UNI TED STATES BANKRUPTCY COURT
DI STRICT OF M NNESOTA
THI RD DI VI SI ON

hkhkhkkhkhkhhhkhhhhhhhhhhhhhhdhhhdhhhdhdhhddhhhdhhhdhhhdhhhdhhhddhddddddrxdx*x

In re:
HANCOCK- NELSON MERCANTI LE FI NDI NGS OF FACT
COMPANY, | NC., CONCLUSI ONS OF LAW AND

ORDER FOR JUDGVENT
Debt or .

khkkhkkhkkhkhhhkhhhkhhhhhhhhkhrhkhrhkhx*k

M CHAEL J. | ANNACONE, as Trustee
for the Bankruptcy Estate of
Hancock- Nel son Mercantil e
Conpany, Inc.,

Plaintiff, BKY 3-86- 256
V. ADV 3-86-282
KLEMENT SAUSAGE COVPANY, | NC.,

Def endant .

khkhkkhkhkhhhkhhhhhhhhhhhhhhhhhdhhhdhhhdhhdhhhdhhhdhhhhhhdhhhdrhdddhdrdrxdx*x

At St. Paul, Mnnesota, this day of January, 1991

Thi s adversary proceedi ng for avoi dance of all egedly-
preferential transfers came on before the Court on March 7, 1989,
for trial. Plaintiff appeared by his attorney, David R Marshall
Def endant appeared by its attorney, Andrew N. Herbach. Upon the
evi dence adduced at trial, the briefs and argunent of counsel, and
all of the other files, records, and proceedi ngs herein, the Court
makes the foll ow ng Findings of Fact, Conclusions of Law, and Order
for Judgrent.

FI NDI NGS OF FACT

Debt or was pl aced i nto bankruptcy via an involuntary
petition under Chapter 7, filed on January 29, 1986. Immediately
after that filing, Debtor voluntarily converted to the case to one
for reorganization under Chapter 11. On January 8, 1988, this
Court converted the case to one under Chapter 7. Debtor conmenced
this adversary proceeding while it was still a Chapter 11 debtor in
possessi on; the present naned plaintiff is the Trustee of Debtor's
Chapter 7 estate.

Debtor was a large St. Paul -based regi onal grocery
whol esaler. It was formed in a consolidation of four smaller
rel ated conpanies, effected during a "leveraged buyout” in early
1985. As a result of the debt-service demands of the | enders which
had financed the | everaged buyout, Debtor started to experience
financial distress in May, 1985. |Its fiscal difficulties quickly
mount ed during that summer. The |enders' enforcenent of their
secured positions drew off so much of Debtor's cashflow that it was
unable to replenish inventory at |evels necessary to nmeet its
customers' orders; as a result, during the summer and fall of 1985



Debtor lost all of its chain-store clients. The |enders' paynent
demands and the drop in Debtor's sales volune had a synergistic
effect, ultimately causing the bankruptcy filing and Debtor's later
term nation of operations in md-1986. (1)

In the fall of 1985, nanagenent from Debtor's parent
conpany nmet with representatives of its individual supplier-vendors
and agents of various supplier trade groups. Managenent's goal was
to work out credit terns and ot her arrangenents under which Debtor
could ensure its sources of supply, so it could remain in business.
Debt or was never able to reach the conprehensive agreenent which it
sought; certain of its vendors placed it on very strict ternms of
paynment for their invoices, some of them ceased doi ng business wth
Debtor entirely, and others continued to ship inventory on their
previ ous terns.

Earlier in 1985, Debtor's new managenent had put its
account s- payabl e processing onto a conputerized system under which
its conmpany conputer generated checks on all payables as Debtor's
office staff received and entered vendor invoices. During the
sumer of 1985, managenent adopted a strange internal control under
whi ch Debtor continued to issue such checks upon its receipt of
i nvoices, but its clerks held them back fromthe vendors unti
Debtor's parent conpany and the secured | enders authorized their
rel ease in accordance with a "relending formul a" they had adopted. (2)
At no point between May 1985 and the conmencenent of Debtor's
bankruptcy case did any of its operating divisions actually bring
all of their vendor accounts payable into current status.

Def endant is a M| waukee, Wsconsin business concern
whi ch supplied processed neat products to Debtor. During the nonth
of Cctober 1985, Defendant shipped inventory to one or nore of
Debtor's operating divisions under four different invoices. The
i nventory sales and invoices are sumuarized as foll ows:

I nvoi ce No. I nvoi ce Ampunt I nvoi ce Date (and
Dat e of Shi pnent)

84600 $ 3,944.00 10/ 07/ 85

85627 10, 120. 56 10/ 10/ 85

88175 8, 882. 52 10/ 24/ 85

89878 18, 964. 80 10/ 31/ 85

The stated terns of these invoices were "net weekly," which
conported with the standard in the processed-neat sector of the
grocery distribution industry.

During a correspondi ng period of time, Debtor issued and
sent the foll owi ng checks to Defendant:

Check No. Check Anount Check Date Dat e Check Cl eared
109210 $ 3,814.40 10/ 17/ 85 11/ 01/ 85
12878 10, 120. 56 11/ 04/ 85 11/ 16/ 85

1773 27,575. 24(3) 11/ 13/ 85 11/ 18/ 85

As the raw data for the invoices and checks woul d indicate, Debtor
i ssued all of these checks and forwarded themto Defendant after
the stated due dates on the corresponding i nvoices. Debtor's
dr awee- bank al so honored them on dates which were yet later than
these due dates. The parties have stipul ated that Defendant
i nvoi ced and shi pped the goods noted on invoice no. 89878 after it
received Debtor's check no. 109210.

The evi dence establishes that, during the nonths of



August and Sept enber 1985, Defendant had received checks from
Debtor in paynent of net-weekly invoices, on dates which ranged
from14 to 30 days after Defendant's shipment of goods and issuance
of invoices. This pattern of |ate paynent apparently had started
at some point before August 1, 1985,(4) but there is no evidence as
to when.

On August 5, 1985, Defendant's credit nanager
unilaterally inposed c.o.d. terns on an invoice for an order from
Debt or, which Defendant shipped |later that day. This was the first
ti me whi ch Defendant had done this for an order fromDebtor. It
did so again, for three orders shipped in | ate Septenber and
Cct ober 1985. These orders were interspersed anong other orders
shi pped on net-weekly paynment ternms. During this period,

Def endant's credit manager alternated in her discretion between
assigning c.o.d. and net-weekly terns to invoices to Debtor; she
apparently did so after eval uati ng whether Debtor's current

out st andi ng account was too | arge and del i nquent or not,
considering the pattern of Debtor's past paynents.

After Novenber 1, 1985, Defendant placed Debtor on a
c.o0.d. basis for all further orders. It did this at Debtor's
request, though Defendant already had refused to ship to Debtor on
any ot her basis because of the high Ievel of Debtor's unpaid
account .

O her than the unilateral alternation of payment terns
during Septenber and Cct ober 1985, none of Defendant's enpl oyees
took any other action to put pressure on Debtor to bring its
account current; Defendant did not assess any | ate-paynent penalty,
i nterest, or service charges on Debtor's account; no one requested
a neeting to discuss ternms of paynent and future credit; Defendant
never threatened suit against Debtor; and, at |east until Novenber
1985, Defendant never refused shi pnment of goods to Debtor, or
threatened to cut off shipnment, to get it to bring its account
current.

The grocery distribution trade is a high-volune, |ow
mar gi n busi ness. As such, all levels in the trade rely upon pronpt
paynment of customer accounts on invoice to sustain their cashfl ow
and to maintain profitability. As Debtor's president testified
fromhis own extensive experience, during the tines relevant to
this adversary proceedi ng nost |arge grocery chains and their
whol esal i ng operations rarely, if ever, satisfied their accounts
payabl e outside of the invoice terns. Wile Defendant's credit
manager did attest to the fact that others anbng its custoners
consistently "paid" outside the terns of their invoices, she
qualified this by stating that this generally resulted from del ays
in the custoners' offices in processing the invoices. She
acknow edged that she was pronpted to switch Debtor between a net-
weekly and a c.o.d. paynent schedul e after August 1985 because
Debt or had paid beyond its "normal schedul e" for several nonths.
She testified that it was Defendant's standard practice to do this,
with the decision commtted mainly her discretion and that of
Def endant s ot her credit-managenent staff. As the uncontradicted
testinony of Debtor's president established, however, none of
Debtor's many other vendors and suppliers had ever switched their
i nvoi ced paynent terns wi thout advance noti ce.

CONCLUSI ONS OF LAW

Plaintiff seeks judgnent agai nst Defendant in the sum of
$28,475.35,(5) as relief pursuant to 11 U. S.C. Section 550(a)(6) to
avoid those pre-petition transfers by Debtor to Defendant which
total that sum Plaintiff requests this relief pursuant to 11
U S.C Section 547(b).(7) In the parties' stipulation of facts,



Def endant has acknow edged the exi stence of all of the elenments of
Section 547(b). Counsel's concise, conprehensive briefs and
evidentiary presentation have narrowWy focused the issues:

whet her, as to Plaintiff's full prayer for relief, Defendant is
entitled to the exception from avoi dance of these preferenti al
transfers under the "ordinary course of business" provision of 11
U S.C. Section 547(c)(2); and, to the extent of the sum of
$3,814. 40 represented by Debtor's check no. 109210, whet her

Def endant is entitled to the exception from avoi dance under the
"new val ue" exception of 11 U S.C. Section 547(c)(4). Defendant
has the burden of proof on both of these exceptions. 11 U S.C.
Section 547(g); In re Ewald Bros., Inc., 45 Bankr. 52, 56 (Bankr
D. Mnn. 1984).

I. Section 547(c)(2) Exception: "Odinary Course" Transfer
As its primary defense to Plaintiff's avoi dance renedy,
Def endant argues that all three of these transfers are properly
subj ect to the exception fromthe trustee's avoi dance powers which
is provided by 11 U S.C. Section 547(c)(2):
(c) The trustee may not avoid under this section a
transfer--

(2) to the extent that such transfer was--

(A) in payment of a debt incurred by the debtor in
the ordi nary course of business or financial
affairs of the debtor and the transferee;

(B) made in the ordinary course of business or
financial affairs of the debtor and the
transferee; and

(© nmade according to ordinary business terns;

The Il egislative history for this provision indicates:
The purpose of this exception is to | eave
undi sturbed nornal financial relations, because it does
not detract fromthe general policy of the preference
section to di scourage unusual action by either the debtor
or his creditors during the debtor's slide into
bankr upt cy.

H R REP. No. 595, 95th Cong. 1st Sess. 373 (1977); S. REP. No.
989, 95th Cong. 2d Sess. 88 (1978).

Since it was put into its present form by the Bankruptcy
Amendnent s and Federal Judgeship Act of 1984, (8) Section 547(c)(2)
has generated nore published opinions, and has probably generated
nore controversy, than any other aspect of the | aw of preferenti al
transfers. (9)

The courts have uniformy agreed that Section 547(c)(2)
creates a "safe harbor” frompreference attack for certain sorts of
paynments made by debtors on account of antecedent debt in favor of
trade suppliers and other such "ordinary course" creditors. See,
e.g., Inre Craig Ol Co., 785 F.2d 1563, 1567 (11th Gr. 1986); In
re Bourgeois, 58 Bankr. at 659. This exception is designed to
protect the sort of "normal,"” recurring transactions with trade
creditors that characterize nost industries. In re Colonial
Di scount Corp., 807 F.2d 594, 600 (7th Cir. 1986). In enacting



Section 547(c)(2), Congress ultimately intended to prevent the
possibility of avoidance at the instance of a bankruptcy trustee
frombeing a disincentive to the extension of short-termtrade
credit to financially-distressed debtors. See, e.g., Inre Craig
Gl Co., 785 F.2d 1563, 1567 (11lth Cr. 1986); In re Southern
Commodity Corp., 78 Bankr. 626, 682 (Bankr. S.D. Fla. 1987); In re
Morris, 53 Bankr. 190, 192 (Bankr. D. Ore. 1985).

The courts, however, have struggled to frane a definition
for the sort of transaction which is subject to the Section
547(c)(2) exception. Two different tests have energed.

The courts adopting the first, which nmay be terned a
"course-of -deal i ngs" test, (10) have based their anal ysis al nost
excl usi vely on considerations pronpted by the el ements of Sections
547(c)(2)(A) and 547(c)(2)(B). Under this analysis, if the debtor
incurred the debt in a fashion, and for purposes, which were within
the normal range of its business operations as they were
historically constituted, and then paid the debt in a nmanner
consistent with the parties' prior course of dealing, the transfer
is considered to be "in the ordinary course,” and is excepted from
avoi dance. See, e.g., In re Jerry-Sue Fashions, Inc., 91 Bankr
1006 (Bankr. S.D. Fla. 1988); In re First Software Corp., 81 Bankr
211 (Bankr. D. Mass. 1988); In re Sunup/Sundown Inc., 66 Bankr
1021 (Bankr. S.D. Fla. 1986); In re Decor Noel Corp., 65 Bankr. 707
(Bankr. WD. Tenn. 1985); In re Wiite, 64 Bankr. 843 (Bankr. E. D
Tenn. 1986); In re Wite, 58 Bankr. 266 (Bankr. E.D. Tenn. 1986);
In re Ferguson, 41 Bankr. 118 (Bankr. E.D. Va. 1984); In re
M ndy's, Inc., 17 Bankr. 177 (Bankr. S.D. Onhio 1982).

For this reason, this test is sonetines called the
"subjective" test; the focus is on the idiosyncratic aspects of the
two parties' past relationship, and the outcone of the preference
action is controlled by the subject transaction's conformty with
the past patterns of that relationship. To the extent that these
courts have even acknow edged the existence of the third el ement of
Section 547(c)(2)(C, they have concluded that the "ordi nary
busi ness terns"” with which the transfer nust conport were those
established by the parties in the course of their prior financial
rel ationship. See, e.g., Inre Wite, 58 Bankr. 266 (Bankr. E.D
Tenn. 1986).

The courts which have enunci ated and adopted t he second,
or "industry-practices,"(11) test have done so based on their
recognition that the three requirenents of Section 547(c)(2) are

conjunctive, and are not exclusive of one another. See, e.g., In
re C evel and Graphic Reproduction, Inc., 78 Bankr. 819, 822 (Bankr
N.D. Chio 1987); 1In re Bourgeois, 58 Bankr. at 658. These courts

fully acknow edge that Sections 547(c)(2)(A) and 547(c)(2)(B)
contenpl ate a "subjective" conparison of the simlarity of the
chal | enged transaction to the parties' own established course of
dealing. However, they criticize the "subjective" test for
effectively subsum ng the el ement of Section 547(c)(2)(C) into the
first two elenments, and note that it allows a defendant to satisfy
Section 547(c)(2)(C) with proof identical to that going to the
first two elements. In re Loretto Wnery, Ltd., 107 Bankr. at 709;
In re Unimet Corp., 85 Bankr. at 453. As these courts reason, the
"course of dealings" test essentially nakes Section 547(c)(2)(C
either a nullity or a superfluity, contrary to the canons of
statutory construction. 1In re Loretto Wnery, Ltd., 107 Bankr. at
709; In re Steel Inprovenent Company, 76 Bankr. at 683.

The courts adopting the alternate test essentially
i ncorporate the "subjective" analysis of the "course of dealings"



test for their application of Sections 547(c)(2)(A) and (B), by

i nqui ri ng whet her the transaction was "ordi nary as between the
parties," considering the past history of their accounts. 1In re
Production Steel, Inc., 54 Bankr. 417, 423 (Bankr. M D. Tenn

1985). See also In re Loretto Wnery, Ltd., 107 Bankr. at 709; In
re Magic Circle Energy Corp., 64 Bankr. 269, 272 (Bankr. WD. kil a.
1986). They go on to hold that the reference to "ordi nary business
terns" in Section 547(c)(2)(C) requires the court to consider the
parties' adherence to standard practice anong simlarly-situated
busi nesses, as to the manner and timng of paynents on ordinary
trade credit. Under this third elenent, the parties' past course
of dealing is irrelevant; if the manner and tim ng of a paynent
chal | enged as preferential deviate fromnorns in the parties

i ndustry, the exception from avoi dance is not available. 1In re
Loretto Wnery, Ltd., 107 Bankr. at 709; In re Unimet Corp., 85
Bankr. at 453; In re Steel Inprovenment Co., 79 Bankr. at 684; In re
Magic Circle Energy Corp., 64 Bankr. at 272; In re Production
Steel, Inc., 54 Bankr. at 423.

The "industry practices" test conports nore with the
expression of congressional intent on the face of the statute, and
is the nore rational, balanced, and principled of the two tests.

In accordi ng sonme deference to the parties' course of dealing, it
avoi ds the draconian result which mght otherw se obtain from

gi ving concl usi ve effect to due dates on printed invoice fornms,
where a trade vendor has not itself enforced themin its past
dealings with the debtor. However, in inmposing the overlay of an
"objective" inquiry into industry practice, it furthers the primry
goal of preference relief:

Equal ity of distribution anong creditors is a

central policy of the Bankruptcy Code.

According to that policy, creditors of equa

priority should receive pro rata shares of the

debtor's property. [citations omtted]

Section 547(b) furthers this policy by

permtting a trustee in bankruptcy to avoid

certain preferential paynments nade before the

debtor files for bankruptcy. This nechanism

prevents the debtor fromfavoring one creditor

over others by transferring property shortly

before filing for bankruptcy.

Begier v. 1.R S., u s , , 110 S.C. 2258, 2262-3
(1990). See also Inre BEwald Bros., Inc., 45 Bankr. at 52 (citing
H R REP. No. 595, 95th Cong., 1st Sess. 177-8 (1977), for
proposition that "the purpose of the preference sectionis to
"facilitate the prinme bankruptcy policy of equality of distribution
anong creditors of the debtor'").

In the debt structure of any commercial bankruptcy case
with nultiple vendor clains against the estate, one will be faced
with the situation of sone vendors which adhered to industry norns
for billing and collection practices in their dealings with the
debtor, and sone which did not. The trade practices for al
vendors of a particular debtor are likely to be the sanme or
substantially simlar, as they will all be operating in the sane
i ndustry, or in related industries. 1In the nonths inmediately
precedi ng bankruptcy, the debtor may pay sonme of its vendors in a
fashi on which otherwise materially differs fromthe customary
i ndustry pattern for the turnaround of invoiced orders, and may not
give like treatnent to other vendors, leaving themw th | ong-
overdue receivabl es.




In the neantine, of course, the debtor is on a downward
financial spiral which eventually |eads to bankruptcy; it is
general | y accrui ng payables, which will beconme cl ai ns agai nst the
estate to the extent they remain unpaid as of the bankruptcy
filing. I1f, as with Debtor's case, the roots of its financial
distress are all-pervasive, it will not have either the resources
or the focused attention to devel op a consistent pre-petition
treatnment of its payables. Instead, it will nake accommodations in
paynment to those vendors who are nost insistent, or whose products
or services it deenms nost vital to its continued operations, and
will hold off the others.

Thus, where all of a debtor's payables are delinquent,
| ate paynments may constitute a preferential accomodation even if
the recipient is not receiving the benefit of tinely paynent, or
conpl ete paynent; relative to others whose clains survive as unpaid
into the bankruptcy case, the recipient has received a benefit
which, if preserved, will tend to defeat equality of treatnment in
the case. It cannot be denied that overlaying an "objective"
standard will lessen the availability of the Section 547(c)(2)
exception; in part, it does so by permtting the avoi dance of the
transfer where, as here, the deviation fromindustry norns via the
sufferance of untinely paynment actually benefitted the debtor
rather than the creditor-recipient. However, the overlay
substantially contributes to the statutory goal of leveling the
field anong all creditors, by subjecting all of themto the sane
ultimate treatnment in the bankruptcy case notw t hstanding the
debtor's individual, pre-petition acconmopdations with sone of them
See In re Xonics Ilmaging Inc., 837 F.2d 763, 767 (7th Cr. 1988);
Inre Craig Gl Co., 785 F.2d at 1567; In re Cevel and G aphic
Reproduction, Inc., 78 Bankr. at 823; In re Southern Comodity
Corp., 78 Bankr. at 628; In re Bwald Bros., Inc., 45 Bankr. at 56.
(all noting particular relevance of |ateness in paynment to
ordi nary-course determ nati on under Section 547(c)(2)).

VWhen this conbined test is applied to the facts at bar
it is clear that Defendant has proven no nore than one of the three
el ements of Section 547(c)(2)--the first one. There is no question
that Debtor incurred the debts evidenced by the invoices in
qguestion in the ordinary course of Defendant's and its own
busi ness. Defendant was a grocery producer and supplier, and
Debtor a grocery whol esal er; short-termcredit resulting from
i nvoi ced shi pnents of goods is the predom nant, and probably the
excl usive, formof ongoing credit furnished by vendors in the
grocery distribution industry. Debtor issued all three of the
checks in question in paynent of these invoiced extensions of
credit. Defendant has, therefore, satisfied Section 547(c)(2)(A).

However, it has not proven either of the remaining
el enent s.

First, it has not denonstrated that these paynments fel
within a range of currency established by the parties' past
deal ings, over a time during which the "baseline" course of conduct
contenpl ated by Section 547(c)(2)(B) is appropriately neasured.

The only evidence on this issue which Defendant brought forward was
for a period of approximately 60 days prior to the conmencenent of
the 90-day period. During this 60-day period, Debtor was already
experiencing fatal financial distress. The major portion of its
cashfl ow was being diverted to its secured | enders’ demands; it was
falling further and further behind on its vendor payabl es

t hr oughout the summer and fall of 1985. More than anything el se,
this stress was evidenced by the internal control which nanagenent
applied to Debtor's new payabl e processi ng program at the behest



of the secured | enders. The control tenuously preserved an
accounting fiction that Debtor was maintaining currency on its
payabl es, but in truth it was designed to facilitate the shuffling
of Debtor's dw ndling cashfl ow anong the demands of its many
vendors only after the much | arger demands of the secured | enders
were met.

There is real doubt whether a preference defendant can
properly rely upon experience of no nore than two nonths in
duration prior to the comencenent of the preference period to
establish the "ordi nary course"” of the parties' past dealings.
Among the factors which the court nust consider in determ ning
course of dealings is the length of the parties' financial
relationship. In re R chardson, 94 Bankr. 56, 60 (Bankr. E.D. Pa.
1988). The obvious corollary to this point is that the entire
length of the relationship, or at |east a material segnment of it,
shoul d be examined to determ ne the "baseline" course of dealings.

The goal of the inquiry under Section 547(c)(2)(B), of
course, is to establish a "baseline" of dealings with "reasonabl e,
ascertai nabl e boundaries,” In re Loretto Wnery, Ltd., 107 Bankr
at 710; otherw se, no neani ngful, accurate conparison of the
subj ect transaction(s) can be made. The only way in which Section
547(c)(2)(B) can have a truly normative function is by establishing
a "baseline" of dealings, fixed at least in part during a time in
whi ch the debtor's day-to-day operations were "ordinary” in the
| ayman's sense of the word. Preferably, the material period should
extend back into the time before the debtor becane financially
di stressed, or at |east before the debtor was subject to as deep a
structural stress as this debtor was after the consummation of its
ill-conceived | everaged buyout. A debtor subject to the throttle-
hol d of secured parties which have the very continuation of its
exi stence at their behest, sinply cannot be said to be operating
"in the ordinary course of business.”™ Neither can a debtor whose
trade vendors have organized to confront it with their common
frustrations with its financial disorganization

The only evidence of record going to the parties' course
of dealings is fromthe period when Debtor's downfall was
foreordai ned--at | east absent major concessions, never forthcom ng
by its secured |l enders. This evidence cannot support the fram ng
of a range of relative "currency” in paynent which Debtor and
Def endant had nutual |y accepted under "normal" circunstances. It
certainly does not support the conclusion that Debtor's acts in
greatly deviating frominvoice paynment terns were tacitly accepted
by the parties as a long-termpractice. Defendant, thus, has
failed to carry its burden on Section 547(c)(2)(B), the
"subj ective" elenment of the industry practices test.

Def endant has also failed to prove that Debtor made the
three paynents "according to [the] ordinary business terns" then
prevailing in the grocery distribution industry.

In a general sense, it could be said that, during the
entire period for which evidence was introduced, Defendant and
Debt or were not conforming their credit relationship to industry
nornms. The uncontroverted evidence as to the industry standard for
i nvoi ced paynent terns established themas a uniform "net weekly"
basi s; processed-nmeat suppliers customarily allowed short-term
credit for inventory purchases by whol esal ers, but conditioned it
on very pronpt paynment in full. However, for the four nonths prior
to and during the subject transfers, Defendant's own practice as to
Debtor included the unilateral denial of such credit, but not in a
uni formor consistent fashion. It is not inconceivable that
i ndustry practice would have supported Defendant in switching a



customer with a |l arge account bal ance over to a c.o0.d. basis for
all further orders, at least until the customer satisfactorily
reduced t he account bal ance; however, Defendant did not introduce
evidence to indicate this. Gven the narrow profit margins at each
| evel of the grocery distribution network, it is nuch less likely
that sound industry standards woul d have justified a supplier in
carrying a | arge account bal ance for several nonths, so |long as the
customer satisfied scattered c.o0.d. invoices issued in warning, and
paid other, nore standard ones on a fairly tinmely basis.
Regardl ess of the relative likelihood that Defendant's credit
manager was acting in accord with industry practice in switching
i nvoice ternms on Debtors, however, Defendant again failed to nmake
an evidentiary record to defend those actions. Beyond the |ack of
evi dence going to the acceptability of the tactic, there was no
evi dence to establish the objective guidelines for account bal ance
and/ or currency under which a credit manager woul d enpl oy the
tactic. In the absence of such evidence, the events portray
not hi ng nore than a supplier which had allowed itself to get caught
wi th an unacceptably | arge receivabl e, and whi ch was doi ng anyt hi ng
and everything it could to extract as nuch paynent as possible. It
does not establish a course of transactions consciously structured
in advance to conformto an external, objective norm

To a |l arge extent, however, discussion of the conformty
of a past pattern of dealings to general industry norns is
irrelevant; after all, the statute only contenpl ates whet her the
subj ect transacti ons were made "according to ordinary business
terns.” Even if the Section 547(c)(2)(C) inquiry is limted to the
i ssuance and paynent of the three checks, however, it is clear that
these transfers were outside industry nornmns.

Debtor issued its checks on dates between three and
ei ghteen days after the stated due dates on the invoices; Defendant
received those checks on sone unknown dates after their issuance,
and two out of the three of themcleared twelve and fifteen days,
respectively, after their date of issuance.(12) This pattern of
| ate paynment did not conport with practice in the regional or
nati onal industry.

Industry practice in the extension of trade credit, of
course, evolves in response to the realities of regional and
nati onal markets, cycles in the availability of supplies and
materials, and participants' debt and asset structures, financial
liquidity, and other econonic factors. The grocery distribution
i ndustry, running on as low a profit margin as it does, is
absol utely dependent upon an extremely quick turnaround of
i nventory and payabl es, to maintain business volune and to ensure
profitability. Defendant's own evidence circunstantially bears out
this observation; during and after early August 1985, it is quite
unlikely that Defendant's credit nanager woul d have taken the
extraordi nary actions she did, had Debtor's performance in paynent
fallen within a range of currency generally accepted in the
i ndustry. The only probative, on-point evidence going to industry
standards on currency of paynment establishes that Debtor violated
them It paid all of the subject invoices at intervals which
t hough not lengthy in ternms of the | apse of cal endar tine,
nonet hel ess ranged anywhere from sonet hing nore than half again as
long, to nore than three tinmes |onger than, those contenpl ated by
ei ther Defendant's invoices or industry practice.(13) Gven the
time-sensitive nature of trade credit in the industry, these | apses
were material, and of such duration that they were substantially
out of conformance with industry standards.

Def endant has not produced any evidence to establish the



i ndustry standards to which, it asserts, these transfers conforned,
t hus, Defendant has also failed to carry its burden on Section
547(c)(2)(C), the "objective" elenent of the industry practices
test. See In re Steel Inprovenent Co., 79 Bankr. at 683; In re
Production Steel, Inc., 54 Bankr. at 423-4.(14) Defendant had the
burden of proving all of the elements of Section 547(c)(2) to avai
itself of the exception. 1In re Donny, 11 Bankr. 451, 452 (Bankr
WD. Ws. 1981). It did not do so, and as a result it is not
entitled to this affirmative defense to Plaintiff's preference
claim
I1. Section 547(c)(4) Exception
"Subsequent Advance of New Val ue" O fset.

As a secondary, partial defense to Plaintiff's avoi dance
remedy, Defendant argues that the transfer of the sum of $3,814. 40,
as evidenced by Debtor's check No. 109210, is subject to the
exception fromthe trustee's avoi dance powers which is provided by
11 U.S.C. Section 547(c)(4):
(c) The trustee may not avoid under this section a
transfer--

(4) to or for the benefit of a creditor, to the
extent that, after such transfer, such creditor gave
new value to or for the benefit of the debtor--

(A) not secured by an otherw se unavoi dabl e
security interest; and

(B) on account of which new val ue the debtor
did not make an ot herw se unavoi dabl e
transfer to or for the benefit of such
creditor;

The legislative history for this provision states:

The fourth exception codifies the net-result rule in
section 60c of current law (15) |If the creditor and the debtor have
nore that one exchange during the 90-day period, the exchanges are
netted out according to the fornmula in paragraph (4). Any new
val ue that the creditor advances nust be unsecured in order for it
to qualify under this exception

H R REP. No. 595, 95th Cong. 1st Sess. 374 (1977); S. REP. No.
989, 95th Cong., 2d Sess. 88 (1978).

Several courts have noted that, strictly speaking,
Section 547(c)(4) does not enbody a "net-result rule"; rather, it
enbodi es a "subsequent - advance rul e" which protects a transfer to
a creditor frompreference attack to the extent that the creditor
thereafter provides credit on an unsecured basis for the debtor's
purchase of goods or services. See, e.g., In re Ful ghum Constr.
Corp., 706 F.2d 171, 173-4 (6th G r. 1983); Leathers v. Prine
Leat her Finishes Co., 40 Bankr. 248, 150 (D. Me. 1984). See al so
di scussion in 4 COLLI ER ON BANKR para. 547.12, at 547-56 to 547-58

(15th ed. 1990). The exception is designed to accord fair
treatnment to creditors which replenish the debtor's operation
after receiving a preferential transfer. 1In re Bellanca Aircraft

Corp., 850 F.2d at 1280; In re Anerican Int'l Airways, Inc., 56
Bankr. 551, 553 (Bankr. E.D. Pa. 1986). |Its purpose "is precisely
to encourage trade creditors to continue dealing with troubled



busi nesses.” In re Gold Coast Seed Co., 30 Bankr. 551, 553 (Bankr
9th Cr. 1983). See also In re Bellanca Aircraft Co., Inc., 56
Bankr. at 393 ("The clear intent of Congress is that new val ue
advanced by creditors should be available to debtors in the conduct
of their businesses"); In re Kroh Bros. Devel opment Co., 104 Bankr
182, 188 (Bankr. WD. M. 1989). The required sequence of
transactions --the attacked preferential transfer, followed by the
advance of credit now asserted in the nature of an offset--is
establ i shed by the | anguage of the statute itself: its specific
wording is "after such transfer such creditor gave new val ue

," the referent transfer being the one subject to avoi dance under
Section 547(b). Thus, in applying the Section 547(c)(4) defense
the Court may reduce the amount of the avoi ded preference by the
anount of any extension of unsecured credit nmade after the
preferential transfer, and nothing nore; unpaid trade debt of the
debtor to the defendant which predates the preferential transfer
may not be applied to reduce the trustee's recovery. In re Paul a
Saker & Co., Inc., 53 Bankr. 630, 633 (Bankr. S.D. N'Y. 1983).

The repl eni shment of the debtor's operations, however,
nmust be attributable to an actual advance of credit, which then
remai ns unpaid in whole or in part as of the date of the debtor's
bankruptcy filing. In re Vunovich, 74 Bankr. 629, 632 (Bankr. D
Kan. 1987); Inre Almarc Mg., Inc., 62 Bankr. 684, 686 (Bankr
N.D. Ill. 1986). These cases suggest that Defendant has no viable
def ense under Section 547(c)(4). Defendant asserts the right to
of fset the extension of credit evidenced by invoice no. 89878
agai nst the preferential paynent evidenced by check no 109210, to
except that entire paynent from avoi dance. This would be well and
good if the debt evidenced by invoice no. 89878 remai ned unpaid
into Debtor's bankruptcy case. The problemis that it did not; it
was paid and satisfied by the honoring of Debtor's check no.
109210.

A very few courts have held that the subsequent advance
need not remain unpaid, to satisfy Section 547(c)(4). See In re
Isis Foods, Inc., 39 Bankr. 645 (WD. M. 1984); In re Paul a Saker
& Co., Inc.; In re Kroh Bros. Devel opnent Co., 104 Bankr. at 195.
However, the great majority of courts addressing the issue have
concl uded that the Isis Foods hol ding "seens contrary to conmon
sense and the clear intent of the statute.” In re G obal Int’

Ai rways Corp., 80 Bankr. 990, 992 at n. 4 (Bankr. WD. M. 1987).
See, e.g., Inre Prescott, 805 F.2d at 731; In re Ford, 98 Bankr
669, 681 (Bankr. D. Vt. 1989); In re Anerican Int'l Airways, Inc.
56 Bankr. at 554-5; In re Wite River Corp., 50 Bankr. 403, 409-10
(Bankr. D. Colo. 1985); In re Forned Tubes, Inc., 46 Bankr. at 646;
In re Keydata Corp., 37 Bankr. 324, 328 (Bankr. D. Mass. 1983); In
re Bishop, 17 Bankr. at 183.

The majority rule on this issue is indeed the one which
makes sense. Allowing the offset of a satisfied subsequent advance
may give lip service to the statutory goal of encouraging continued
dealings with distressed businesses, but it does so at the cost of
ti pping the statutory bal ance of econom c considerations over to
the creditor-supplier's side. As the courts have noted, the
subsequent advance contenpl ated by Section 547(c)(4) essentially
returns the value of the earlier preference to the debtor, in whole
or in part. See, e.g., Inre American Int'l Airways, Inc., 56
Bankr. at 554; In re Fornmed Tubes, Inc., 46 Bankr. at 647, In re
Col unbi a Packi ng Co., 44 Bankr. 613, 615 (Bankr. D. Mass. 1985).
VWhere, however, the debtor |ater pays for the new value, that val ue
passes back out of the debtor's operations, to the creditor-
supplier; as a result, the Section 547(c)(4) defense is not



available to the creditor. 1In re Anerican Int'l Airways, Inc., 56
Bankr. at 554-5. This nakes every bit of sense; the subsequent
advance no | onger remains an unpaid receivable on the creditor-
supplier's books, so there is no reason why it should get "credit"
for it in the larger-scale adjustment of relationships which takes
pl ace in the avoi dance of preferences.

Adopting the mnority rule on this threshold issue could
substantially undercut the trustee's avoi dance powers and def eat
t he Congressi onal goals behind preference relief, wthout the
factual predicate which Congress intended to be present before any
Section 547(c) setoff. Adopting and applying the majority rule,
the Court concludes that Defendant has failed to carry its burden
on the partial defense of Section 547(c)(4).

ORDER FOR JUDGVENT

On the basis of the foregoi ng Findings of Fact and
Concl usi ons of Law, then

| T 1S HEREBY ORDERED, ADJUDGED, AND DECREED:

1. That Debtor's transfers of a total of $28,475.35 to
Def endant on Novenber 1, 16, and 18, 1985, are avoi ded pursuant to
11 U.S.C. Section 547(b), and are preserved for the benefit of
Debt or's bankruptcy estate pursuant to 11 U S. C. Section 551

2. That, pursuant to 11 U S.C. Section 550(a),
Plaintiff shall recover from Defendant the sum of $28, 475. 35.

LET JUDGVENT BE ENTERED ACCORDI NGLY.

BY THE COURT:

GREGORY F. KI SHEL
U S. BANKRUPTCY JUDGE

(1) The events surrounding the | everaged buyout and the ensuing
collection activity by the secured creditors were the subject
of a mmjor fraudul ent conveyance action against the creditors
and Debtor's former corporate shareholder. See In re Hancock-
Nel son Mercantile Co., Inc., 95 Bankr. 982 (Bankr. D. Mnn
1989). That action was settled in the fall of 1989.

(2)At some point in Cctober or Novenmber 1985, Debtor's managenent
and the | enders abandoned this procedure.

(3) Qovi ously, check no. 109210 was issued in light of the

i ssuance of invoice no. 84600, and check no. 1773 was issued
in light of the issuance of invoices nos. 88175 and 89878,
even though the anounts of the checks were sonething | ess than
the face anount on the invoices. The record does not revea
an expl anation for the deficiency. Debtor may have returned
some processed-neat inventory to Defendant and taken a credit
agai nst the invoice. On the other hand, Debtor sinply may
have decided to take a "discount™ on the invoice on a
uni | ateral basis, without a stated reason. Evidence received
in other proceedings in Debtor's bankruptcy case suggests that
this practice is not uncommon in the grocery trade. The

di screpancy is not material to the ultimate issue.

(4) The Court has inferred this, as Defendant's credit nanager
testified that it was her practice to put custonmers on a
c.o0.d. basis if they showed a pattern of failing to tinely pay
net -weekly invoices. Defendant did not introduce any evi dence



of such a pattern of |late paynent for any period predating
August 1, 1985.

(5) The parties have stipulated that four shipments by Defendant
in October 1985 on c.o.d. invoices were nmade cont enpor aneously
with the tender of checks in anmounts corresponding to previous
net -weekly invoices. The total value of these invoices was
$13,034.85. The parties have stipulated that these shipnents
represent exchanges for new value in the stipul ated anmount,

and that Defendant has a valid defense under 11 U S.C
547(c)(1) or 547(c)(4) to Plaintiff's original prayer for
relief, to the extent of that stipulated "new value." Thus,
Plaintiff has voluntarily reduced his prayer for judgment from
the original requested amount of $41,510. 20.

(6) That statute provides, in pertinent part: "to the extent that
a transfer is avoided under section . . . 547

. of [the Bankruptcy Code], the Trustee nmay recover,

for the benefit of the estate, the property transferred,

or, if the Court so orders, the value of such property

(7)In pertinent part, the statute provides:

(b) Except as provided in subsection (c) of
this section, the trustee may avoi d any
transfer of an interest of the debtor in

property--
(1)to or for the benefit of a creditor

(2)for or on account of an antecedent debt
owed by the debtor before such transfer
was nade;

(3)made while the debtor was insol vent;
(4) made- -

(A)on or within 90 days before the date
of the filing of the petition

[ and]

(5)that enables such creditor to receive
nmore than such creditor would receive if-

(A)the case were a case under chapter 7
of this title;

(B)the transfer had not been made; and

(C such creditor received paynent of

such debt to the extent provided by

the provisions of this title.

(0) Section 462(c) of the 1984 Anendnents Act, Pub. L. No. 98-353,
462(c), 98 Stat. 333, 378 (1984), deleted prior

547(c)(2)(B), which had required the defending creditor to



show that the transfer was "made not |ater than 45 days after
such debt was incurred.”

(8) The deletion of the 45-day proximty requirenent seens to have
been notivated by a desire to avoid an artificial cutoff of
the 547(c)(2) defense; it seens that Congress perceived the
45-day provision to have been an unnecessarily rigid criterion
whi ch did not recognize variations in trade cycl es anong
different industries. See 130 Cong. Rec. S 8887, 8897 (June
19, 1984) (remarks of Sens. DeConcini and Dole); Inre

Bour geoi s, 58 Bankr. 657, 659 (Bankr. WD. La. 1986). Under
the pre-1984 | aw, the preponderance of published 547(c)(2)
decisions treated only the issue of the date on which the

subj ect debt was incurred, to calculate the scope of the 45-
day period. See, e.g., Inre lowa Premium Serv. Co., 695 F.2d
1109 (8th Cir. 1982); In re Keeling, 11 Bankr. 361 (Bankr. D
Mnn. 1981); In re Enerald Gl Co., 695 F.2d 833 (5th Gir.
1983). Even under the prior law, a 547(c)(2) determ nation
was largely driven by the individual facts of each adversary
proceedi ng and the specific circunstances of the credit

hi story of each debtor and its supplier-creditors. Inre
First Software Corp., 81 Bankr. 211, 213 (Bankr. D. Mass.
1988.) The 1984 anendnment nmade it even nore so; if the

bl ossom ng nunbers of the reported deci sions are any

i ndi cation, the amendnment has actually encouraged
litigiousness in the preference arena rather than decreased
it. See also In re Bourgeois, 58 Bankr. at 658.

(10)In one of the nore frequently-cited decisions applying
547(c)(2), the court termed this test the "mgjority”
approach. See In re Steel Inprovenment Co., 79 Bankr. 681
683-4 (Bankr. E.D. Mch 1987). See also In re Uninmet Corp.
85 Bankr. 450, 453 (Bankr. N.D. Chio 1988). A strict head-
count of decisions extant at the tine supports this
characterization. Since then, enough other courts have
adopted the alternate test that the characterization is no

| onger correct. See In re Loretto Wnery, Ltd., 107 Bankr
707, 710 (Bankr. 9th Cir. 1989) (characterizing the alternate
rule as the "majority" rule). The court in Steel |nprovenent
Co. itself adopted the then-"mnority" rule.

(11) Because the test involves inquiries of two different natures
and scopes, it would not be inaccurate to termit a

"subj ective-objective" test. The resultant oxynoron, however,

i s unnecessarily confusing.

(12) Thi s circunstance suggests that Debtor held back the first two
checks pursuant to its | ater-abandoned internal control
system

(13) This observation is correct whether, for the purposes of
appl ying 547(c)(2), one considers the date of the transfer as
bei ng the date of the debtor's tender of the check, or as the
date on which the debtor's drawee-bank honors the check. It
is settled in this District that the latter date is the date
of transfer for the purposes of applying 547(b). See d sen-
Frankman Livestock Marketing Serv., Inc. v Gtizens Nat'

Bank, 4 Bankr. 809, 813 (D. Mnn. 1980); In re Bellanca
Aircraft Corp., 56 Bankr. 339, 382 (Bankr. D. Mnn. 1985),
rev'd in part on other grounds, 850 F.2d 1275 (8th G r. 1987);



In re Rany Seed Co., 57 Bankr. 425, 429 (Bankr. D. M nn.

1985). The legislative history suggests a different standard
for the application of the 547(c) exceptions. See HR REP
No. 595, 95th Cong., 1st Sess. 373-4 (1977); S. REP. No. 989,
95th Cong. 2d Sess. 88 (1978). As a result, the courts have
di sagreed as to the date of the subject transfer when treating
def enses under 547(c). See, discussion in In re Bellanca
Aircraft Corp., 57 Bankr. at 397-8, inter alia. Neither the
District Court for this District nor the Eighth Grcuit has
ruled on the question. See In re Bellanca Aircraft Corp., 850
F.2d at 1283-4 (finding it unnecessary to rule on the question
to di spose of the issues before it, and declining to do so).
As the facts are here, the substantial tardi ness of Debtor's
paynments is established, whether one considers the earlier
event or the later as the act of transfer for 547(c)

purposes. There is no evidence as to when Debtor actually
tendered or delivered any of the checks to Defendant, but it
can be safely inferred that delivery took place at |east two
or three days after issuance. Thus, this proceedi ng does not
call for a binding ruling as to which event was the transfer
for the purposes of 547(c)(2).

(14)Whil e Defendant's credit manager testified that others anong
its customers paid consistently outside their invoice terns,
this conclusory, vague statenment did not go to whether this
practice was acceptable or "normal™ within the industry, and

it certainly did not suggest any sort of rule or standard.

(15) Thi s provision, part of the Bankruptcy Act of 1898, read:

If a creditor has been preferred, and
afterward in good faith gives the debtor
further credit wthout security of any kind
for property which becones a part of the
debtor's estate, the anount of such new credit
remai ning unpaid at the tinme of the

adj udi cation in bankruptcy may be set off

agai nst the anmount which woul d ot herwi se be
recoverable fromhim



