IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 98-20592

In The Matter of: M CRO | NNOVATI ONS CORPORATI ON,
Debt or .

* * * * * * * * * *
RANDY W W LLI AMS, Trust ee,
Appel | ee,

ver sus

AGAMA SYSTEMsS, | NCORPORATED,

Appel | ant.

Appeal fromthe United States District Court for the
Sout hern District of Texas

August 13, 1999
Bef ore GARWOOD, DUHE and BENAVI DES, Circuit Judges.
GARWOOD, Circuit Judge:

Appel | ant Agama Systens, Inc. (Agama) chal | enges the deci sion
of the bankruptcy court, subsequently affirmed by the district
court, allow ng appellee Randy WIllians—the trustee for the debtor
Mcro Innovations Corp. (MC) —+to0 recover as avoi dabl e preferences
$313, 292 of paynents nmade by M C to Agama during the ninety-day
period preceding MC s filing of a petition in bankruptcy. Agama

argues that it advanced new value to M C subsequent to nost of the



claimed preferences, and is entitled under the Bankruptcy Code, 11
U S C 101, et seq., to offset the value of these shi pnents agai nst
the preferences. See 11 U . S.C. § 547(c)(4). W agree and reverse
the judgnents of the courts bel ow
Facts and Proceedi ngs Bel ow

The relevant facts in this case are not in dispute. Agama is
a conputer parts whol esal er that supplied conponents to M C. During
the 90-day period preceding MCs filing of its bankruptcy
petition, Agama nmade 54 separate deliveries of conponents to MC
valued at the tinme of sale at $279,905. In return, it received 49
M C checks totaling $313,292. The parties have stipulated as to
the timng and val ue of these transactions. Each transaction was
fundanentally simlar. Agama would invoice and deliver a shipnent
and receive a check for the value of that delivery. Each check was
post-dated by at |east seven days, however, and the check for a
particul ar delivery always cleared after that delivery had been
made. Q her shipnments followed the clearance of nost of the
checks, however. Agana’s invoices that acconpani ed shi pnents al so
stated that “Agama Systens sustains [sic] [a] security interest on
the nerchandi se stated above.” However, Aganma never took the
necessary steps to perfect its security interest in the delivered
goods. During the ninety-day period, Agama nonitored M C s cash
flow and at one point obtained information about M C s finances
wi thout its consent.

M C initiated bankruptcy proceedi ngs under Chapter 7 on June

6, 1995. Thereafter, the trustee, Randy WIllians, initiated this



adversary proceedi ng agai nst Agama to recover as preferences under
11 U.S.C. § 547(b) the paynents nmade by M C during the ninety-day
pre-filing period. After atrial, the bankruptcy judge determ ned
that the trustee could recover the full value of all paynents nade
during the ninety-day period. The bankruptcy court anended the
judgnent to clarify Agama’s liability for prejudgnent interest.
Agama appealed to the district court, which affirned in a
menor andum opi nion and order filed June 10, 1998. Thi s appea
f ol | owed.
Di scussi on

When a supplier provides goods and services to a buyer before
he receives paynent for those goods, he is engaging in a credit
transaction.! \Wen a supplier demands paynent before he ships
goods and services, he is engaging in a prepaynent transaction
When a supplier demands paynent in cash at the sane tine that he
rel eases goods, he is engaging in a cash and carry transaction. W
must begin our analysis with these sinple definitions because the
position the trustee maintains here in essence neans that a section
of the bankruptcy code designed to protect creditors who engage in
credit transactions can only be invoked by a creditor who engages
in cash and carry and prepaynent transactions. The trustee also in
effect maintains that an extinguished security interest nust be

treated as a live security interest for the purpose of allow ng him

. The parties stipulated that for all relevant purposes a
paynment was nmade by M C and received by Aganma when M C s check
cleared its drawee bank. See Barnhill v. Johnson, 112 S.C. 1386
(1992).



to recover paynent, but as an extinguished security interest for
the purpose of allowing him to naintain possession of the
collateral. The bankruptcy court and the district court followed
the trustee’s logic. W cannot, and reverse.
| . Subsequent Advance

The bankruptcy code allows a trustee to recover certain
paynments made by the debtor in the ninety-day pre-filing period as
pref erences. A recipient of such paynents may invoke severa
defenses to bl ock the trustee fromrecovery, however. One of these
def enses has becone known as the subsequent advance rule. See 11
US C 8 547(c)(4).%2 In In re Toyota of Jefferson, Inc., 14 F. 3d
1088, 1091 (5th G r. 1994), we exam ned section 547(c)(4). The
creditor in In re Toyota, over the course of several nonths,
extended three loans to the debtor. Each | oan was repaid. The
bankruptcy trustee for the debtor then attenpted to recover as
avoi dabl e preferences each of the three |oan repaynents. e

rejected this attenpt, but allowed the trustee to recapture the

2 In pertinent part, 11 U S.C. § 547(c)(4) states:

“(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 value the
debtor did not make an ot herw se unavoi dabl e
transfer to or for the benefit of such
creditor; ”



| ast repaynent as a preference. W reasoned that the first two
repaynents had been foll owed by the extension of new value, in the
formof new and separate | oans, of greater val ue than the repaynent
they followed. The |last repaynent, however, was not followed by
the extension of a new loan, and thus new val ue. There was
therefore no subsequent advance of new val ue avail able for offset
of the last repaynent, and that repaynent was fully recoverable.

In re Toyota involved a credit transaction. To be nore
precise, it involved a revolving credit arrangenent in which new
| oans were extended after the old |oans were paid off. W noted
there that it was precisely these kinds of arrangenents that the
Bankruptcy Code seeks to protect. Two policy justifications lie
behind this result. First, by limting the risk of loss incurred
by suppliers who continue ordinary credit arrangenents wth
t roubl ed conpani es, the rul e encourages transactions that may al | ow
the debtor to stave off bankruptcy. Second, the protection
provided by the section does not nmaterially harm the other
creditors, since the requirenent that an advance be foll owed by an
extension of new value insures that any injury to the estate is
fol |l owed by a subsequent addition to the estate. See In re Toyot a,
14 F. 3d at 1091. See also In re Kroh Brothers Devel opnent Co., 930
F.2d 648, 651, 654 (8th Cr. 1991).

Here, the parties also engaged in a series of «credit
transacti ons. Agama shi pped conponents to MC, know ng that
paynment for those goods would be received later (if at all). The

trustee nmaintains, and the courts below agreed, that in and of



itself this structure defeats the application of section 547(c)(4).
They argue that in every individual transaction, the newval ue (the
conponents) was received before nmaki ng the paynent (which occurred
when the post-dated checks cleared the drawee bank) matched to
those particular goods. The extension of new value thus always
preceded the individual preference transfer, rather than being
“after such transfer” as the section 547(c)(4) exception requires.
This argunent, while ingeniously sinple, is directly contradictory
to our reasoning in In re Toyota. Looked at as individual,
separate transactions, each loan in In re Toyota preceded the
repaynent of that particular |oan. The fact that the new | oan
extended “after such transfer” was part of an entirely different
|l oan transaction did not prevent us from shielding the prior
repaynment fromrecovery by matching it with the new val ue provi ded
by the next, unconnected | oan. QG her circuits have simlarly
assuned that an extension of new value need not be directly
connected to the preceding preference in order to shelter it. See
In re Meredith Manor, Inc., 902 F.2d 257, 258-59 (4th Gr. 1990)
(string of advances under line of credit allowed to shield prior
repaynment preferences w thout discussing |ack of any apparent |ink
bet ween the anounts); Inre IRFM Inc., 52 F.3d 228, 229, 233 (9th
Cir. 1995) (supplier entitled to retain all preferences even t hough
paynment for a particular shipnment foll owed that shipnent).

It could hardly be otherwise, since if we applied the
trustee’s reasoning to the facts of In re Toyota we would be left

wth the odd result that a creditor could only retain a |oan



repaynent nmade by a financially troubled debtor if he received
repaynent of the loan prior to actually extending the loan. Only
then would the new value [ oan, on a single transaction basis, be
received “after such transfer” in the manner the trustee maintains
section 547(c)(4) requires. But a |l oan that one nust prepay or
repay sinmultaneously is of Ilittle apparent wutility. Appl i ed
generally, the trustee’s rule would have only slightly |ess odd
results. Creditors would be protected from preference recovery
only to the extent that they eschewed credit transactions entirely.
If they dared to ship goods before receiving cash in hand, they
woul d run the risk of a court breaking their transactions down as
was done below, and thus deciding that the very extension of
revolving credit that courts have unaninmously found is the chief
intended recipient of the statute’'s protection is fatal to its
case. This would hardly encourage suppliers to engage in a
significant type of ordinary business credit transactions that
m ght help troubled conpanies avoid bankruptcy, which we have
identified as a primary goal of the statute. Neither the courts
bel ow nor the trustee have cited any authority for this novel and
counterintuitive reading of the statute, and we reject it.

Qur rejection of the trustee’s proposed readi ng of the statute
does not resurrect the old net result rule, as he clains. Under
the net result rule, any and all extensions of value during the
preference period were available to be offset against all of the
preferences. Thus in In re Toyota under the net result rule we

woul d have sinply totaled the new val ue and subtracted it fromthe



total |oan repaynents. Instead we |ooked at each individual
repaynent preference to see if it was foll owed by the extension of
a newloan. Since the | ast repaynent was not, that repaynent could
be avoi ded regardl ess of excess new val ue the creditor had advanced
prior to that repaynent. Simlarly, here Agama does not-and
cannot—argue that it may retain any portion of the preference
paynments represented by checks that cleared after the | ast shi pnent
of new value was received, although under the old rule such
paynments m ght have been offset against any sufficient prior
extensi ons of value. All that we have done here is read the plain
| anguage of the statute in light of its manifest purpose, shielding
paynments to the extent that thereafter Aganma extended new value to
the estate.

In order to avoid the obvious inplications of In re Toyota,
the trustee attenpts to focus our attention on the fact that post-
dated checks were used in the transactions. In particular, he
focuses on two cases that have di scussed post-dated checks in the
avoi dance context. Both are readily distinguishable. InlInre New
York Cty Shoes, 880 F.2d 679 (3d Gr. 1989), a conpany with a
standard revolving credit arrangenent with the debtor refused to
ship nore goods until paynent. The debtor then paid for the prior
shi pnent wth a post-dated check. Before this check cleared or the
date that it bore was reached, the conpany shipped nore goods.
That was its last shipnent. No other paynents were involved and
the [ ast shi pnent was never paid for. The debtor then attenpted to

recover the anmount of the post-dated check as a preference. The



City Shoes court held that section 547(c)(4) did not shield the
paynment, since paynent of the post-dated check shoul d be consi dered
as occurring when the check actually cl eared or when t he date which
it bore arrived, not when the check was received by the creditor.
Accordi ngly, there was no extension of new value that foll owed the
chal | enged paynent and thus nothing that could be set off against
it under the statute. ld. at 685. In substantially simlar
ci rcunst ances, a supplier released a shi pnent of goods upon receipt
of a series of post-dated checks that covered a prior shipnent.
Foll ow ng Gty Shoes, the court found that when the date the checks
bore arrived and the checks cleared after the extension of new
val ue was recei ved, the new val ue coul d not be applied agai nst the
| ast sequence of checks under section 547(c)(4). See In re Samar
Fashions, Inc., 109 B.R 136, 138 (Bank. E.D. Pa. 1990).

Both Gty Shoes and Samar are fully in keeping with our
approach to section 547(c)(4) here. Once those courts clarified
that the post-dated check paynent fell on the date the check bore
or cleared, and not on its delivery, it was clear that the
chal | enged preferences followed the | ast possible new val ue that
the creditor m ght seek to use to shield what woul d ot herw se be an
avoi dabl e preference. Just as we did not allowthe creditor in In
re Toyota to retain the | ast | oan repaynent, and just as Aganma here
does not claimthat it is entitled to retain the |ast series of
paynments it received, the Cty Shoes and Samar courts nerely
insured that the final paynent by the debtor could be recovered.

These cases do not establish sonme uni que rul e barring invocation of



section 547(c)(4) by those creditors who accept post-dated checks.
Rat her, they establish when a post-dated check can be consi dered
paid for the purposes of applying the standard statutory anal ysis.
Since under this rule the check paynents foll owed the new val ue,
section 547(c)(4) could not be invoked. Here, in contrast,
several extensions of newval ue occurred after the post-dated check
paynments were made, the paynent dates all being based on the
stipulation of the parties (note 1, supra). It is fully consistent
wth these cases’ reasoning and our precedent to allow the new
val ue to be applied agai nst such precedi ng preferences.

The Gty Shoes court did state that “postdati ng checks i s not
busi ness as usual.” Gty Shoes, 880 F.2d at 683. This statenent,
however, was made in the context of the court’s assunption that
where the debtor pays by a currently dated check the debtor’s
paynment for purposes of section 547(c)(4) is made when “the check
is delivered to the creditor,” and only as a basis for the court’s
hol di ng that, in contrast, when the debtor pays by post-dated check
paynment i s not nade when the check is delivered but rather when the
date on the face of the check arrives or when the check clears the
drawee bank. 1d. at 683-84.® That is not at issue here, as the
parties have stipulated that the relevant transfers or paynents by

M C occurred, wth respect to each check, when that check cl eared

the drawee bank (see note 1, supra). W attach no other
significance to the “not business as usual” | anguage of City Shoes.
3 We note that Cty Shoes was handed down before Burnhill v.

Johnson, 112 S. Ct. 1386 (1992).
10



Here, Agama, by accepting post-dated checks, exposed itself to
the risk that the check woul d be di shonored and thus that at |east
its current shipnent would not be paid for. To be sure, by the way
it actually operated under this credit structure—en several
occasions nultiple shipnments were delivered before a check given
for an earlier shipnent had cleared-Agama in fact sone tines
exposed itself to the risk of nore than one shipnent. However, as
part of an ongoi ng, prudent credit arrangenent such an exposure is
not unusual, or preclusive of the application of section 547(c)(4).
See Meredith Manor, 902 F.2d at 258-59 (applying section 547(c)(4)
to a line of credit arrangenent in which several independent
advances followed each periodic paynent). Here, Agama used the
post -dated check nechanismto |[imt its risk to a set w ndow in
time, rather than a single shipnent. Since shipnments woul d
presumably stop as soon as a check was dishonored, its risk was
limted to the nunmber of shipnments nmade during the post-dating
delay. Nothing in this credit structure takes the creditor out of

the protection of section 547(c)(4).*

4 A distinction based on the nunber of shipnents outstanding at
any given tinme would serve no useful purpose. In this context,
there is no reason to treat a creditor who is at risk for severa
smal l er shipnents differently fromone at risk for fewer, |arger
shi pnent s.

The trustee also attenpts to paint a picture of nefarious
behavi or by Agama, claimng that this inequitable conduct precludes
application of the new value defense. |In particular, the trustee
pr of esses outrage that Agama nonitored M C s cash fl ow and obt ai ned
i nformati on about its bank account bal ance. Caution on the part of
| enders dealing with troubled conpanies is not unusual. Wthout
endorsing the specific conduct conplained of, we find its general
pattern cannot preclude Agana’s recourse to section 547(c)(4).

11



1. “OQtherw se Unavoi dabl e” Security Interest

Section 547(c)(4) does not allow all extensions of new val ue
to be offset against prior preferences. Only new value that is
“not secured by an ot herwi se unavoi dabl e security interest” may be
used. Section 547(c)(4)(A). Here, Agama retained a security
interest in the new val ue goods at the tine of shipnment. However,
it is undisputed that Agama never took any action to perfect its
security interests. These unperfected security interests coul d not
be, and were not, enforced by Aganma. Moreover, subsequent paynent
by M C woul d al so bar enforcenent of the security interests under
Texas | aw. See, e.g., Barr v. Wite OGak State Bank, 677 S.W2d
707, 710 (Tex.App.--Tyler 1984, wit ref’d). The trustee
neverthel ess argues, and the courts bel ow agreed, that Agama may
not invoke section 547(c)(4) because at one tine it reserved a
security interest. |t concedes that this security interest is not
enforceabl e, but reads the statute to require that for an extension
of new value to be available for set off, any security interest
attached to it nust be subject to the trustee’ s avoi dance power.
The argunent is that since the security interests here were in fact
exti ngui shed by paynent (the paynent asserted as a preference), not
by the actual operation of the avoidance powers, the security
interests were “unavoi dabl e” and the shipnments which were subject
thereto can not constitute new value applicable against prior
pref erences.

The trustee’s argunent necessarily assunes that Congress was

concerned with the nere existence, at any tine, of security

12



interests, rather than their enforcenent and subsequent di m ni shing
of the estate. However, the text of the statute indicates clearly
that this is not the case. The statute concerns itself not with
all security interests, but only with “otherw se unavoi dable”
security interests. This indicates that the proper tenporal focus
is not on the historical existence of security interests, but
rather the existence of such interests at the tinme of bankruptcy.
I f security interests exist at that tinme and the new value rule is
i nvoked, the court should not allow the thus secured new value to
be set off against past preferences if the security interests are
ot herwi se unavoi dable. However, if at the tine of bankruptcy no
such interest exists, the once secured new value may be applied
agai nst such preferences. Since no security interest existed at
the relevant tinme, section 547(c)(4)(A) is facially inapplicable.

This interpretation of the statute is the only sensible, real
world result. A key justification for the new val ue exception is
that while the paynent of preferences to the creditor dimnished
the estate, other creditors are not really worse off since the
subsequent advance of new val ue repl eni shes the estate. See In re
Toyota, 14 F.3d at 1091. This logic is obviously undercut if the
creditor retains a valid, enforceable security interest in the new
val ue. I f section 547(c)(4)(A) did not exist, such a creditor
could not only shield a past preference, but also enforce the
security interest and recover the new value. The net effect on the
estate would no | onger be neutral, and the other creditors would

have cause for conplaint. But if the security interest originally

13



attached to the new value is unenforceabl e—either because it has
been extinguished or is avoidable—+the nere fact it once existed
cannot di sadvantage the other creditors. The new val ue renuains
firmy fixed in the estate and available to all the creditors.
There thus is really no reason to prevent the set-off of this new
val ue agai nst prior preferences. See Kroh Brothers, 930 F. 2d at 654
(stating that the availability of section 547(c)(4) “depends on the
ultimate effect on the estate” and thus if a party could assert a
secured cl ai magai nst the estate the defense could not be i nvoked).
Nei t her the trustee nor the courts belowcite any case in which the
prior existence of a security interest that was not capable of
being asserted against the estate was relied on to defeat
i nvocation of section 547(c)(4)’s protection. W therefore hold
that section 547(c)(4)(A) prevents the application of new val ue
agai nst prior preferences only if that new value is subject to a
security interest that is valid and enforceable at the tine of the
bankr upt cy.
I11. Method of Cal cul ation

Since we conclude that section 547(c)(4) applies here, the
only remaining question is the nmethod which should be used to
cal cul ate the anount of preferences as reduced by the all owabl e new
val ue. Two approaches have arisen. The first, mgjority, rule
allows a given extension of new value to be applied against any
precedi ng preference. Thus, for exanple, where two or nore
successi ve preferences are followed by the initial extension of new

value and it is in an anount |arger than the nost recent of the

14



prior preferences, the excess may be applied to shield the earlier
preference (or preferences) to the extent that such excess is not
|arger than the total value of all such earlier preferences
(simlarly, a large preference paynent may “carry over” past one
subsequent small extension of new value and ultimtely be fully
sheltered by one or nore still |ater extensions of new value).
See, e.g., inre Thomas Garland, Inc., 19 B.R 920 (Bank. E. D. M.
1982).° The minority rule allows a given extension of new val ue to
be applied only to the imedi ately precedi ng preference, so that,
for exanple, if two or nore successive preferences are foll owed by
the first extension of newvalue and it is in an anount |arger than
the nost recent of the prior preferences, then all that excess is
al ways recoverable by the trustee. See Leathers v. Prine Leathers

Finishers Co., 40 B.R 248 (D. WMaine 1984). According to the

parties, under the Garland rule the trustee may recover sone

5 The trustee m scharacterizes the Garland rule in his brief as

allowing creditors to “obtain an offset for new value advanced
prior to a given preferential paynent.” That is not what Garl and,
the cases adopting it, or our decision here allows. Under the
express terns of the statute, a given extension of new val ue may
never be applied to offset a subsequent preference. The Garl and
rule allows prior preferences to be carried forward and offset
agai nst extensions of new value that followed them It does not
allow new value to be carried forward and offset against |ater
preferences. Sone of the |anguage in Meredith Manor inplies that
the district court allowed the offset of the last preference
paynment by prior as well as latter extensions of new val ue.
However, the court specifically indicated that this was an
i ncorrect approach. See Meredith Manor, 902 F.2d at 259 (creditor
may apply new val ue against “the inmedi ately precedi ng preference
as well as against all prior preferences”(enphasis added)). The
court’s decision to affirmin the face of this apparent error nust
be viewed as linked to the fact that the difference between the
proper Garl and approach and the district court’s cal cul ati ons gi ven
the history of paynent was only eight doll ars.

15



$33,368 of the check paynents as preferences. Usage of the
Leathers rule would increase the trustee’s recovery to
approxi mately $157, 393.

Both circuit courts that have addressed the question have
enbraced the Garland rule and rejected Leathers. See Meredith
Manor, 902 F.2d at 259; Inre IRFM 52 F. 3d at 233. The | anguage
of section 547(c)(4) purports to shield all preferences to the
extent of subsequent new val ue (not disqualified under clauses (A)
or (B)) and nothing inits | anguage purports to limt the anount of
such new val ue shield by the anobunt of the nost recent of nmultiple
prior preferences. Mreover, as the Ninth G rcuit has highlighted,
the Garland rule furthers section 547(c)(4)’s goal of encouraging
creditors to continue to deal with troubled conpanies. Creditors
“Wll be nore likely to continue to advance new val ue to a debtor
if all these subsequent advances nmay be used to offset a prior
preference.” In re IRFM 52 F.3d at 233. We join our sister
circuits and hold that Garland articulates the proper nethod for
cal cul ating recover abl e preferences when section 547(c)(4) applies.
On remand, the district court should calculate the trustee’s
recovery accordingly.

Concl usi on

For the reasons stated, the judgnent of the district court is

reversed, and the case is remanded for further proceedings

consistent with this opinion.

REVERSED and REMANDED
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