UNI TED STATES BANKRUPTCY COURT
M DDLE DI STRI CT OF CECRG A
COLUMBUS DI VI SI ON

| N RE:
: CASE NO 02-40232

RAYMOND JERRY BAXTER, ) CHAPTER 7

Debt or . :
| NTERNATI ONAL FI DELI TY | NSURANCE : ADVERSARY PROCEED NG
COVPANY, : NO 02-4013

Plaintiff, :
VS.

RAYMOND JERRY BAXTER,
Def endant .

VEMORANDUM OPI NI ON

On January 15, 2003, the court conducted a trial on the
Conpl ai nt of International Fidelity I nsurance Conpany (“Plaintiff”)
Agai nst Raynond Jerry Baxter (“Defendant”) for determ nation of
whet her debt owed on a construction bond is nondischargeable
because it was obtained by materially false financial statenents
under 11 U S.C 8 523(a)(2)(B) or was obtained by fraud while
acting as a fiduciary under 11 U S C &8 523(a)(4). At the
conclusion of trial, the Court took the matters under advi senent.
After considering the evidence, the parties’ stipulations and
argunents, as well as the applicable statutory and case |aw, the

Court makes the followi ng findings of fact and concl usi ons of | aw.



FI NDI NGS OF FACT

Plaintiff is a surety conpany that issues performance and
paynment bonds for building contractors and subcontractors who are
required to post such bonds to bid and work on construction
contracts. (See Conpl., Answer). Defendant testified that he is
the sole stockholder and sole officer of Rayco Painting and
Sandbl asting, Inc. (“Rayco”). Defendant admts, through testinony
and adm ssions in his pleadings, that as an officer of Rayco, he
had a business relationship with Georgia Surety, the |ocal agent
for Plaintiff. (See id.). Plaintiff issued bonds to Rayco,
enabling Rayco to qualify to bid for and work on certain
construction projects. (See id.). According to Defendant’s
testinmony, he was also personally liable to Plaintiff under these
bonds. According to testinony by Cyra Peterson, an enpl oyee of
Ceorgia Surety and attorney-in-fact for Plaintiff, this business
rel ati onship existed for approxinmately five years prior to 2001.
The incidents leading to this adversary proceeding allegedly
occurred during 2001.

According to Rayco’ s forner accountant, Steve Horne, there are
two types of financial statenents which are typically prepared for
conpanies. One type is a conpiled financial statenent (“conpiled
statenment”) which i ncludes accounting docunents that have not been

anal yzed or reviewed by a certified public accountant (“CPA’). A
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conpi l ed statenment consists of a balance sheet, a profit/loss
statenent, a retai ned earnings statenment, and supplenments to the

profit/loss statenment. (See generally Pl.’s Ex. 2). M. Horne

testified that the conpiled statenent is for internal use only.
The second type of financial statenent is a reviewed financial

statenment (“reviewed statenent”). (See generally Pl.’s Ex. 1). In

addition to the itens that are in the conpiled statenent, a
revi ened st at enent i ncludes notes regardi ng the conpany’ s fi nanci al
situation as representations of managenent and nore detailed
i nformati on on how t he accounti ng docunments were conpl eted for the
conpiled statenment. (See id.). This type of information is
inmportant to an outsider who mght want to pursue sone type of
busi ness rel ationship with the conpany.

As a standard busi ness practice, Ms. Peterson testified that
Plaintiff required Rayco to annually submt reviewed statenents
conpleted by a CPA, not only for consideration of new bonds
request ed by Rayco but al so for existing bonds Plaintiff had i ssued
for Rayco. M. Peterson testified that this requirenent provided
Plaintiff with assurance froma CPA that Rayco’'s situation was as
it appeared on the reviewed statenment. M. Peterson testified that
a case nmanager kept the file current with updated financi al
statenments and that the file was not brought to her attention

unl ess a new bond was requested. However, M. Peterson testified
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that she did | ook over all reviewed statenents as they cane in,
regardl ess of whether a new bond had been requested.

In regard to Rayco’'s 2000 reviewed statenent which she
received in the spring of 2001, M. Peterson testified that she
conpleted only a «cursory review of the docunent and its
attachnents. First, she | ooked at the letter fromthe CPA to nake
sure it was the same CPA as in the past. M. Peterson testified
that she felt justified torely on the letter purported to be from
M. Horne because of Rayco and M. Horne’'s previous dealings with
Plaintiff. Ms. Peterson went on to say that because of this
reliance, she only | ooked at the purported letter fromM. Horne,
Rayco’s equity, cash flow, cash position, and asset to liability
ratio. Therefore, Ms. Peterson did not |look at in great detail
if at all, the pages of the reviewed statenent that had been
al t ered. As testified to by M. Peterson and Defendant, the
al terati ons woul d have been obvi ous upon further revi ew because t he
total ed colums were inaccurate based on the altered nunbers. In
essence, the nunbers did not add up. M. Peterson concl uded, based
on her cursory review and reliance on the letter purported to be
from M. Horne, that there was no cause for concern with Rayco.
It was not until later in the summer of 2001 when probl ens began
to arise that Ms. Peterson |ooked at the docunents again and

noticed that there were problens with them
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M. Horne testifiedthat he created both conpil ed and revi ened
statenments for Rayco during the five years that Rayco dealt wth
Plaintiff. According to Defendant’s secretary, Linda Bennett, she
was the enployee who supplied M. Horne with rnmuch of his

information to conpl ete both the conpil ed and revi ewed st at enents.

For 2000, M. Horne testified that he was not initially able
to conplete either the conpil ed statenent or the revi ened st at enent
because Def endant, nor any enpl oyee of Rayco, supplied himw th all
of the information that he needed. M. Horne testified that he
contacted Rayco i n Decenber 2000 or January 2001 and requested the
m ssing docunents and/or information so he could conplete the
conpi l ed and revi ewed statenents. M. Horne followed-up with a
letter dated March 3, 2001, detailing the mssing information he
needed. (See PI.’s Ex. 4). M. Horne testified that after he sent
this letter, he conpleted a rough draft of the conpiled statenent.
M. Horne sent additional correspondence dated March 8, 2001 and
attached a rough draft of the conpiled statenent for Defendant’s
review (See Pl.’s Ex. 3). M. Horne requested that Defendant call
hi mwhen the additional information was avail able.(See id.).

In response to a direct request from Rayco for the revi ewed
statenment, M. Horne sent a letter dated March 12, 2001, along with

a rough draft of the reviewed statenment. (See Pl.’s Ex. 5). M.
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Horne specifically stated in the letter that the financia

statenment was only a draft and once agai n requested that Def endant
call him when the information he had requested was ready. (See
id.). M. Horne testified that he did not knowthe specific reason
Rayco had requested the reviewed statenent, but he felt it was
proper to send the draft so that Defendant could get a handle on
where his business was financially. M. Horne testified that he
did not prepare any financial statenments for Rayco after this
point. He further testified that he never resolved the i ssues with
t he 2000 revi ewed statenent, nor did he ever receive the necessary
information to conplete it.

M. Horne testified that it was not conpletely unusual that
he had to wait to get information from Rayco but that in 2001 he
had to wait |onger than normal. M. Horne stated that he realized
t hat Rayco’ s busi ness was seasonal and at times hectic. Therefore,
M. Horne did not feel the fact that he had to wait as |long as he
did was a concl usive indication of a problem However, M. Horne
testified that it was his belief that Rayco’ s financial problens
i kely began in 2000 and that is why he had difficultly getting the
i nformati on he needed to conplete the 2000 revi ewed statenent.

M. Horne testified that he did not hear from Rayco or about
the 2000 financial statenments again until July 23, 2001, when he

received a fax fromMarie Hartl ey, a Georgia Surety enpl oyee. (See
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Pl.’s Ex. 6). The fax consisted of what purported to be 2000
conpi l ed and reviewed statenents and letters purported to be from
M. Horne certifying that he had prepared the statenents. (See
id.). M. Horne testified that he never issued final drafts, for
third-party review, of the docunents that he received from M.
Hartl ey. Wiile the docunent admtted into evidence shows M.
Hartley' s signature on the fax cover page, it was Ms. Peterson’s
testinony that she faxed this docunent to M. Horne. Wile this
testinmony is in conflict with the docunentary evidence, it is
apparent that Ms. Hartley worked for Ms. Peterson. This fax nust
have been sent at Ms. Peterson’s direction.

Ms. Peterson testified that she attenpted to speak with M.
Hor ne regardi ng the docunent she had received fromRayco begi nni ng
in June 2001. Because of the accountant/client privilege, M.
Horne contends that he was ethically required to get Rayco’s
perm ssi on before speaking wth a representative of Plaintiff. M.
Horne testified that he called Rayco and spoke with Ms. Bennett.
In addition to requesting permssion to speak to Plaintiff, M.
Hor ne expressed his concerns to Ms. Bennett regardi ng t he docunent
inPlaintiff’'s possession. M. Horne testified that he never heard
back from Rayco or Defendant, therefore he never spoke with
Plaintiff regarding the docunents it had received from Def endant.

M. Horne testified that the docunent he received from Ms.
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Hartl ey was simlar to, but not the same as, the draft that he had
given to Defendant. This surprised M. Horne because Plaintiff,
nor any third-party, shoul d not have received the informati on. M.
Horne's testinony was that several of the nunbers had been changed.
Wiile M. Horne admtted that he had no basis to swear that the
nunbers where incorrect, he testified that his inability was
because he never received all the information he needed fromRayco.
M. Horne admtted that on the face of the docunent, Rayco did not
appear to be insolvent but reiterated that he never had the
conplete information to verify the solvency of Rayco for the year
2000.

Def endant contends that he does not renmenber M. Horne's
trying to get in touch with him regarding the additional
information M. Horne clains to have needed. Further, Defendant
also testified that he does not recall receiving a nessage that M.
Horne needed to speak with himregarding Plaintiff’'s request to
speak with M. Horne during the summer of 2001. In an attenpt to
explain how the altered docunent ended up in Plaintiff’s
possessi on, Defendant did admt that he changed t he nunbers on the
draft reviewed statenent to accurately reflect what he felt was the
actual financial situation for Rayco. Defendant testified that he
made these alterations after Plaintiff had pressured him into

turning over the docunent and M. Horne had not conplied with his
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request to finish the reviewed statenent. Furt her, Defendant
testified that he was unaware that the docunment forwarded to him
by M. Horne was a draft reviewed statenment that should not be
shared with third parties.

Despi te not knowi ng accounti ng princi pl es, Defendant felt that
t he nunbers he added were 100% accurate at that time. Defendant
testified that he based the nunbers he inserted in the altered
statement on Rayco’s 1999 financial statements prepared by M.
Horne and the fact that 2000 business had exceeded the 1999
figures. Defendant testified that Rayco was not in financia
troubl e when he had Ms. Bennett send the financial statement to
Plaintiff. To back up this contention, Defendant referred to a
$50, 000 line of credit that he got from Col unbus Bank and Trust as
evi dence of Rayco’s financial stability. Wiile Plaintiff admtted
that they requested and received this line-of-credit letter, no
docunentation of this line-of-credit was admtted into evidence.
Def endant admts that he never told Plaintiff about the changes he
made to the reviewed statenent.

However, Defendant does deny telling Ms. Bennett to type the
letter fromthe CPA or the reviewed statenent notes. Defendant
testified that he did not hear anything about the financial
statenment until Cctober 2001, when M. Horne told himPlaintiff had

inquired about it. Defendant testified that he never foll owed up
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with Plaintiff regarding the financial statenent.

According to Ms. Bennett’s testinony, Ms. Hartley was the
Ceorgia Surety enpl oyee that she dealt with to keep Georgia Surety
and Plaintiff up to date with Rayco’'s current financial status.
Ms. Bennett stated that in the spring of 2001, Georgia Surety
requested an updated financial statenent. M. Bennett testified
t hat she hel ped prepare the requested financial statement but she
did not renenber if it was a conpiled or reviewed statenent. M.
Bennett testified that she nade changes to the financial statenent
supplied by M. Horne at Defendant’s request. M. Bennett admtted
that she typed in the nunbers on the financial statement. Wile
Ms. Bennett did not specifically recall typing up the notes portion
of the financial statement or the letter purportedly from M.
Horne, she testified that if the notes and letter were sent to
Ceorgia Surety then she woul d have typed t hem

It is unclear according to the testinony and evidence as to
why, but Plaintiff never issued any new bonds to Rayco after the
altered financial statenment was forwarded to Plaintiff. According
to Ms. Bennett’s and Defendant’s testinony, in the late spring or
early summer of 2001, Rayco’s current and future business took a
turn for the worse. Rayco was sued on a project out of G eenwood,
South Carolina that was bonded by Plaintiff. A project at the

Anni ston Arny Depot had clainms filed by subcontractors for non-
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paynment after the job was conpleted. (See PI.’s Exs. 12, 13, 15).
On the Anniston job, M. Bennett testified that the Arny asked
Rayco to hold paynent on the job until the job could be
investigated. Therefore, Defendant’s position is that the clains
were unwarranted and eventual |y all clainms were satisfied. Funding
for another Arny job was cut after just one-third of the job was
conpl eted. Rayco was even pulled off of one job, but failed to
notify Plaintiff as required by the bonding contract. M. Bennett
testified that Rayco began having trouble nmeeting its obligations
because it had begun experiencing trouble getting paid for jobs.
Ms. Bennett further testified that one of Rayco’'s top nanagenent
team M. Szabo, l|eft the conpany because of disagreenents wth
Def endant. By Novenber 2001, Ms. Bennett stated that the bottom
had fallen out and Rayco was out of business.

Defendant’s and Ms. Bennett’'s elusive testinony |eads the
Court to believe that the forged letter and altered reviewed
statenent canme from Rayco, at Defendant’s request. However, the
factual finding that Defendant procured the forged letter and
altered the financial statenment that were submitted to Plaintiff
is not enough alone to create a nondi schargeabl e debt under 11
US C § 523. The Court will now discuss the |egal consequences
of Defendant’s actions.

CONCLUSI ONS OF LAW
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Under 11 U S.C. 8§ 523, the discharge granted under 11 U. S.C
727 does not include certain categories of debt. See 11 U S.C. 8§
523, 727. As determ ned by Congress, certain types of debt are
nondi schar geabl e debt because of public policy considerations and

an effort to curb abuse of the bankruptcy system See generally

MO ure v. Action Career Training (In re Mdure), 210 B.R 985,

988 (Bankr. N.D. Tex. 1997); Thatcher v. Austin (In re Austin), 36

B.R 306, 310 (Bankr. M D. Tenn. 1984). Congress has determ ned

t hat debtors should not be able to acquire debt fraudul ently, then

file for bankruptcy, and have the debt discharged. See Cohen v. de

la Cruz, 523 U S 213, 217 (1998); Ed Schory & Sons, Inc. v.

Francis (In re Francis), 226 B.R 385, 391 (6th Gr. B.A P. 1998).
Hence, the policy reason behind 11 U S.C § 523(a)(2) and (4).
11 U . S.C. 8§ 523(a)(2)(B)
Chapter 11 of the United States Code § 523(a)(2) disallows
di schar ge:

for noney, property, services, or an extension

renewal, or refinancing of credit, to the extent
obtai ned by...(B)use of a statenent in witing, (i) that
is mterially false; (ii) respecting the debtor’s or an
insider’s financial condition; (iii) on which the
creditor to whom the debtor is liable for such noney,
property, services, or credit reasonably relied; and
(iv) that the debtor caused to be nmade or published with
the intent to deceive.

11 U S . C § 523(a)(2). Plaintiff nust prove each elenment by a

preponder ance of the evidence. G ogan v. Garner, 498 U S. 279, 291
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(1991); Equitable Bank v. Mller (Inre MIler), 39 F.3d 301, 304

(11th Gr. 1994).

First, Plaintiff nust prove that there was an extension of
credit. Plaintiff argues that by sitting onits contractual rights
tocall the bondinreliance onthe altered financial statenment and
forged CPA letter, it extended credit to Rayco and Defendant, who
was personally liable. Thereis asplit inauthority as to whether
f orbearance from exercising a contract right is an extension of

credit. Conpare Field v. Mans, 157 F.3d 35, 43 (1st Cr. 1998);

National Gty Bank v. Plechaty (In re Plechaty), 213 B.R 119, 124-

126 (6th Gr. B.A P. 1997); Marine Bank Sout hwest N A v. Hoffnan

(In re Hoffman), 80 B.R 924, 926-927 (Bankr. N.D. 111. 1988);

First Fed. Sav. and Loan Assoc. of Largo v. Muncini (In re

Mancini), 77 B.R 913, 914-916 (Bankr. MD. Fla. 1987); and First

Bank N.A. v. Eaton (In re Eaton), 41 B.R 800, 802-803 (Bankr. E.D.

Ws. 1984); with WIf v. Canpbell (In re Canpbell), 159 F. 3d 963,

966 (6th Cr. 1998); Telmark, LLC v. Booher (In re Booher), 284

B.R 191, 202-204 (Bankr. WD. Pa. 2002); Howard & Sons, Inc. v.

Schmdt (In re Schmdt), 70 B.R 634, 644-645 (Bankr. N. D. Ind.

1986); Drinker Biddle & Reath v. Bacher (In re Bacher), 47 B.R

825, 829 (Bankr. E.D. Pa. 1985); and Cenent Nat’'|l Bank v. Col asante

(In re Colasante), 12 B.R 635, 636-638 (E.D. Pa. 1981).

According to First Commercial Bank v. Robinson (In re
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Robi nson), 192 B.R 569 (Bankr. N.D. Ala. 1996), a case heavily
relied upon by Plaintiff, forbearance from exercising a contract
ri ght because of reliance on fraudulent financial statements is
tantamount to an “extension of credit” under 11 U S.C
523(a)(2) (B). Robinson, 192 B.R at 575-576. Further, under the
rational of the court in Field, continuing with a credit
arrangenent that the creditor had the right to term nate and the
resulting loss due to the fraud can be called an “extension of
credit” under 11 U.S.C. 523(a)(2)(A). Field, 157 F.3d at 43. Wile
the case here deals with 11 U. S. C. 8§ 523(a)(2)(B), the “extension
of credit” | anguage i s used i n the paragraph precedi ng sub-sections
(A) and (B). 11 U.S.C. § 523(a)(2). Therefore, cases determning
the neaning of an “extension of credit” are applicable both 11
U S C 8§ 523(a)(2) (A and (B).

It is clear to the Court that Defendant submtted a materially
fal se financial statenment to Plaintiff in hope that Plaintiff would
not call Rayco’s bonds. |n concealing the true financial situation
of Rayco, which induced Plaintiff to not act on its contractual
rights, Defendant received an extension of credit. Defendant, by
his own testinony, admtted he submtted the financial statenent
to Plaintiff that he personally altered. Therefore, Plaintiff has
satisfied its burden that the statenent was nmade 1)in witing;

2)with materially fal se information; 3)regardi ng Rayco’ s financi al
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situation; 4)by Defendant with the intent to deceive. 11 U S. C §
523(a)(2)(B).

However, Plaintiff nust go one step further. Plaintiff nust
prove that the materially fal se informati on submtted by Def endant
was reasonably relied up by Paintiff. See 11 US C 8§
523(a)(2)(B)(iii). Here, Plaintiff has failed to neet its burden
by a preponderance of the evidence. Plaintiff failed to prove that
it reasonably relied upon the CPA's letter to determne that no
further review of the financial statenment was necessary. Under M.
Pet erson’s own adm ssion, the altered financi al statenent contained
obvious errors. Plaintiff would have had to have shown that it is
the standard inthe industry torely on a CPA's letter, rather than
reviewthe entire financial statenent. Since Plaintiff only proved
its own company policy, it did not prove that its reliance was
reasonabl e. The reliance may have been justifiable. However, this
is not the standard that Congress used when drafting this code
section. See 11 U S.C. 8§ 523(a)(2)(B)(iii).

Further, the letter attached to the altered financial
statenment at issue here did not even contain M. Horne’s signature.
(See Pl.’s Ex. 6). Upon review ng the 1999 reviewed statenent
submtted by Plaintiff, the letter acconpanying the 1999 revi ened
statement did contain M. Horne's signature. (See Pl.'s Ex. 1).

The lack of a signature on the letter attached to the altered
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financial statenment further denonstrates that Plaintiff has not
proven that Ms. Peterson reasonably relied on what purported to be
M. Horne's letter. This fact may even indicate a lack of
justifiable reliance by Plaintiff. The letter purportedly fromthe
CPA with no signature should have brought sone attention to the
matter.
11 U.S.C. § 523(a)(4)
Chapter 11 of the United States Code 8§ 523(a)(4) disallows

“

di scharge “for fraud or defalcation while acting in a fiduciary
capacity, enbezzlenment, or larceny.” 11 U S.C 8§ 523(a)(4). The
only enbezzlenent or larceny statue presented to the Court was
OC GA 16-8-15. Since Rayco’'s jobs at issue here were not
conpleted in Georgia, this section is inapplicable.

As an additional argunent, Plaintiff clains that Defendant
hel d nonies for paynent to sub-contractors in trust until paid in
full, thus creating a fiduciary relationship between Rayco and its
sub-contractors. If the fraud or defal cati on occurred while acting
in a fiduciary capacity because of a trust, 11 U S.C. 8§ 523(a)(4)

is only applicable if an express trust is created, but it is not

applicable if a constructive trust is created. See Barclays

Am/Bus. Credit, Inc. v. Long (Inre Long), 774 F.2d 875, 878 (8th

Gr. 1985). The only case | aw presented to the Court on the issue

is distinguishable from the present case because the contract
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contai ned a provi sion which created an express trust. See G 11l espi

v. Jenkins (In re Jenkins), 110 B.R 74, 76 (Bankr. MD. Fla.

1990) . Here, there is no such provision in the contract. (See
Pl."s Ex. 20).

However, in a post-trial brief, Plaintiff submtted New York
Trust Law 8 70 which creates a statutory trust “for funds received
in connection with an inprovenent of real property inthe state,...
[including] a contract for public inprovenment....” NY. Trust Law
§ 70 (Consol. 2002). Unli ke constructive trusts, 11 U S C 8§
523(a)(4) is applicable where statutory trusts exist and fraud or

defal cati on occurs. See Bennett v. Wight (Inre Wight), 282 B.R

510, 515 (Bankr. M D. Ga. 2002)(J. Walker). Therefore, Defendant
could be liable for losses incurred by Plaintiff for jobs in New
York state where Plaintiff had to pay subcontractors after
Def endant m sappropri ated funds for the sane work and/ or materi al s.
However, because the issue of damages was reserved for |ater
determ nation, once all jobs were conpleted and a definite anmount
coul d be determ ned, the Court cannot determne to what extent, if
at all, Defendant is liable to Plaintiff on the New York state
j obs.

The Court finds in favor of Defendant on the 11 U S . C §
523(a)(2)(B) allegation, but for Plaintiff on the 11 U S C 8§

523(a)(4) allegation limted to jobs performed in New York if
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| osses were incurred by Plaintiff because Def endant m sappropri at ed
funds received fromthe property owner. The anount, if any, wll
be determined at a future trial on the issue of damages.

An order in accordance wth this Menorandum Qpinion will be
ent er ed.

DATED t hi s day of My, 2003.

JOHN T. LANEY, 11
UNI TED STATES BANKRUPTCY JUDGE
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