that § 547(c)(2)
does not apply, since § 547(c)(2) is directed at payments.
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avoids preferential transfers of collateral in the collateral's fully appre-
ciated state.

The concept of prejudice was apparently included in section
547(c)(5) to prevent an unfair denial of protection when the gap is re-
duced at no cost or at a cost less than the reduction. The architects of
section 547(c)(5) seemed to assume that these production expenses were
"security transfers," and that a prejudice requirement was essential to
the gap reduction formula because the resulting "security transfer"
would often exceed in value the production costs incurred by the
debtor.316 Viewing these production expenses as transfers of a "secur-
ity interest" works well in the common work-in-process case where ex-
isting section 547(c)(5) collateral is improved during the critical period.

However appropriate for section 547(c)(5) purposes, this view of the
transfer as security seems less appropriate when section 547(c)(5) is not
at issue. If existing equipment increases in value because of repair, res-
toration or retooling paid for during the critical period, are the ex-
penses viewed as transfers of security? Can the trustee recover only the
cost of repair or can he recover the increase in value of the machine?
Consider the following illustration:

CASE 20. D manufactured duck decoys. On January 1, D owed SI
$100,000 on an outstanding loan secured by a perfected interest in the
decoys at all stages of production. The value of D's decoy inventory was
$50,000. Also on January 1, D owed SE $100,000 on an outstanding loan.
SE's loan was secured by an interest in all of D's woodworking equip-
ment. The equipment was valued at $50,000 on January 1.

Between January 1 and March 1, D turned blocks of wood into decoys.
In so doing D incurred production expenses of $10,000. Solely as a result
of these expenses, the inventory of SI increased in value by $20,000. No
other inventory was "transferred" to SI during the critical period and SI
made no further advances.

Between February 1 and March 1, D also paid repairmen and techni-
cians $5000 to repair and retool woodworking equipment. These ex-
penses increased the value of SE's equipment collateral by $10,000. A
bankruptcy petition was fied on April 1.
What amount can the trustee recover from SI? From SE? When the

production expenses are viewed as transfers of "security interests" the
entire increased value of the inventory appears to be vulnerable under
section 547(b). The creditor is not unfairly treated, however, when the

316. See supra notes 313 & 315.
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collateral is inventory. When the collateral is covered by section
547(c)(5) the transfers are protected to the extent that reductions in the
section 547(c)(5) gap do not prejudice other creditors. 17 Other credi-
tors could never be prejudiced beyond the production costs. Section
547(c)(5) provides the correct answer regardless of how the transfer is
characterized. The initial $50,000 gap ($100,000-$50,000) was reduced
by $20,000 to $30,000 ($100,000-$70,000). Only $10,000 of this $20,000
reduction, however, was "to the prejudice of other creditors." There-
fore, only $10,000 is recoverable from SI.

Although it is appropriate to treat production expenses as transfers of
"'security interests" when section 547(c)(5) can be applied, it may not be
appropriate to do so when the collateral is not covered by this excep-
tion. The transfer to repairmen for the benefit of SE is not protected
by section 547(c). Therefore, the only appropriate question is: how
much is vulnerable under section 547(b)? Since section 547(c)(5) ap-
pears to turn on the assumption that improvements in inventory are
transfers of security interests, the same assumption might -arguably
hold for equipment as well. Under this view, the entire increase in
value of the machines would be vulnerable under section 547(b). It
would be unfortunate, however, if this assumption were applied to a
case outside the scope of section 547(c)(5). Apparently the drafters
never explicitly addressed the measurement of these indirect transfers
which improve the value of collateral not covered by section 547(c)(5).

As already noted, production expenses might ordinarily be viewed as
indirect payment transfers. Because section 547(c)(5) only protects
transfer of security interests, the treatment of these transfers as security
transfers under subsection (c)(5) was aimed at assuring that these trans-
fers would be eligible for the qualified protection of subsection (c)(5).
Any undesirable implications from this assumption are easily checked
by the "prejudice" requirement in section 547(c)(5). Since this artificial
characterization was designed to bring production expenses within the
protection of section 547(c)(5), there is no reason to extend the charac-
terization when subsection (c)(5) is not applicable. When equipment is
repaired or improved, this transfer, which benefits a secured creditor
such as SE in Case 20, should not be viewed as the transfer of a secur-
ity interest. It might be better viewed as apayment "for the benefit" of

317. Inventory as defined in § 547(a)(1) includes "raw materials and work in process, or
materials used or consumed". See supra note 301.
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the secured party (SE) and recoverable only as such. In Case 20, the
trustee ought not be able to recover more than $5000 from SE. The
trustee should not be able to recover $10,000 by characterizing the
transfer as the transfer of a security interest recoverable in its appreci-
ated state.

The integration of sections 547(b) and 547(c)(5) consistently yields
the proper result when inventory is improved. It does not matter
whether the inventory improved in the production process during the
critical period was acquired before or during the critical period. Sup-
pose in Case 20 the debtor had acquired new wood blocks during the
critical period and improved them in the production process. The new
block acquisitions will clearly be transfers of "security interests" ini-
tially vulnerable under section 547(b) but saved by section 547(c)(5) to
the extent that no prejudicial gap reduction resulted. Any reduction
would be prejudicial only to the extent of actual inventory acquisition
costs or production costs expended to complete the decoys. The bal-
ance of the added value, if any, is protected as a benefit to the secured
creditor resulting from the inherently greater value of completed goods.
In contrast, if new equipment was acquired during the critical period
and improved by the debtor's expenditures before bankruptcy, the
trustee can avoid under section 547(b) the entire security interest in the
transferred machine. Here, unlike the case of repair to a machine
owned at the beginning of the critical period, the transfer must be
treated as the transfer of a security interest and thus recoverable in its
appreciated state, even in the rare case where the cost of repair is much
less than the resulting increase in value.

The concept of prejudice in section 547(c)(5) raises another integra-
tion problem affecting only inventory and receivables. The determina-
tion of whether production costs involve prejudice might be affected by
whether the production costs were payments to third parties which the
trustee may avoid. The solutions discussed in Case 20 assume that the
payments to employees and utilities which were the components of
these production costs were not recoverable from the direct and pri-
mary transferees because of section 547(c)(1) or (c)(2). If the trustee
can recapture these payments from the direct transferees, is there any
prejudice under section 547(c)(5)? If not, then any gap reduction
caused by the resulting increase in value is not recoverable from the
secured party, not even to the extent of the production costs. The con-
cept of prejudice requires a net loss to the estate and if the payments to
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the direct transferees have been avoided, there is no such loss. The
trustee should only have one recovery.318

The separation of prejudicial and nonprejudicial increases in value
may often be difficult. Once again, the proper allocation of the burden
of proof is essential to the preference sceme. The burden will be on the
creditor to establish lack of prejudicial effect.3 19 When there is an indi-
cation of prejudicial effect and the creditor does not present sufficient
evidence to make an allocation, he will lose the protection of the
limitation.

V1. WORKING WITH THE NEW INTEGRATION IN THE CONTEXT OF

COMMERCIAL FINANCING: SOME COMPLEX EXAMPLES

While new section 547 provides a solid conceptual foundation for
handling preferences generally, it is not easily applied to the many in-
terrelated transfers incident to a typical financing arrangement. In this
regard, Congress gave little attention to the relationship between the
various section 547(c) exceptions. In fact, the more visible legislative
history seems to assume that the section 547(c) exceptions operate inde-
pendently of each other.3 20 There are also conceptual problems with
integrating section 547(b), in particular subsection (b)(5), with the sepa-
rate section 547(c) exceptions. These problems are solved, however, by
applying the provisions of sections 547(b) and 547(c) in simple mechan-
ical steps.3 z

In typical after-acquired property financing arrangements, matters
are further complicated. If activity during the critical period merely
involved acquisitions and sales of inventory or generation and liquida-
tion of receivables, a simple two-point comparison of the section
547(c)(5) gap would suffice. The calculations might be further compli-
cated by evidence that reductions in the gap were not "prejudicial" to
unsecured creditors. Even this problem is really a question of proof

31 8. It would seem that the secured creditor, not the other transferees, is better protected by
the tatute. The other transferees are preferred under the "receives more" test and are protected
only by subsections (c)(1) or (c)(2) Of course, employees do have limited § 507 priority which
may make some transfers to them nonpreferential under the § 547(b)(5) test. See supra text ac-
companying notes 145-52. To the extent that the trustee has recovered payments, however, there
VS no prejudicial effect. Since the § 547(c)(5) exception provides total protection except to the
extent indicated, the secured creditor has the advantage.

319. See supra note 76.
320. HOUSE REPORT, supra note 12, at 373; SENATE REPORT, supra note 12, at 88.
321. See supra text accompanying notes 208-23 & 284-319.
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and does not overly complicate the preference section. Unfortunately,
the difficulties do not stop here.

In many instances, there will be considerable activity between the
financing creditor and his debtor. In addition to acquisitions and dis-
positions of collateral, the critical pre-petition period will include ad-
vances by the creditor to the debtor and payments by the debtor to the
creditor. Payments might satisfy a portion of the principal of the debt
and/or might be applied towards accrued interest.322 Some payments
or transfers of security interests might involve subsection (c)(1) or (c)(3)
exceptions. A theory of integrating the subsection (c) exceptions is nec-
essary to properly classify the transactions for section 547 purposes.

The most important and most difficult section 547(c) integration
problem is the relationship between subsections (c)(4) and (c)(5). At
first glance, integration of these two exceptions seems to involve an ir-
reconcilable circularity problem. In order to compute the section
547(c)(5) gap, the court needs to calculate the "debt secured" on the
date of petition. To prevent a double penalty to the creditor, the deter-
mination of the "debt secured" figure must reflect the increase in the
creditor's claim as a result of the avoidance of preferential payments. 23

The extent to which these payments are avoidable will depend in part
on the application of section 547(c)(4). At the same time, section
547(c)(4) protects the creditor from avoidance of preferential payments
to the extent of subsequent advances "not secured by an otherwise una-
voidable security interest." 24 The circle appears complete when it is
noted that whether an advance is "secured" for section 547(c)(4) pur-
poses seems to depend on the extent to which collateral is protected by
section 547(c)(5). Once again, the key to breaking the circle is sug-
gested by the statute itself. Moreover, the solution is wholly consistent
with the basic purposes and policies of the preference section. Con-
sider the following illustration:

CASE 21. D Corp. was a wholesale distributor of stereo equipment.
On January 1, D owed S $1,000,000 secured by a floating lien in D's

322. In Case 22, infra text accompanying notes 334-46, payments are applied towards both
principal and interest. In many hypothetical cases treated in this Article, the facts assume pay-
ments are toward principal and no interest is being earned. This concession to simplicity has not
been critical in any problem. As Case 22 demonstrates, a more realistic situation does not pose
particularly difficult problems.

323. See supra text accompanying notes 305-08 (discussion of Case 15).
324. See supra text accompanying notes 291-94.
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inventory and proceeds, which were worth $800,000. On January 2, D
acquired $200,000 in inventory and paid S $150,000. On January 15, S
advanced an additional $100,000 to D. On February 1, D paid S $50,000.
On February 5, D acquired $100,000 in new inventory. On February 12,
S advanced an additional $60,000 to D. On March 5, D acquired
$150,000 in additional inventory. On March 10, S advanced an addi-
tional $50,000 to D. On March 25, D paid S $75,000. On April 1, a
bankruptcy petition was filed. Between January 1 and April 1, D sold
inventory valued at $400,000. On April 1, D had $850,000 in inventory
and $50,000 in available proceeds of inventory sold, for a total of
$900,000 in collateral. 2 5

What payments and security interests may the trustee avoid? During
the critical period, the debtor has made $275,000 in payments which
are section 547(b) preferences. If all of these payments are avoidable,
the "debt secured" figure would be adjusted to $1,210,000.326 This
would be the maximum "debt secured" figure in the section 547(c)(5)
calculation. Based on this adjustment, the section 547(c)(5) gap, which
was $200,000 on January 1 ($1,000,000 - $800,000), would be expanded
to $310,000 ($1,210,000 - $900,000). S, however, had made $210,000 in
advances, some of which will qualify for section 547(c)(4) credit. But
how much?

325. The facts of this hypothetical case are summarized in the following chart. For simplic-
ity',. sake, the hypothetical ignores the effect of accruing interest and unrealistically assumes all
payments are applied toward reducing the principal. Case 22 makes more realistic assumptions
about payments. The chart also only gives the value of collateral on January I and April 1, the
dates of the two-point comparison under § 547(c)(5). Intermediate fluctuations are irrelevant; the
dates of collateral acquisitions are given in order to show the maximum in transfers of security
which would be vulnerable without § 547(c)(5).

Inventory Value of Payments Advances Balance on
Date Acquisitions Collateral to S to D D's Books

1/1 800,000 1,000,000
1/2 150,000 850,000
1/5 200,000 850,000
1/15 100,000 950,000
2/1 50,000 900,000
2/5 100,000 900,000
2/12 60,000 960,000
3/5 150,000 960,000
3/11 50,000 1,010,000
3/25 75,000 935,000
4/1 900,000 935,000

326. This upward adjustment is made to prevent a double recovery by the trustee. See supra
text accompanying notes 305-08 (discussion of Case 15).
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First, no more than $200,000 in advances can qualify. The January
15 advance of $100,000 can save part of the January 2 preferential pay-
ment of $150,000. The $60,000 advance of February 12 can protect all
of the $50,000 payment of February 1 and $10,000 of the yet unpro-
tected portion ($50,000) of the January 2 preferential payment. The
$50,000 advance on March 10, however, can only protect the yet unpro-
tected prior payments-40,000 from the January 2 preferential pay-
ment. Section 547(c)(4) does not protect any of the subsequent
payments on March 25. At minimum, the trustee can avoid that
$75,000 March 25 preferential payment. We can, therefore, prelimina-
rily compute the trustee's minimum payment recovery and the minimum
"debt secured" figure for section 547(c)(5) purposes.327

The minimum payment recovery and the minimum "debt secured"
figure provide an important preliminary calculation for section
547(c)(5) purposes. In Case 21, the minimum section 547(c)(5) "debt
secured" after adjusting the debt for the minimum payment recovery
of $75,000 is $1,010,000 ($935,000 balance on D's books plus $75,000).
With $900,000 in collateral, the subsection (c)(5) gap would be reduced
from $200,000 to $110,000 ($1,010,000-$900,000). Thus the trustee
could avoid $90,000 in security interests, the maximum collateral avoid-
ance, if all $200,000 of possible subsection (c)(4) credit was "un-
secured." By the same token, the creditor, S, under this preliminary
calculation, would only be entitled to keep $810,000 in collateral, the
minimum available collateral.

For each dollar of the possible $200,000 subsection (c)(4) credit
which is disqualified, the trustee will be able to avoid an additional
dollar in payments, and the section 547(c)(5) "debt secured" figure will
be adjusted one dollar upwards. 328 This in turn will protect one addi-
tional dollar in collateral by permitting the creditor to keep it without
narrowing the gap. In Case 21, $90,000 worth of collateral is available
to be "picked up" as a result of any upward adjustment of the section
547(c)(5) "debt secured" figure. Therefore, if $90,000 of the possible
subsection (c)(4) credit is disqualified, S will keep $90,000 in additional
collateral. The disqualification of this possible subsection (c)(4) credit

327. The minimum payment recovery is the amount of preferential payments which, regard-

less of security, does not qualify for § 547(c)(4) credit. The minimum "debt secured" figure for
§ 547(c)(5) purposes is the debt adjusted upwards for those payments which will certainly be
avoided, the minimum payment recovery.

328. See supra text accompanying notes 305-08 (discussion of Case 15).
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validates otherwise avoidable security interests. In other words, the
possible subsection (c)(4) credit should be considered as "secured by an
unavoidable security interest" to the extent that collateral which would
otherwise be unprotected under section 547(c)(5) can be protected.329

This collateral becomes protected when the possible subsection (c)(4)
credit is disqualified resulting in more payment avoidance and a larger
"debt secured. 330 The remaining credit, $110,000 in Case 21, is both
unsecured and subsequent to preferential payments. Only to this ex-
tent does section 547(c)(4) make advances available as a set-off against
otherwise avoidable payments. The remaining $165,000 in payments
can be avoided. When this $165,000 is added to thefinal "debt se-
cured" figure, however, the trustee will not be able to avoid any secur-
ity interests.

33'

This method of integrating sections 547(c)(4) and 547(c)(5) is not
only consistent with the language of the statute, but is consistent with
the entire preference scheme. The trustee's burden is eased by facilitat-
ing avoidance of the maximum amount in payments and protecting in
return the maximum in collateral. 332 The costs and risks of actually
realizing the value of collateral are placed on the party who bargained
for the collateral as security, not on the trustee as representative of
other creditors.

Only one other refinement of the integration of subsections (c)(4) and
(c)(5) is necessary. Possible subsection (c)(4) credit would not qualify
to the extent that it is secured by collateral not covered by subsection
(c)(5). This credit should be disqualified first, along with advances
which are not subsequent to preferential transfers. In Case 21, if the
January 15 advance had been secured by an unavoidable security inter-
est in two of D's delivery trucks, each worth $10,000, only $80,000
would be available under subsection (c)(4). The next two advances,

32). For example, if only $150,000 in § 547(c)(4) credit were available, the trustee could avoid

$50,D0O in payments, in addition to the $75,000 already certainly avoidable. This would result in

the § 547(c)(5) "debt secured" figure being adjusted upwards to $1,060,000. Therefore, the

§ 547(c)(5) gap would then be $160,000, a reduction of only $40,000. The trustee could avoid

$40,0(K0 in collateral transfers, leaving the creditor $860,000 in collateral. The disqualification of
$50,100 in § 547(c)(4) credit resulted in protection of an additional $50,000 in collateral.

330. Any new value should be considered to be secured by an "unavoidable security interest"

to the extent that the new value validates under § 547(c)(5) otherwise avoidable security interests.
See supra text accompanying Case 14.

331. After the payments are avoided, the § 547(c)(5) "debt secured" figure on the date of the
petition will be $1,100,000. The value of collateral will be $900,000 for a gap of $200,000, the

same as on January 1.
332. See supra text accompanying notes 306-09 (discussion of Case 16).
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however, would qualify as possible subsection (c)(4) credit, for a total
of $190,000. Of this amount, $90,000 would still be secured by avail-
able subsection (c)(5) collateral. Only the remaining $100,000 would
qualify under subsection (c)(4) and the trustee could avoid $175,000 in
payments, but still no security interests in collateral would be
avoidable.333

Once the major integration problems in section 547 are overcome, it
becomes relatively easy to deal with any additional levels of complexity
incident to commercial financing. The debtor may have made pay-
ments toward accrued interest. Collateral may have appreciated in
value which may be due only in part to the use of the debtor's re-
sources. The creditor may have released some collateral for bulk sale
to allow the debtor to reduce his costs. The debtor may have paid over
some or all of the proceeds of collateral to the creditor. None of these
or other conceivable complications pose overly difficult problems for
the trustee or the court. Consider the following illustration:

CASE 22. D Corporation was engaged in the business of assembling,
selling and installing heating systems. Although D manufactured no
components, it did purchase other components and combine them into
systems of its own design. D Corporation was experiencing extreme
financial difficulty because of bad credit decisions and high interest rates.
S Bank was a major creditor of D, secured by a floating lien in D's inven-
tory and accounts. On January 1, D owed S $2,000,000 secured by
$1,500,000 in inventory and accounts.

On January 15, D paid S $110,000. Of this amount, $10,000 was inter-
est for the first two weeks in January. On February 1, D paid S $109,500,
$9500 of which was accrued interest. On February 15, D made an interest
payment of $9000. On February 21, S loaned D an additional $150,000.
On March 1, D paid accrued interest of $9375. At that time, S also gave
written permission to D to sell $450,000 in collateral to X Inc. The pur-
pose of this sale was to reduce the level of inventory. D agreed to pay
over to S the proceeds of the sale. D made this payment of $450,000 on
March 8. On March 15, P paid S $108,625. Of this amount, $8625 was
interest. P paid no further money to S.

On April 1, a bankruptcy petition was filed. The value of inventory,

333. This hypothetical assumes that the transfer of the security interest in equipment was not
avoidable. This would occur if the equipment secured only the advance and the security interest
were properly perfected within 10 days. The transfer of security would then relate back to the
date of the security agreement under § 547(e)(2), and the transfer would not be for antecedent
debt. Even if the transfer is for an antecedent debt, it might qualify for protection under
§ 547(c)(1).
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accounts and proceeds on the date of the petition was $1,300,000. This
figure is the result of activity not specifically itemized above. This activity
included the sale of additional inventory and the liquidation of some ac-
counts. This also included inventory and accounts acquired during the
critical period which are still on hand and are worth $750,000. D ex-
pended funds assembling heating systems, which increased the value of
some of the inventory. Some completed systems were installed and gen-
erated the accounts referred to. Uninstalled systems remain as available
inventory. Costs such as salaries and utility bills were incurred in order to
assemble and install various components. Although these expenditures
helped to increase the value of available collateral, the S Bank can prove
that $75,000 of this increase is due to factors other than properly allocable
costs. Some of these other factors include inflation, market conditions,
and the inherent value of completed collateral.

Finally, the creditor's claim includes $7000 in unpaid interest that ac-
crued between March 15 and the filing of the petition. It presently ap-
pears from the books, before taking into account preference avoidance,
that D owes S $1,407,000.

3 3 4

What transfers may the trustee avoid? During the critical period, D
has made interest and principal payments to S totaling $796,500. All
of these payments to an undersecured creditor are preferential under
section 547(b).335 S, however, will attempt to assert that some of these

334. The facts of this hypothetical case are summarized in the following chart. In this in-
stance, payments are divided toward principal and interest. For simplicity's sake, the details of
inventory acquisition, completion, sale and installation are ignored. It is important to note, how-
ever, that S, the creditor, would bear the burden of proving that any reduction in the § 547(c)(5)
gap was not prejudicial. Once again, the chart merely details the value of collateral on January 1
and April 1, the dates of the two-point comparison under § 547(c)(5). The inventory and account
acquisitions and other costs are given merely to demonstrate the degree to which S would be
vulnerable without § 547(c)(5).

Value of Payments Payments toward Advances Balance on
Date Collateral to S Principal to D D's Books

1/1 1,500,000 2,000,000

1/15 110,000 100,000 1,900,000
2/1 109,500 100,000 1,800,000
2/15 9,000 0 1,800,000
2/21 150,000 1,950,000
3/1 9,375 0 1,950,000
3/8 450,000 450,000 1,500,000

3/15 108,625 100,000 1,400,000
4/1 1,300,000 1,407,000

335. S began the critical period undersecured. Although he appears to be oversecured on
April 1, this situation was caused by a combination of preferential payments and collateral
transfers.
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payments are protected by subsections (c)(1) and (c)(4). Moreover, a
substantial amount of collateral was acquired within the critical period.
Additional resources were expended by D to acquire the inventory,
complete it, ready it for sale, and to sell or install it, thereby generating
accounts. This acquisition of collateral, as well as expenditures to com-
plete or improve it, were preferential collateral transfers under section
547(b).336 S, however, will assert that section 547(c)(5) protects these
transfers, at least in part.

The first step in resolving this case is to deal with those section 547(c)
exceptions for which the date of transfer, not the date of petition is the
critical date.337 S has a strong claim that the March 8 payment of
$450,000 is not avoidable by virtue of subsection (c)(1). The release of
the collateral, or new value, was intended to be contemporaneous and
was in fact substantially contemporaneous. IfS successfully proves the
elements of subsection (c)(1), only $346,500 in payments remain vul-
nerable (the sum total of all other payments from D to S).

The parties to the dispute must now deal with the more difficult sub-
section (c)(4) and subsection (c)(5) integration. S has advanced
$150,000 which might qualify as subsection (c)(4) credit. The advance
was subsequent to $228,500 in preferential payments. Therefore, the
only issue is to what extent the $150,000 advance is "secured" for sub-
section (c)(4) purposes.

If the entire $150,000 qualifies under subsection (c)(4), $196,500
($346,500 - $150,000) will still be recovered by the trustee (the minimum
payment recovery). The minimum "debt secured" figure for subsection
(c)(5) purposes will be $1,603,500 ($1,407,000 + $196,500). Using this
amount, the court can make a preliminary determination of how much
collateral will be avoided if the entire $150,000 in new credit qualifies

336. The legislative history makes clear that Congress intended to treat expenses of comple-
tion as transfers of security under § 547(c)(5), and, therefore, under § 547(b) as well. See supra
notes 313 & 315. In Case 22, part of the accounts which came into existence during the critical
period would be proceeds of previously existing inventory. Part would also be generated by ex-
penditures made on that inventory, including sale, completion and installation. Case 22 merely
suggests substantial acquisitions and sales of inventory and generation and liquidation of ac-
counts. Because the collateral transfers incident to these events are all covered by § 547(c)(5), it is
unnecessary for the facts to indicate the precise extent of § 547(b) preferential transfers.

337. The exceptions in § 547(c)(1), § 547(c)(2) and § 547(c)(3) fit in this category. See supra
text accompanying notes 237-83. The § 547(c)(5) exception obviously depends on the situation on
the date of the petition. In order to determine the extent that new value advances are secured or
unsecured under § 547(c)(4), the situation on the date of the petition must be analyzed.

[Vol. 6 1:1
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under subsection (c)(4).3 38

On January 1, ninety days before the petition, the subsection (c)(5)
gap was $500,000. If all $150,000 in credit qualifies, the minimum
"debt secured" figure will be $1,603,500. The value of collateral on
April I was $1,300,000, for a gap of $303,500. The subsection (c)(5)
gap has been apparently reduced by $196,500. 339 Not all of this reduc-
tion however, is necessarily avoidable. The prejudice limitation of sub-
section (c)(5) must still be figured into the calculation.

The purpose of establishing the effect of the prejudice limitation is
clear if the next step is kept in mind. 34° At this preliminary stage, the
court should establish the maximum collateral avoidance, that is, how
much collateral is not protected by subsection (c)(5) if subsection (c)(4)
protects $150,000 in preferential payments. The court can then deter-
mine the extent to which additional collateral will become protected if
the subsection (c)(5) "debt secured" figure is further increased if addi-
tional payments are unprotected. Additional payments will be unpro-
tected if some of the $150,000 does not qualify as credit under
subsection (c)(4). To the extent that additional collateral is made avail-
able to the creditor, possible section 547(c)(4) advances are "otherwise
secured." 34' The first step is a preliminary section 547(c)(5) calculation
to determine how much collateral will be avoided if all of the possible
subsection (c)(4) credit can be used to reduce the otherwise recoverable
payments.342 This preliminary calculation will be accurate only if all of
the subsection (c)(5) qualifications are taken into account. To the ex-
tent that any reduction in the gap is not prejudicial, the trustee cannot
avoid it. Therefore, in calculating an accurate maximum collateral
avoidance, it is necessary to subtract any nonprejudicial reduction in
the gap.

In Case 22, S can apparently prove that $75,000 of the reduction in
the subsection (c)(5) gap was not prejudicial. Therefore, even if al
$150,000 qualifies under subsection (c)(4), only $121,500 of the
$196,500 reduction in the subsection (c)(5) gap may be avoided. If,
however, the trustee can avoid an additional $121,500 in payments, S

338. See supra text accompanying notes 328-32.
339. The original gap of $500,000 ($2,000,000 - $1,500,000) has been reduced to $303,500

($1,603,500 - $1,300,000), a reduction of $196,500.
340. See supra text accompanying notes 313-19.
341. See supra text accompanying notes 328-32.
342. See supra text accompanying notes 327-28.
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will be able to recover an additional $121,500 in collateral under sub-
section (c)(5). Therefore, this amount is otherwise "secured" for sub-
section (c)(4) purposes and only $28,500 qualifies for set-off under
subsection (c)(4).343

To summarize, the trustee may not avoid the March 8 payment of
$450,000. Of the remaining $346,500 in payments preferential under
section 547(b), $28,500 is protected by subsection (c)(4) set-offs and
$318,000 is avoidable. For subsection (c)(5) purposes, the "debt se-
cured" figure is adjusted upwards, reflecting the preference recovery of
$318,000, for a final "debt secured" figure of $1,725,000. The value of
collateral is $1,300,000 and the subsection (c)(5) gap has been reduced
by $75,000. S, however, can prove this reduction was nonprejudicial
and therefore no security interests are avoidable.

No special calculations were required in order to account for the fact
that payments were made toward both interest and principal. Certainly
the distinction has no effect on whether the payments were preferen-
tial.3" For subsection (c)(5) purposes, there is also no need for a dis-
tinction. The typical security agreement will almost certainly provide
that the collateral secures both principal and interest. The section 506
definition of a "secured claim" is based on the assumption that these
provisions are in the security agreement.345 The trustee and court
should take care to ensure that the subsection (c)(5) "debt secured"
figure at thefirst point of comparison includes unpaid interest accrued
until that date. Therefore, at both points in the subsection (c)(5) com-
parison, the "debt secured" figure will be consistent with the section
506 definition of a "secured claim." To the extent that accrued interest
remains unpaid or any interest payments are avoided, they are in-
cluded in the readjusted subsection (c)(5) "debt secured" figure on the
date of the petition. 46

343. See supra text accompanying notes 328-32.
344. The payments are either "for or on account of an antecedent debt." The creditor cannot

attempt to argue that the interest payments qualify for § 547(c)(2) protection. See mupra note 268
and cases cited therein.

345. 11 U.S.C. § 506(b) (Supp. V 1981) provides:
To the extent that an allowed secured claim is secured by property the value of which,

after any recovery under subsection (c) of this section, is greater than the amount of such
claim, there shall be allowed to the holder of such claim, interest on such claim, and any
reasonable fees, costs, or charges provided under the agreement under which such claim
arose.

346. The creditor cannot successfully classify unpaid interest as new value advances under
§ 547(c)(4), even if he refinances the debt. If the creditor lends additional money to the debtor to

[Vol. 61:1
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VII. CONCLUSION

The new section 547 integration does not make the application of
preference law to commercial financing simple. If, however, the inte-
gration is applied in the proper sequence of small steps it yields a more
mechanical, predictable result-a result fairer to all creditors.

The first step is the proper application of section 547(b). The inte-
gration of definition and exception requires a strict, literal application
of section 547(b). The individual elements in the definition, the "ante-
cedent debt" and "receives more" requirements in particular, must be
relieved of much of the case law baggage they carried under section 60.
The second step is the proper ordering of definition and exception. The
status of each transfer must be separately and preliminarily determined
under section 547(b)(5) before their combined impact is judged and
before the exceptions in section 547(c) are applied. The third step is the
proper integration of the various exceptions. Both individual collateral
transfers and payments to a secured creditor may be protected under
more than one exception. When the creditor has a choice of exceptions
applicable to the same type of transfer, those exceptions which require
an evaluation at the time of transfer should be applied first. When the
combined effect of two or more types of transfer is critical to the opera-
tion of the exceptions, as it is when sections 547(c)(4) and 547(c)(5) are
applied to payments and collateral transfers, a preliminary calculus is
required. Once again the steps involved in the computation are
straightforward.

This relationship between the preference definition and the section
547(c) exceptions, and among the various exceptions, has been derived
from the structure of the statute and its drafting history. The mechan-
ics essential to the application of the section were in turn derived from
these relationships. Perhaps both the underlying relationships and the
mechanics should have been more explicitly detailed in the statute. In
this sense, section 547 is flawed. The unrealistically tight time limits in
section 547(c)(2) may be a further flaw. These problems, however, do
not justify changes which are inconsistent with the goals of the new
preference scheme.

The legislative design is basically sound. Hastily conceived and
drastic changes, such as the proposed reintroduction of the requirement

pay off accrued interest, this money will not qualify as new value under § 547(a)(2). The defini-
tion of new value "does not include an obligation substituted for an existing obligation."
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that the creditor "have reasonable cause to believe," go too far. They
undermine the mechanical efficiency of the new definition and displace
many of the carefully crafted limitations in the section 547(c) excep-
tions. These drastic changes would be unwise, at least at this time.
Some adjustment of the section 547(c) exceptions may be justified, such
as minor changes in subsection (c)(2). Even these changes, however,
should be cautiously considered so that the basic equality principle
does not give way to the special interests of particular creditors.

The new integration needs time-time in the courts to sort itself out
from the obsolete concepts born under section 60 and time to allow the
development of a new preference jurisprudence. Then, and only then,
will the fairness and efficiency of new preference section be proved or
disproved.
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