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MEMORANDUM OPINION AND ORDER

In this adversary proceeding, James W. Cunningham, the
Chapter 7 trustee of the bankruptcy estate of ML & Associlates,
Inc. (MLA), the debtor, seeks under 11 U.S.C. §§ 547 (b) and 550,
to avoid and recover two transfers of $16,858.80 made by MLA to
Team Harvest Construction, Inc., d/b/a Harvest Construction Team.
Harvest contends that the trustee cannot establish all the
requirements of § 547 (b). Harvest also asserts that the
transfers had been made in the ordinary course of business and
that Harvest provided new value following the transfers. The
court conducted a trial on October 30, 2003.

This adversary proceeding raises a core matter over which
this court has jurisdiction to enter a final judgment. 28 U.S.C.

§§ 157 (b) (2) (F) and 1334. This memorandum opinion contains the




court’s findings of fact and conclusions of law. Bankruptcy Rule
7052.

Section 547 (b)

Section 547 (b) provides, in pertinent part:

Except as provided in subsection (c) of this section,
the trustee may avoid 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 made;
(3) made while the debtor was insolvent;
(4) made—
(A) on or within 90 days before the date of
the filing of the petition; or
(B) between ninety days and one year before
the date of the filing of the petition, if such
creditor at the time of such transfer was an insider;
and

(5) that enables such creditor to receive more
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 payment of such

debt to the extent provided by the provisions of this

title.

11 U.S.C. § 547 (b).

MLA, a general contractor, contracted with Harvest for
cabinet work at a publicly-financed commercial construction
project in Hurst, Texas. On June 19, 2000, Harvest requested a
draw of $7,245.00. MLA paid that draw by check dated August 24,
2000. The check cleared MLA’s bank account on August 29, 2000.
On September 18, 2000, Harvest requested a draw of $10,063.00.
MLA paid $9,613.80 by check dated October 20, 2000. The check

cleared MLA’'s bank account on October 26, 2000. MLA filed its
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bankruptcy petition on November 21, 2000.

Relying on section 162 of the Texas Property Code, Harvest
contends that MLA transferred trust funds to Harvest and,
therefore, did not transfer an “interest of the debtor in
property.” This court recently addressed this issue in
Cunningham v. T & R Demolition, Inc., adv. proc. no. 02-3543,
slip opinion entered October 14, 2003 (to be published) (copy
attached). The dispositive facts are the same as in the T & R
case. The court adopts its holding from the T & R case. Because
Harvest has not traced Hurst’s project payments through MLA’s
commingled bank accounts, Harvest has failed to show that the
funds it received were trust funds. Accordingly, the court finds
that MLA transferred an interest of the debtor in property.

The parties stipulate that the transfers were to or for the
benefit of a creditor of MLA. The transfers were made to and for
the benefit of Harvest, a creditor, on account of antecedent
debts owed by MLA to Harvest before the transfers were made.

However, Cunningham asks the court to find that the
transfers were made for the benefit of another creditor, namely
Hartford Fire Insurance Company. MLA secured a payment bond for
the construction of the Hurst project from Hartford. MLA entered
an indemnification agreement with Hartford. 1In the event
Hartford made a payment to a subcontractor under the payment

bond, Hartford could demand indemnification from MLA under the




indemnification agreement.
Because of the Hartford payment bond, Cunningham could not

avoid the transfer to Harvest. See T & R, supra, at 8-12.

Consequently, Cunningham advances the theory that the transfer

was for the benefit of Hartford, as a creditor. See Southmark

Corp. v. Southmark Personal Storage, Inc. (In re Southmark

Corp.), 993 F.2d 117, 118-121 (5th Cir. 1993). At the time of

the transfers, Hartford had a contingent right to payment under

the indemnification agreement, which constitutes a claim. 11
U.S.C. § 101(5). That makes Hartford a creditor. 11 U.S.C. §
101(10). The transfers to Harvest meant that Harvest would not

make a demand on the payment bond. Without a demand on the
payment bond, Hartford would not assert an indemnification demand
against MLA. The trustee contends that the transfers therefore
benefitted Hartford.

Assuming that the trustee’s contention is correct, the
transfers for the benefit of Hartford were not “for or on account
of an antecedent debt owed by the debtor before such transfer was
made.” 11 U.S.C. § 547 (b) (2). Under the Bankruptcy Code, a debt
is a liability on a claim. 11 U.S.C. § 101(12). At the time of
the transfers, MLA had a contingent liability under the
indemnification agreement. The debt must be “owed” before the
transfer is made. Cunningham presented no evidence that the

contingent liability under the indemnification agreement was




“owed” before the transfers were made. There is no evidence
before the court in this case to suggest that Hartford could make
any demand on MLA regarding the Harvest work before MLA made the
subject transfers to Harvest. Such a contention would defy
common sense. Black’s Law Dictionary defines “contingent
liability” as “a liability that will occur only if a specific
event happens; a liability that depends on the occurrence of a
future and uncertain event.” Black’s Law Dictionary 926 (7th ed.
1999). Under the facts of this case, Hartford could not demand
an indemnification payment from MLA before MLA paid Harvest on
the theory that MLA might not pay Harvest and then Harvest might
make a demand on the payment bond.

The court treads gingerly in this area because of the

decision of the Fifth Circuit in Southmark Corp. v. Schulte Roth

& Zabel (In re Southmark Corp.), 88 F.3d 311, 317-18 (5th Cir.

1996). The Fifth Circuit reads “liability on a claim” to mean
“claim.” The Circuit then sweeps away the requirement for
“liability” “owed” before the transfer, holding that a
restrictive reading of “liability” “is simply unavailing in light
of the contrary authorities discussed above.” Id. at 318. The
Circuit then holds that an interpretation that reads “owed” to
mean “bound to pay” “is contrary to established law.” Id. With
all due respect, the Circuit’s explanation does not accord the

words of the statute their meaning. The Schulte Roth & Zabel




holding does not dictate the result in this case, however. 1In

Schulte Roth & Zabel, a demand that Southmark pay attorney’s fees

for a proxy contest had been made in the complaint that commenced
the contest. Here, Hartford made nc demand on the indemnifica-
tion agreement before MLA paid Harvest. The liability in this
case 1s contingent and, absent evidence to the contrary, not owed
before the transfer.

The transfers to Harvest were made while MLA was insolvent.
Cunningham testified that MLA’s schedules filed November 21,
2000, reported that its assets exceeded its liabilities. But
Cunningham added that an amended schedule filed February 2, 2001,
showed the opposite. When MLA filed its bankruptcy petition, it
was operating its construction business. Harvest contends that

this evidence rebuts the presumption of insolvency. See T & R,

supra, at 7-8. Courts disagree on the reliability of the
information in the schedules regarding the truth of the value of

the assets and liabilities. Compare In re Powell, 88 B.R. 114,

117 (Bankr. W.D. Tex. 1988) (“bankruptcy schedules . . . are
self-serving hearsay . . . .”) with In re Harris, 279 B.R. 254,
263 (9th Cir. B.A.P. 2002) (“schedules, which are executed by the

debtors under penalty of perjury, are non-hearsay admissions when
offered by an adverse party and may be considered in support of a
§ 707 (b) dismissal.”). Cunningham did not independently review

the information. The amended schedules present a contrary




picture to the original schedules. Harvest presented no other
evidence regarding solvency. The court holds that the statutory
presumption of insolvency has not been rebutted.

The parties stipulate that the transfers were made within 90
days of the bankruptcy petition.

For the reasons stated in T _& R, supra, at 8-13, the

transfers did not allow Harvest to obtain more than it would have
obtained in a Chapter 7 case. If the court considered that the
transfer had been made for Hartford’s benefit on account of an
antecedent debt owed to Hartford, then Cunningham’s testimony
establishes that Hartford would have received more than it would
have received in a Chapter 7 case had the transfers not been
made, Harvest made a demand on the payment bond, Hartford paid
the demand and Hartford filed a claim against MLA under the
indemnification agreement.

Section 547 (c) (2) ; Ordinary Course of Business Defense

Preferential transfers made in the ordinary course of
business may not be avoided. Harvest contends that the transfers
had been made in the ordinary course of business under 11 U.S.C.
§ 547 (c) (2).

Section 547 (c) (2) provides:

The trustee may not avoid under this section a
transfer—
* ok %
(2) to the extent that such transfer was-—

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

(C) made according to ordinary business terms;
* Kk K

11 U.3.C. § 547 (c).

Harvest has the burden of proving the ordinary course of
business defense. 11 U.S.C. § 547(qg).

Under the first prong of the ordinary course test,

§ 547 (c) (2) (A), Harvest must establish that the debtor incurred
the debt in the ordinary course of MLA’s and Harvest’s business
or financial affairs.

MLA was a general contractor on commercial public
construction projects. To perform its work, MLA customarily
subcontracted specific functions. MLA subcontracted cabinet work
to Harvest. In business since 1978, Harvest performed cabinet
work on commercial projects. Harvest has therefore established
that the debt was incurred in the ordinary course of MLA’'s and
Harvest’s business affairs.

Under the second prong of the ordinary course test, Harvest
must establish that the payments were made in the ordinary course
of its and MLA’s business or financial affairs. 11 U.S.C.

§ 547 (c) (2) (B). The Bankruptcy Code does not impose a precise
legal test for whether payments have been made in the ordinary

course of business. GasMark Ltd. ILiguidating Trust v. Louis

Dreyfus Natural Gas Corp., 158 F.3d 312, 317-18 (5th Cir. 1998).




Accordingly, courts focus on the time within which the debtor
ordinarily paid the creditor and whether the timing of payments
during the preference period demcnstrated some consistency with
that practice. Id. The court must also compare prior dealings
between the debtor and the creditor with their dealings during
the preference period to determine whether the challenged

dealings were ordinary. Mossay v. Hallwood Petroleum, Inc., No.

Civ.A.3:96-Cv-2898, 1997 WL 222921, at *4 (N.D. Tex. Apr. 28,
1997). The court considers the timing of the payments, the
amount and manner in which the transaction was paid and the
circumstances under which the transfer was made. Id.

The parties had no prior dealings. They entered their first
contractual arrangement on the Hurst project. The parties’
contract provided that MLA would submit monthly estimates to
Hurst of the work completed by Harvest. Harvest would be paid
ninety percent of the work performed within ten days of MLA’s
receipt of payment from Hurst.

Gary Pharr, Harvest’s owner, testified that typically his
firm would submit invoices or draw requests to the general
contractor on the 20th or 25th of the month, with the expectation
of payment within 30 days. Cunningham testified that MLA would
receive draw requests by the 20th of each month for work expected
to be completed by the 25th of the month. MLA would submit its

draw to the owner of the project by the end of the month. The




owner of the project would pay the draw by the 15th of the
following month.

Harvest submitted draw 1 for $14,940.00 by application dated
January 19, 2000. MLA paid draw 1 by check dated February 14,
2000, consistent with the parties’ contract and expectations.

Harvest submitted draw 2 for $7,245.00 by application dated
June 19, 2000, for work through June 30, 2000. Cunningham
testified that MLA deposited a Hurst payment on July 17, 2000.
MLA did not pay draw 2 until check dated August 24, 2000, which
cleared MLA’s bank on August 29, 2000. Prior to payment, Harvest
submitted another draw 2 for $10,000 by application dated August
20, 2000. Draw 2 was not paid according to the contract or the
parties’ expectations.

Harvest submitted draw 3 for $10,063.00 by application dated
September 18, 2000, for work through September 20, 2000.
Cunningham testified that MLA deposited a Hurst payment on
October 16, 2000. MLA paid $9,613.80 by check dated October 20,
2000. The check cleared MLA’s bank on October 26, 2000. The
parties do not contend that the amount paid was incorrect. Draw
3 was paid according to the contract and the parties’
expectations.

Harvest submitted draw 4 for $4,033.00 by application dated

December 11, 2000, for the completion of its work. That draw was

submitted post-petition and is not considered in the analysis.
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Based on this history, Harvest has established the $9,613.80
payment had been made in the ordinary course of Harvest’s and
MLA’s business affairs, but not the $7,245 payment.

Under the third prong of the ordinary course test, Harvest
must establish that the transfer had been made according to
ordinary business terms. 11 U.S.C. § 547(c) (2)(C). To meet that
burden, Harvest must establish the customary terms and conditions
used by other enterprises in the same industry facing the same or
similar problems. The court must analyze whether the transfers
were made according to ordinary business terms using an objective

standard. Gulf Cityv Seafoods, Inc., v. Ludwig Shrimp Co., Inc.

(In re Gulf City Seafoods, Inc.), 296 F.3d 363, 369-70 (5th Cir.

2002). “[T]lhe question must be resolved by consideration of the
practices in the industry —-- not by the parties’ dealings with
each other.” Id. at 369. Dealings outside the range of practices
in the industry would be outside the ordinary business terms of

§ 547 (c) (2) (C).

To establish an industry standard as a rough benchmark, "“the
creditor should provide evidence of credit arrangements of other
debtors and creditors in a similar market, preferably both
geographic and product.” 296 F.3d at 3609.

Pharr testified that he had worked as a general contractor
with his father from 1968 to 1978 in the Dallas/Fort Worth

Metroplex. Since 1978, he has operated Harvest, which does
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cabinet work for commercial projects primarily. Harvest does
some small construction jobs, such as remodeling, as well. He
testified that Harvest’s subcontracting arrangement with MLA was
not unusual.

Cunningham argues that Pharr’s testimony, without more,
cannot establish this objective test. Presumably, to defend a
$16,000 transfer, Cunningham would require the cabinet maker to
employ or subpoena an expert in the commercial construction
business in the Metroplex to testify about other enterprises in
the business. While that argument may be supported by the Fifth
Circuit’s explanation of the standard, the requirement appears
counter-intuitive, considering Pharr’s thirty-five years of
experience and the several trials involving MLA’s business the
trustee has presented to this court. The court would infer that
MLA was a commonly situated general contractor in the commercial
publicly- financed construction industry in the Metroplex.

The court would therefore find that Harvest has established
that the transfer of $9,613.80 was made in the ordinary course of
business, but not the transfer of $7,245.00.

Section 547 (c¢) (4) New Value

Providing new value after a transfer may shield the transfer
from recovery as a preference. Harvest contends that the
transfers may not be avoided under 11 U.S.C. § 547(c) (4). That

section provides:
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The trustee may not avoid under this section a

transfer—
* kK

(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 otherwise unavoidable
security interest; and

(B) on account of which new value the debtor did
not make an otherwise unavoidable transfer to or for

the benefit of such creditor;
* Kk ok

11 U.S.C. § 547 (c).

Harvest completed the cabinet work pursuant to its contract
with MLA. Harvest dated its substantial completion notice
October 3, 2000. MLA issued a final “punch list” to Harvest on
October 4, 2000. Cunningham testified that Harvest completed
that work. MLA made the second challenged transfer by check dated
October 20, 2000. The second transfer was made after the
completion of the work. Harvest submitted draw 4 by application
dated December 11, 2000. Cunningham testified that the final
draw had been paid. Based on these findings, Harvest has not
established the defense of § 547 (c) (4).

Section 550(b) (1)

Harvest finally contends that Cunningham may not recover
judgment from Harvest because Harvest took the transfers for
value, in good faith and without knowledge of their voidability,
relying on 11 U.S.C. § 550(b) (1). That section applies to an
“immediate or mediate transferee” from an “initial transferee.”

11 U.S.C. § 550(b). Harvest was the initial transferee under
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§ 550(a) (1l). As a result, § 550(b) does not apply.
Conclusion

Cunningham has not established that the transfers to Harvest
may be avoided under § 547 (b) because Harvest did not receive
more than it would have received had the transfers not been made
and the case proceeded under Chapter 7. The adversary proceeding
must consequently be dismissed. The court does not accept
Cunningham’s contention that the transfers had been made for the
benefit of Hartford, as Cunningham cannot establish that an
antecedent debt had been owed to Hartford concerning the Harvest
work before the transfers were made. TIf the transfers were
avoidable, for purposes of completeness, the court would find
that the transfer of $9,613.80 would be shielded by § 547 (c) (2),
but not the $7,245.00 transfer. Neither § 547 (c) (4) nor § 550(b)
would apply.

Order
Based on the foregoing,

IT IS ORDERED that the adversary proceeding is DISMISSED.

Signed this Z'Z ﬁi day of  December, 2003.

Y %

Steven A. Felsenthal ~
United States Bankruptcy Judge
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