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Farmers’ financial stress bodes
problems for banks and vendors.
By Michael Fielding
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n late 2016 the Federal Reserve Bank of Chicago reported
that it expected to see a higher rate of farm bankruptcies in 2017. While the current cycle has not approached
the depths of the previous downturn in the agricultural
industry, the Chicago Fed’s estimate has been more or less
substantiated by new data reported earlier this year. Leading
indicators of financial distress for farmers — decreasing cash
receipts for crops, rising input costs, stagnating farm values
and increasing debt loads — are painting an ominous picture
for farmers over the next few years.

The potential economic damage for an
impending downturn might start with the
farmers themselves, but it almost certainly
won’t end there. Farmers comprise but a
link in the larger economic chain that connects their fates to those who sell products
and services to farmers. For instance, capital expenditures in the farm economy are
expected to be nearly 25 percent lower in
2017 versus a few short years ago, according
to the U.S. Department of Agriculture. This
decrease will undoubtedly land on the balance sheets of vendors who sell everything
from tractors to seed.
If bankruptcy filings grow as anticipated,
vendors throughout the agricultural supply chain will increasingly find bankruptcy
trustees trying to claw back the payments
that the debtor made during the 90-day
period before bankruptcy. These so-called
preferential transfer claims are rooted in
Chapter 5 of the U.S. bankruptcy code,
which sets forth how courts are to consider
prepetition transfers of a debtor’s assets,
such as when they pay an unsecured supplier’s bill. The intent of the law is to take
back monies that were paid to the “preferred” vendor and equally redistribute those
monies to all creditors. While the fairness
of this is debatable, the harsh reality is that
the code creates significant liability for
enterprises that are engaged in commerce
with distressed companies — something
creditors need to be especially mindful of
given the anticipated financial distress in the
agricultural industry.

Fortunately, there are a few key actions
you can take before the debtor files for
bankruptcy to significantly reduce (or even
eliminate) exposure for these preferential
transfer claims.

Always maintain open lines of communication and request current financial statements
from your customers. If possible, obtain
third-party credit reviews of the debtor.
Monitor news regarding the debtor and
listen to what others are saying. Knowing
the debtor’s financial condition can help
you cautiously take steps to minimize both
short-term credit risk and longer-term
preference exposure.

The subjective ordinary-course defense compares the timing and method of payments
received during the 90-day preference period
to the payments received during the last few
years. Ad hoc payments or payment terms
that are clearly undertaken as a result of the
customer’s perceived financial distress are
considered unordinary and not protected.
The key to maximizing this defense is consistency. Identify the average days-to-pay for
the last 12 months and seek to keep current
payments within an acceptable range of that
average. Avoid changing terms or practices
that have existed for long periods unless
absolutely necessary. If collection efforts
must be made, first attempt to do so gently
and verbally, without a written record that
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would be subject to discovery. The Catch-22 of minimizing credit exposure is that more aggressive collection
efforts will likely mean that any future payments will not
be protected by the subjective ordinary-course defense.

The objective prong of the ordinary course defense asks
whether the payments you received during the 90-day
period before bankruptcy were within a normal or
acceptable range for the greater agriculture industry. For
example, if the most frequent industry-wide payment
terms are 30 days, but payments ranging from 20 to 40
days are also reasonable, then any payments within the
20- to 40-day range would be protected by this defense.
But if the timing of the payments significantly deviates
More aggressive from the industry norm, then
collection efforts the objective ordinary course
defense likely will not work.

will likely mean that
any future payments
will not be protected
by the subjective
ordinary-course
defense.

Promptly take appropriate
corrective action when problems begin to arise. Develop
and consistently apply uniform policies for reminding
customers of late payments.
Ask yourself: “Is this debtor
treated any diff erently from
other similarly situated debtors with whom we deal?”
If the answer is “yes,” that should be a warning that
the ordinary-course defense may be in jeopardy. If
additional pressure is needed, try to communicate orally
rather than by email.

An increased risk factor for a preferential transfer is
letting the debtor exceed its credit limit. If that limit
has been exceeded you will find yourself in the awkward
position of trying to recover the excess credit amount
from a debtor that is struggling financially. Such a
scenario increases the likelihood that your collection
efforts may cause any payments to be unordinary.
Avoid that nightmare scenario by employing uniform
credit limit practices for all your customers.

Shortening payment terms can significantly reduce
preference exposure if you are doing a large volume of
business with the debtor. The majority of jurisdictions
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recognize what is commonly known as “paid new value.”
This means that if you provide goods or services to the
debtor during the preference period, you can use the
value of those goods or services as an off-set or reduction of any preferential transfer that occurred before
the goods or services were provided, even if those same
goods or services are later paid for by the debtor during
the preference period. If you have longer payment terms,
you will have relatively little new value. In contrast, if you
have shorter payment terms, you will have greater new
value for the preference period. Shortening payment
terms may also help ease credit limit exposure.

Are you a critical supplier to the debtor? Does the debtor
rely on you in some unique way? How adversely would the
termination of your business relationship affect the debtor?
Not all creditors are created equally. If you are a critical
vendor, gently use your leverage to encourage the creditor
to meet its payment terms. Remember, a good cop and a
bad cop have the same “leverage,” but how they use that
leverage will significantly color a judge’s determination on
whether the actions were appropriate.

Bankruptcy trustees frequently look for red flags to argue
that the transfers were abnormal and not ordinary. These
red flags include items such as reducing the debtor’s credit
limit, shortening payment terms, changing the mode of
payment (i.e., requiring payment via wire transfer rather
than check), and putting undue collection pressure on the
debtor. Obviously, all of these actions are common-sense
steps that a lender may need to take to reduce short-term
credit exposure. Unfortunately, they also bring with them
longer-term risk of adversely affecting an ordinary-course
defense. If these actions must be taken, try to do so as
delicately as possible.
The overarching theme to avoiding preference exposure is consistency. There should be an enterprise-wide
effort to establish and apply uniform procedures for
dealing with past dues and credit limits. This across-theboard consistency is critical because, when any particular
customer shows signs of weakness, the methods used
for addressing the situation will then come to be seen
as standard operating procedure rather than the desperate one-off attempt to “opt out” of a relationship with a
financially distressed customer. AB
Michael Fielding is a partner in the Kansas City
office of Husch Blackwell LLP. Contact him at
michael.fielding@huschblackwell.com.

