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OPI NI ON

The i ssue before the Court i s whet her the Trustee may recover
funds wi t hhel d by the St. Loui s Post - D spat ch when t he newspaper f orced
an assignment of the Debtor's hone delivery route back to the
newspaper .

The material facts are not i ndi spute. The Debtor, M chael
Mur phy, entered into a home delivery service agreenment with the St.
Loui s Post - Di spat ch on August 31, 1990. Pursuant to this agreenent,
t he Debt or agreed to deliver the daily and Sunday St. Loui s Post -
Di spatch to t he newspaper's home del i very custoners in a specified
territory as a sel f-enpl oyed i ndependent contractor. Inreturn, the
Post - Di spatch agreed to pay the Debtor a certain rate per paper,
dependi ng on t he day of t he week, the size of the paper, and whet her
t he Debtor was required to insert parts into the paper.

Home delivery routes are nornally purchased and sol d by



carriers. The honme delivery service agreenment provides that the
carrier has the right to sell and assign the route to anyone for
what ever conpensati on may be agreed upon by the carrier and the
assignee. It is unusual for the Post-Di spatchto get involvedinthe
sal e of aroute. However, where the carrier defaults on any of his
obl i gati ons under t he agreenent, the Post-Di spatch may require the
carrier tosell or assigntheroute. If thecarrier failstofinda
buyer for the route, the Post-Di spatchis obligatedto buy back the
route at its fair market value. The fair nmarket value of therouteis
det erm ned by a f ornul a based on t he nunber of customers on the route.

Inthis case, the Debtor was i n default of his obligations
under t he service agreenent al nost as | ong as he was i n busi ness. On
June 3, 1993, the St. Loui s Post-Di spatch sent the Debtor aletter
i nform ng hi mt hat he was del i nquent i nthe anount $27, 787. 97 and t hat
t he Post - Di spatch intended to require the assignnent of theroute. The
Debt or responded by of feri ng a paynent schedul e, and t he Post - Di spat ch
accepted the Debtor's paynment schedulein aletter dated June 25, 1993.
Unfortunately, the Debtor failedto conply with the paynent schedul e
and only reduced t he debt to t he Post - D spatch by $394. 71 over t he next
14 nonths. Accordingly, inaletter dated August 1, 1994, t he Post -
Di spat ch once agai n gave t he Debtor notice of itsintentiontorequire
t he assignnent of the route. When the Debtor failed to obtain a
prospective purchaser withinthe 90 days provi ded by t he horne del i very
servi ce agreenent, the Post-Di spatch of fered to purchase the route for
$75, 000. 00, | ess any ambunts owed to t he Post-Di spatch, inaletter
dat ed Novenber 1, 1994. The Debtor acceptedthis offer inaletter
dat ed Decenber 7, 1994, wherei n he acknow edged t hat any i ndebt edness



he owed t o t he Post - Di spat ch woul d be deducted fromt he $75, 000. 00.
The Debtor directed that the check shoul d be nade payabl e t o hi mand
hi s father, Thomas Mur phy. The Debtor and a representative of the
Post - Di spat ch si gned a docunent on Decenber 7, 1994, which set forth
the terns of the sale.

On Decenber 6, 1994, the 90t h day prior tofiling, the Debtor
owed t he Post Di spatch $36, 363. 44. Thi s debt rose to $37, 145. 66 by
Decenber 10, 1994. The fair market val ue of the paper route at all
rel evant times was $75, 000. 00 based on the represent ed nunber of
cust oners.

On Decenber 19, 1994, the Post-D spatch executed a check i nthe
anmount of $40, 731. 18 payable to the Debtor and his parents. The
Debtor' s account with the Post-Di spatch was credited wi th the purchase
price of $75,000.00. Accordingto a statenent dated Decenber 11, 1994,
t he Post-Dispatch took a setoff against the sale proceeds of
$34, 268. 82.

On January 13, 1995, the Post-Di spatch assigned the routeto
a third party for the sum of $75,000. 00. The Post-Di spatch
subsequent |y di scovered that the Debtor had m srepresented t he nunber
of custoners and the scope of the distribution under his route
agreenment. The Post-Di spatch |ater concluded that it had paid
$12, 000. 00 too much for the assi gnment of the route, and t he Post -
Di spatch credited t he purchaser of the assi gnment of the route with the
sum of $12,000. 00 on May 12, 1995.

The Debtor filed his petition pursuant to Chapter 7 of the
Bankr upt cy Code on March 6, 1995. The Plaintiff, Steven Mbottaz, was

appointed to serve as the Trustee in this case.



The Trustee has filed a conplaint torecover the funds set off
by t he Post - Di spatch. The Trustee argues that the transacti on was an
avoi dabl e preference under 11 U. S. C. 8§ 547(b) or an i nproper setoff
under 11 U. S.C. 88 553(a)(3) and (b). Because a setoff is excluded
fromt he Bankruptcy Code's definitionof a"transfer", a setoff is not
subject to being set aside as a preferential transfer. In re

Massachusetts Gas & El ectric Light Supply Co., Inc., 200 B.R 471, 473

(Bankr. D. Mass. 1996). Therefore, the Court nust first determ ne
whet her the transaction constituted a setoff.

The term"setoff" is not defined in the Bankruptcy Code.
Section 553 of the Bankruptcy Code governs t he exerci se of setoffs
bet ween debtors and creditors in a bankruptcy case. However, it does
not create an i ndependent right of setoff. Instead, it incorporates in
bankruptcy a common-law right of setoff with a few additional

restrictions. Darr v. Maratore, 8 F. 3d 854, 860 (1st Gr. 1993). In

general, theright of setoff allows parties that owe nutual debts to
each ot her to assert the anounts owed on t hese debts, subtract one from
the ot her, and t hen pay only t he bal ance. 1d. at 860. As the Suprene
Court recently observed, setoff avoi ds the "absurdity of maki ng A pay

Bwhen Bowed A." Citizens Bank of Maryland v. Strunpf, 116 S. . 286,

289 (1995), quoting Studl ey v. Boyl ston National Bank, 229 U. S. 523,

528, 33 S.Ct. 806, 808 (1913). Miutuality requires that sonething be

"owed" by both sides. I nre Photo Mechanical Services, Inc., 179 B. R
604, 615 (Bankr. D. M nn. 1995). In order to be nutual, debts rnust be
inthe sanme right and between the sane parties. In addition, the

parties nust standinthe sane capacity. Inre County of Orange, 183

B.R 609, 616 (Bankr. C. D. Cal. 1995).



In this case, the rel evant debts arose prepetition. The
Debtor' s obligations to the Post-D spatch arose when he fail ed t o make
timely paynents to t he Post - Di spatch pursuant to the hone delivery
servi ce agreenent. The Post-Di spatch's obligationto the Debtor arose
when t he Post - D spat ch forced t he assi gnnent of the delivery route, and
t he Debt or was unabl e to procure a buyer for the route on his own
during the 90 days al | owed by t he agreenent. Thus, both debts arein
the sane right. The debts are al so between the sane parties; the
Debt or owed t he Post - Di spatch for his deficiencies under the hone
del i very servi ce agreenent and t he Post - Di spat ch was obl i gat ed t o pay
t he Debtor the fair market val ue of hisroute. Finally, the parties
are standing inthe sanme capacity; neither debt arose in any sort of
trust, representative or fiduciary capacity. Accordingly, the Court
concludes that there was a setoff.

As not ed above, 11 U.S. C. 8 553 governs t he exerci se of setoffs
i n bankruptcy. This section places certainlinmts onthe exercise of
set of f s agai nst a debtor who |l ater files bankruptcy. Thelimtations
at issue in this proceeding can be found at 8 553(a)(3) and (b):

(a) Except as otherw se providedinthis section
andin sections 362 and 363 of thistitle, thistitle
does not affect any right of acreditor to offset a
nmut ual debt owi ng by such creditor tothe debtor that
arose before the conmencenent of the case under this
title agai nst a clai mof such creditor against the
debt or t hat arose before the cormencenent of the case,
except to the extent that-

* * *x * * * %

(3) the debt owed to the debtor by such
creditor was incurred by such creditor-

(A) after 90 days before the date of the
filing of the petition;



(B) while the debtor was insolvent; and

(C) for the purpose of obtainingaright
of setoff against the debtor.

(b) (1) Except withrespect to asetoff of a kind
descri bed i n section 362(b)(6), 362(b)(7), 362(b)(14),
365(h), 546(h), or 365(i)(2) of this title, if a
creditor offsets a nutual debt owi ng to the debtor
agai nst a cl ai magai nst t he debtor on or wi thin 90 days
before the date of thefiling of the petition, thenthe
trustee may recover fromsuch creditor the amount so
of fset tothe extent that any i nsufficiency onthe date

of such setoff islessthanthe insufficiency onthe
| ater of -

(A) 90 days beforethe date of thefiling
of the petition; and

(B) the first date during the 90 days
i mredi ately precedingthe date of the filing
of the petition on which there is an
i nsuf ficiency.
(2) Inthis subsection, "insufficiency" neans
amount, if any, by which a claimagainst the
debt or exceeds a nutual debt ow ng to t he debt or
by the hol der of such claim
The Trust ee argues that the setoff i s avoi dabl e pursuant to §
523(a) (3) because t he debt was i ncurred wi t hi n 90 days of the filing of
t he bankruptcy petition, the Debtor was i nsol vent, and t he debt was
created for the purpose of obtaining aright of setoff against the
Debt or. The Trustee asserts that the debt was i ncurred on Decenber 7,
1994, when the sal e agreenment was executed. This was the 89th day
preceding the filing of the bankruptcy petition. The Court di sagrees
with the Trustee's analysis. Pursuant to the home delivery service
agreement, the Post-Di spatch was obligatedto pay the Debtor the fair
mar ket val ue of the route when he failedto procure a buyer for the route

wi thin 90 days of the August 1, 1994, letter fromthe Post-Di spatch

requiringthe assignnment of theroute. This 90 day peri od expired on



Oct ober 30, 1994. Although the price was not agreed upon at this tine,
it was easily di scernabl e by using a set fornul a based on t he nunber of

custonmers. Mreinportant, aliability need not be fixed and |i qui dat ed

beforeit isadebt. Inre Rosteck, 899 F. 2d 694 (7th Cir. 1990). The
Post - Di spatch' s obligation to the Debtor arose pursuant to the home
delivery service agreenent well before the 90 day period of § 523(a)(3),
and, therefore, the setoff may not be avoi ded pursuant to this provision.

Section 523(b) sets forth what is commonly referredto as the
"inprovenent inpositiontest”. Under thistest, thetrustee may recover
all or part of the anount which was offset if (1) the setoff occurred
wi thinninety days of the filing of the bankruptcy petitionand (2) the
creditor "inprovedits position” as aresult of the setoff. Inorder to
det er m ne whet her a creditor has inprovedits position, it i s necessary
to determ ne the "insufficiency"” both when the setoff occurred and 90
days prior tothe filing date, or the first date during the 90 days when
aninsufficiency existed. "Insufficiency" is defined by 8 553(b)(2) as
t he amount by whi ch a cl ai magai nst t he debt or exceeds a nutual debt
owi ng to the debtor by the hol der of suchclaim If the setoff occurs
within the 90 day prepetition period and it results in a smaller
i nsufficiency than existed on the test date, than the creditor has
i mproved its position. The trustee may t hen recover t he setof f anount to
the extent that it inmproved the creditor's position. In this way,
8 553(b) prevents a creditor fromusing a setoff to put itself in a
better positionthanit wasin prior tothe 90 day prepetition period,
and creditors are therefore di scouraged fromusi ng setoffs to defeat the
ri ghts of other creditors.

To det erm ne whet her a setoff inproved acreditor's position, In



re Paragon Devel opnent Enterprises, Inc. 201 B. R 254, 261-62 ( Bankr.

E.D. Cal. 1996) offers this three-step process:

(1) Conpare the ampbunt owed to the creditor with
t he mut ual debt owed by the creditor to the debtor on
t he 90t h day before the bankruptcy filing...If the
amount owed to the credi tor exceeds t he amount owed to
t he debtor, thereis aninsufficiency and the 90t h day
bef ore bankruptcy i s the hypot hetical setoff date. If
no insufficiency exists on the 90th day, then a
conpari son of the bal ances of the nutual debts nust be
made on each subsequent day until an i nsufficiency does
exi st, in which event that day becones t he hypot heti cal
setoff day. If noinsufficiencyis found beforethe
day of the actual setoff, the setoff is not
preferential.

(2) If aninsufficiencyis found beforethe day of
the creditor's of fset, conpare that i nsufficiency with
the insufficiency, if any, that remai ned after the
of fset taken by the creditor.
(3) Onlyif theinsufficiency onthe hypothetical
of fset dateis greater than the insufficiency onthe
day of the actual offset hasthe creditor inprovedits
position and thus had a preferential offset. The
trusteeisentitledtorecover the difference between
the two accounts.
Applying the first step of theinprovenent inpositiontest to
t he case at bar, the Court finds that on the 90th day preceding the
filing of the bankruptcy petition the Debtor owed t he Post-Di spatch
$36,363.44. Onthis date, the Post-Di spatch owed t he Debt or $75, 000. 00
for the fair market val ue of the route. The insufficiency onthe 90th
day i s t hen conput ed by subtracti ng the anount owed to t he Post - Di spat ch
fromthe anount owed to the Debtor onthat date. Thisresultsina"test
i nsufficiency" of $38, 636.56.
Next, the Court nust cal culate the i nsufficiency at the tine of
t he actual setoff, which occurred on Decenmber 9, 1994. At the tinme of
t he setof f, the Post-Di spat ch owed t he Debt or $75, 000. 00 and t he Debt or

owed t he Post - Di spat ch $34, 268. 82. Therefore, the insufficiency at the



tinme of the actual setoff equal ed $40, 731. 18.

Finally, the Court nust conpare the test i nsufficiency andthe
actual insufficiency. |In this case, the actual insufficiency of
$40, 731. 18 exceeds the test insufficiency of $38,636.56, neaning a
greater shortfall existed after the Post-Di spatch's actual setoff agai nst
t he Debt or t han woul d have exi sted on the test day. Therefore, the Post-
Di spatch did not inproveits positionandthe Trusteeis not entitledto
a recovery.

For the foregoing reasons, the Trustee's Conplaint to Avoid
Transfer is denied.

This Opinionis to serve as Fi ndi ngs of Fact and Concl usi ons of
Law pursuant to Rule 7052 of the Rules of Bankruptcy Procedure.

See witten Order.

ENTERED: January 14, 1997

/'s/ LARRY LESSEN
UNI TED STATES BANKRUPTCY JUDGE



