THE DEATH OF RECLAMATION:

HOW CONGRESS AND THE COURTS HAVE
EVISCERATED RECLAMATION RIGHTS,
AND WHAT CAN BE DONE ABOUT IT

By Anthony Michael Sabino
INTRODUCTION

“Reclaim,” in the domain of the law at least, generally connotes a specific legal ac-
tion; to wit, to seize, to repossess, to take back something previously given to another,
for reason that the other has somehow forfeited the right of ownership.! Reclamation
is an age-old concept, with roots that far predate the promulgation of the modern
Bankruptcy Code in 1978.2

However, in 2005, Congress wrote an entirely new chapter for the right of reclama-
tion. Among other things, it can barely be disputed that the legislators made reclamation
under the auspices of the Bankruptcy Code explicitly subject to the rights of a prior
secured creditor. Just as surely, a partial substitute for the right of reclamation was made
with the new, alternative right to a priority of payment as an administrative expense.

Yet aside from these fairly clear-cut amendments, there is great controversy as to
their true meaning and final import. Paramount among them: did Congress create a
new federal right of reclamation and, in so doing, eradicate the preexisting statutory
or common-law rights grounded in nonbankruptcy jurisprudence? What exactly is a
prior secured interest that so handily trumps the assertion of a right to reclamation?
What exactly is the proper role of the new priority expense claim that, at least in part,
modifies the claim of a reclaiming creditor? As one learned commentator frets, is it
now true that the right of reclamation “has become the most illusory of remedies”?*

Although this heated controversy is now over two years old, it is still very much
in its infancy. The relatively sparse case law has much to be criticized and simultane-
ously much to be commended as we seek answers to these questions.

Thus the purpose of this article is to tackle these pressing issues, first by summariz-
ing the textual changes to the Bankruptcy Code, to delve into the few cases and their
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disparate holdings, to criticize and applaud same in appropriate measure, and, as best
as possible, to posit “what do we do now?”

Be aware there are no simple answers here, and any proposal is fraught with contro-
versy, given the highly contentious factions battling each other. Yet that is what makes
the subject all the more intriguing, so let us proceed.

RECLAMATION AND THE 2005 AMENDMENTS

Historically, reclamation is the right of a vendor to recover goods delivered to an
insolvent purchaser. Pursuant to the common law, the vendor’s sole avenue to recover
the goods was to prove the purchaser misrepresented its financial solvency and thus
fraudulently induced the seller to deliver the subject goods.*

Reclamation is an in rem remedy, applicable solely to the goods in question. If, for
example, the goods were no longer in possession of the debtor, were subsumed into a
new, different product, or were simply gone, the right to reclaim evaporates. To be sure,
reclamation does not include a right to pursue the proceeds if the items were sold.

Pragmatically, “reclamation” has been called a misnomer, since rarely are actual
goods ever returned. Quite to the contrary, the goods are long gone, so the true func-
tion of section 546(c) is to accord relief by substituting another form of a right of
recovery to the reclaiming creditor.®

The 2005 Amendments expanded the relief accorded under section 546(c) in two
different ways.” First, the “lookback” period was expanded from 10 to 45 days.® Second,
the time in which the reclaiming creditor was required to file its notice of reclamation
was lengthened from 10 to 20 days when the notice periods expire after the bankruptcy
filing.” Also, BAPCPA changed from 10 days to 45 days the time period after receipt of
the goods by the debtor in which the vendor had to reclaim the subject items.!

Notably, if a reclamation creditor fails to act within the strict time limits of section
546(c), it is still at liberty to assert its 503(b)(9) rights to an administrative priority."
At least “[s]uffice it to say...[reclamation] is not longer an exclusive remedy for a
prepetition seller.”!?

This revolutionary change, also marked by BAPCPA, is in the nature of according
reclamation creditors a new administrative expense claim equal to the value of any goods
received by the debtor within 20 days before the bankruptcy petition is filed, provided
that the goods were sold to the debtor in the ordinary course of the debtor’s business."

Yet at least one bankruptcy court has opined that the inauguration of the section
503(b)(9) right to an administrative expense has diminished the importance of the
overall section 546(c) reclamation right.'

The legislative history of the amended reclamation statute and the new priority ex-
pense provision is extraordinarily uninformative.'” In the first instance, it blandly states
that the right of reclamation is now made subject “to the prior rights of security interest
holders.”'® To be sure, no one here claims that further embellishment is needed. How-
ever, even if it were, it simply does not exist, beyond those few plain words.!”

In the second instance, there is the barest amplification of what the BAPCPA
amendments to section 546 are intended to do. It simply regurgitates the embedded
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notion that a trustee’s lien avoidance rights are subject to a seller’s rights of reclama-
tion. It then restates the historical maxims, updated with the new chronological limits,
to wit, that the right to reclamation exists when the debtor, while insolvent, received
the subject goods within the 45 days preceding the bankruptcy filing, and a written
reclamation demand must be made within the 45 days following receipt of the goods
or within 20 days subsequent to the bankruptcy filing.'®

The sparse House Report connotes that a failure to reclaim does not impact the sur-
vival of the seller’s administrative expense rights and reiterates that the amended sec-
tion 503, the priority expense statute, accords higher standing to a claim for the value
of goods received by a debtor in the ordinary course of its business, if so received by
the debtor within the 20 days immediately preceding the bankruptcy filing."

In truth, the legislative history parrots the plain words of the amended law. It pro-
vides nothing else, pro or con, to work with.

Then again, contemplate if anything need be said at all. For if the words of the
statute are so plain, why should the lawmakers’ record be verbose? It could very well
be that nothing else need be said, and so the legislative history is concomitantly and
logically brief.?°

According to some, Congress missed “a golden opportunity... to provide guidance
on those important reclamation issues,” to wit, the impact of any debtor equity in the
goods to be reclaimed, valuation, and, above all else, who bears the burden of proof in
asserting claims pursuant to section 546.%!

“Congress left no explanation [in]... [t]he slim legislative history” of the amended
section 546.22 The lawmakers failed utterly to explain the eradication of hitherto be-
fore key phrases, such as “subject to any statutory or common-law right of a seller of
goods.”? However, in truth, is any such explanation really needed?

In a statement that is pure dicta, the court in Davis v. Par Wholesale Auto, Inc. (In re
Tucker)* ventured that “[p]erhaps the amended § 546(c) creates its own reclamation
right, rather that merely validating the right that exists under the U.C.C.”? Bankruptcy
Judge Haines based his burgeoning belief on two aspects of the statute changed by
BAPCPA: 1) the expansion of the former U.C.C.-based 10-day demand period to 45
days under the revised Bankruptcy Code proviso, and 2) the striking of all references
to nonbankruptcy statutory or common law from the revamped section 546.%

Regrettably, the musings of the Davis court are for naught because, inter alia, it was
decided on August 11, 2005, and BAPCPA only became effective for cases filed after Oc-
tober 17, 2005, over two months later.”” Moreover, Davis ably resolved, albeit under state
law, the issue of an unperfected secured claim to motor vehicles subject to reclamation.?

Davis cannot be cited with authority on the issues before us. Nonetheless, Judge
Haines provides much food for thought, as aforementioned. Also noteworthy was his
further expansion of the concept that reliance upon the Uniform Commercial Code in
reclamation matters was now abolished by the 2005 amendments.

In the interest of making a fair presentation, it must be duly noted that Judge
Haines, while hypothesizing that a new, wholly federal right of reclamation was cre-
ated by BAPCPA, nonetheless cautioned that the amended section 546(c) might not go
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that far because it makes no mention of the rights of good faith purchasers and others
vis-a-vis a reclaiming creditor.” “Perhaps the intent was to incorporate and expand
on the U.C.C. reclamation rights, rather than to supplant them entirely in which case
some U.C.C. analysis may continue to be relevant in interpreting and applying the new
§ 546(c),” opined Judge Haines.*® Once again, sadly dicta, but still a compelling set of
thoughts worth further ruminations.

Above we have posited the new law. Below we now turn to the crucial task of inter-
preting and applying it, all in accordance with the pantheon of unshakeable landmarks
that guide such tasks.

THE PARAMOUNT QUESTION—STATUTORY CONSTRUCTION

The task before us is a quintessential exercise in statutory construction. To accom-
plish it, we need only call upon and then soberly apply the very foundation stones used
for decades in that endeavor.

We must of course begin with “the language of the statute itself3! When the statutory
language responds with undeniable clarity, judicial inquiry stops.* If the statute is coherent
and consistent, we need not (and should not) inquire beyond the law’s plain language.*

Of course, where the Code’s language is unambiguous, silence in the legislative
history cannot be controlling.** Finally, the provisions of the Bankruptcy Code cannot
be read in isolation but should be interpreted in light of the entire statutory scheme.®

The “plainness,” or conversely the ambiguity, of a statute is determined first by its
own words; second, by the context of that language within a provision; and third by an
examination of “the broader context of the statute as a whole.””*

The language of the amended section 546(c) is most revealing in these circum-
stances. It is as plain as plain can be. It utterly deletes the reference to state law. It
stands solidly on its own footing as a pure Bankruptcy Code provision. There is no
ambiguity, no confusion, no doubt. It eradicates one reference to laws outside the
federal bankruptcy realm and thus solidifies its own independent position. “[C]ourts
must presume that a legislature says in a statute what it means and means in a statute
what it says there.”” The new section 546(c) is no different and must be viewed in the
same light.

It is well accepted that the nation’s bankruptcy laws are not written on a clean
slate.’® The Supreme Court has often said that the judiciary is bound to “assume that
Congress is aware of existing law when it passes legislation.”* “The starting point in
discerning congressional intent is the existing statutory text,... and not the predeces-
sor statutes.”*

In short, Lamie and Hughes Aircraft forbid a court from looking backward to a
predecessor statute, even when the newer iteration is supposedly ambiguous. It fol-
lows, then, if not more strongly, that a court is totally prohibited from examining an
earlier version of a proviso to justify a claim of ambiguity that only judicial tinkering
can correct.

Under this rubric, then, how can it be doubted that Congress, by virtue of the dele-
tion of language, completely unmoored the right of reclamation from state law? By
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making the new section 546(c) freestanding, did not the lawmakers give it its own
position to stand upon?

Courts of today cannot permit the old language, now eradicated, to sway them as
to the true meaning of the current law. To do so would defy the commands of Lamie,
Hughes Aircraft, and other high Court precedents.

The courts should look only to text before the bench now. Finding the new reclama-
tion proviso unequivocal, as it most surely is, the court’s sole mission is to enforce it
according to its unambiguous terms.*' As has been well said, it is always advantageous
to ground a judicial ruling upon the statutory text.** “Courts must aspire to give mean-
ing to every word of a legislative enactment.”*

Indeed, this means the words in the statute today, not yesterday. By extracting
words, as the lawmakers so unequivocally did with this statute, Congress is unam-
biguously telling us what it intends. Judicial attempts to resuscitate terms no longer in
existence undermines, if not outright defies, the legislative will.

It is most certainly not the province of courts to correct what they perceive to be
legislative errors. If Congress promulgated a law that is somehow different from what it
intended, then it is the constitutional role of the lawmakers (and not the judicial branch)
to revamp the proviso in order to reshape it to the legislature’s original vision.*

There is a fundamental difference between filling an actual gap left behind by
the legislators and reshaping the law to conform to a judicial preference.* Courts
must defer to the supremacy of the legislature, even if the resulting outcome might be
deemed harsh by some.* Indeed, it is far beyond the province of the courts to rescue
Congress from its drafting errors and to insert what the judiciary thinks is the pre-
ferred result.*’

To be sure, we have positioned this argument of statutory construction early on
in this Article so that our further analysis may be clearly viewed in the context of
these unshakeable and unyielding landmarks. That done, we will now see where some
lower courts have gone astray from these demanding edicts, while other tribunals have
stayed true to the maxims of the Supreme Court.

THAT WHICH SURVIVES: THE PRIOR LIEN DEFENSE AND
RECLAMATION RIGHTS

Reclamation claimants have long had to contend with a significant obstacle to their
recovery, an impediment known as the “prior lien defense.” At the risk of oversimpli-
fication, the existence of a prior lien secured by the debtor’s assets, in particular inven-
tory and other such acquired goods, bars the reclamation claimant from recovery, as
the goods that it had sold are subsumed under the preexisting lien. Bankruptcy courts
had long disagreed about the parameters of this defense.

There was a hope among some in the reclamation community that the amendments
wrought by BAPCPA would resolve the internecine judicial conflict and fortify their
rights to recover. Alas, that was not to be. Recent court decisions have held the prior
lien defense still exists, and the 2005 revisions were not in any way helpful to reclaim-
ing claimholders on that score.
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The first of these negative decisions we discuss is In re Dana Corp.*® from the
Bankruptcy Court of the Southern District of New York. Dana was a far-flung auto
parts manufacturer, with global operations and relationships with virtually all of the
world’s car manufacturers. In order for it to build its products, it depended upon parts
from a vast number of suppliers. Thus it comes as no surprise that it was the subject of
nearly $300 million in reclamation claims from over 450 vendors.*

As has been customary in large Chapter 11 cases with substantial numbers of rec-
lamation creditors, a reclamation procedures order was entered.*® After asserting more
or less fact-intensive defenses, Dana had winnowed down the reclamation creditors to
over 100, out of which the largest reclamation claim was alleged to be over $9 mil-
lion.” The debtor now moved to have the surviving reclamation claims eradicated as
valueless,* for the sole reason of the prior lien defense.>

Since the linchpin of a prior lien defense is, of course, the existence of a preexist-
ing security interest, Bankruptcy Judge Burton R. Lifland commenced with a lengthy
factual analysis of that necessary precursor.”® Almost a year to the day before it had
filed for Chapter 11, Dana had entered into a prepetition revolving credit facility of
approximately $400 million, secured by an interest in all the borrower’s equipment,
accounts, and, of course, inventory. When the debtor filed for reorganization, the in-
debtedness of this prebankruptcy facility was over $380 million, but this was in fact
oversecured by the pledged collateral >

Once the Chapter 11 commenced, the bankruptcy court authorized various interim
and final postpetition credit facilities. This resource was a typical debtor-in-possession
or “DIP” fund incorporating the customary features, to wit, authority to use the prepeti-
tion lenders’ cash collateral,’” a grant of adequate protection,® and, most important, a
far-ranging first priority senior priming security interest in all of Dana’s prepetition and
postpetition property.* To protect the prebankruptcy lenders, they were granted a sweep-
ing replacement lien, subordinated only to the security interest of the DIP facility.®

Now before the court on its motion to reduce all remaining reclamation claims
to zero, Dana argued first that its prepetition secured debt vastly exceeded even the
largest single reclamation claim, and second that any goods subject to reclamation
were disposed of in a transaction to repay the prior lienholders. Numerous reclama-
tion creditors opposed and, according to Judge Lifland, struck a common theme that
the prepetition lien was wiped out by the DIP facility, thus removing that defense to
nonpayment of the reclamation claims.®!

That factual background now dealt with, the Dana court turned to its analysis.
Judge Lifland began by restating the long-held view that section 546(c), the Bank-
ruptcy Code’s reclamation statute, is “not the source of a right of reclamation, but
simply allow[s] a seller to exercise a right of reclamation existing under non-bank-
ruptcy law.”¢?

After some unfortunate and unnecessary digressions from the issue at hand, Judge
Lifland returned to the nub of the problem. The new reclamation statute, as amended
in 2005, was modified to remove an existing reference to the reclaiming seller’s statu-
tory or common-law rights. In its place was a specific injunction that any right to re-
claim was subject to “the prior rights of a holder of a security interest in such goods.”*
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An utter lack of legislative history left it a mystery as to what Congress intended by
this change.®

In Dana, the reclaiming creditors leapt upon the statutory amendment and claimed
the deletion of a reference to state law created “a broad new federal bankruptcy law
right.” Unfortunately for them, Judge Lifland disagreed.®

First, the very title of section 546 indicates that the statute operates to limit a
bankruptcy trustee’s avoidance powers. “It is not, “opined the Dana court, “a section
dedicated to granting an independent federal right of reclamation nor does it create a
coherent comprehensive federal scheme for reclamation.”*® Judge Lifland drew sup-
port for this conclusion by contrasting the lawmakers’ failure to employ more direct
language, such as an affirmative prologue that “sellers may reclaim goods when,”
which this judge clearly would have found more persuasive.®’

The Dana court relied upon Supreme Court precedent for the guiding principle
that, in order to create a federal right, Congress must clearly manifest its intent to do
0.5 “Moreover,” opined Judge Lifland, “if amended section 546(c) was a new federal
reclamation right arising under the Bankruptcy Code, it would not be subject to the
avoiding powers.”®

Judge Lifland then raised an old-but-established rubric; to wit, when Congress
amends the nation’s bankruptcy laws, it never writes on a clean slate.”” Accordingly,
courts are markedly reluctant to accept arguments that would work a major change in
pre-Bankruptcy Code practice if that new outlook was not ably supported by legislative
history manifesting such an intent.”! In addition, Judge Lifland felt dutybound to be
guided by the totality of a given law and not a single sentence or segment thereof.”

Furthermore, the prior lien defense is one strictly confined to limiting a reclama-
tion creditor’s rights vis-a-vis the holder of the earlier secured interest. This is to be
distinguished from the parallel provisions for reclamation found in the Uniform Com-
mercial Code, which subjects the rights of the reclaiming creditor to that of subse-
quent buyers or good faith purchasers, not prior lienholders.”

If the revised section 546(c) created an independent federal law of reclamation
that replaced stated law, then “conceivably” a reclamation creditor in a bankruptcy
case would be in a better position that subsequent buyers or good faith purchasers in
a state law scenario, declared Judge Lifland. The Dana court found it impossible that
Congress intended to empower reclamation creditors to exercise dominion over goods
sold to consumers or other good faith purchasers.”

In addition, the Dana court raised the following points in rejecting the argument
that the revised section 546(c) gave birth to a federal right of reclamation. First, the
lack of a reference to state law makes it unclear if a reclaiming creditor could seize
goods already paid for. Second, the revised statute lacks a limitation on when the
creditor discovers the debtor’s insolvency, a marker that Judge Lifland characterized
as serving the historic purpose of protecting a creditor from the debtor’s fraud with
regard to the latter’s financial condition.

Third, section 546(c) long demanded that, to be subject to reclamation, goods had
to be identifiable and in the debtor’s possession at the time of the demand, and con-
versely, they could not be commingled or otherwise unidentifiable.” Dana found it

37



NORTON ANNUAL SURVEY OF BANKRUPTCY LAW

unlikely that Congress intended to eradicate these defenses by inaugurated a new fed-
eral reclamation right.”

Next, the Dana court posited that, while the Bankruptcy Code clearly delimits rec-
lamation rights to a secured creditor’s earlier lien, that body of law “otherwise gives
no indication of what those ‘prior rights’ might be.” From that Judge Lifland reasoned
that “the only available referent” was state law. Combined with the lack of a fulsome
legislative history, Dana concluded that the lawmakers intended to continue their reli-
ance upon state law in this view and not create a new substantive federal remedy.”’

Finally, Bankruptcy Judge Lifland made one last declaration to debunk the theory
that in 2005 Congress created a new federal right of reclamation. “[I]t is contrary to
the purpose of the Bankruptcy Code to enhance the rights of one set of creditors at
the expense of other creditors simply because a bankruptcy petition has been filed.””
Dana cited Butner v. United States,” for the longstanding axiom that property inter-
ests are defined by state, not federal, law, and should not be overturned unless some
bona fide federal interest requires a different result.®

For all these multitudinous rationalizations, the Dana court declared that the 2005
Amendments did not give rise to a new federal right of reclamation. That done, the
bench turned to the equally important issue of the viability of the “prior lien defense”
to reclamations pursued under the amended Bankruptcy Code.?!

On that point, the reclaiming creditors vigorously opposed the auto parts supplier’s
attempts to devalue their claims to zero. These vendor/creditors proclaimed that their
rights were subordinated, but not extinguished, by the liens of the prepetition lend-
ers and, furthermore, that the prebankruptcy secured creditors were oversecured and
should not reap the windfall of wiping out the reclamation claims.®

For his rationale, Judge Lifland first noted that reclamation is an in rem remedy,
and thus reclamation creditors have no right to compel a prior lienholder to satisfy its
own interest from collateral other than what the reclaiming creditors are pursuing.®
“Accordingly, if the value of any given reclaiming supplier’s goods does not exceed
the amount of debt secured by the prior lien, that reclamation claim is valueless.”®* As
aforenoted, the liens of the prepetition lenders in Dana far exceeded even the largest
single reclamation claim.%

The reclaiming creditors countered that this judge should recognize that the prepeti-
tion creditors here were paid in full via the postpetition DIP facility and not from the sale
of the goods sold to the debtor by the reclaiming creditors. In this fashion, they asserted,
the prebankruptcy liens were satisfied, and the right to reclaim remained unscathed.®

Judge Lifland disagreed. The court found the postbankruptcy financing transac-
tion before it in Dana to be substantially similar to the one germane in In re Dairy
Mart Convenience Stores, Inc.,’” where the court there found that where the claim of
a prepetition lender, secured by a floating lien on inventory, is paid out of a postbank-
ruptcy DIP facility, which is in turn secured by a fresh floating lien on inventory, any
goods purportedly subject to reclamation claims were disposed of in satisfying the
prepetition debt, thereby zeroing out of the reclamation claims.®

This was to be contrasted, said the Dana court, with the holding of In re Phar-Mor,
Inc.,** wherein that Ohio bankruptcy court found prepetition liens released, termi-
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nated, and extinguished by payment from the DIP facility created by the postpetition
lenders. In short, former liens were eradicated by payment, and said payoff was not
an assignment, assumption, nor sale of goods subject to reclamation. As the post-
bankruptcy lenders had paid off the old debt and received new, superpriority postpeti-
tion liens in return, the ultimate impact of that deal relevant to this analysis was that
interests of the reclamation creditors could not be diminished in any way by these
subsequent fresh liens.*

In effect, Judge Lifland was asked to choose a side, and that is precisely what he did.
Unfortunately for the reclamation creditors, he sided with the Dairy Mart camp.”!

The Dana court found that the goods tentatively subject to reclamation, along with
all the other collateral pledged prior to the auto parts maker’s bankruptcy, were subject
to prepetition liens. The court-authorized DIP facility granted the postpetition lenders
a security interest in, and a lien thereupon, all of that same collateral. “Thus the lien
chain continued unbroken.”

Dana adopted the Dairy Mart logic that the arrangement of releasing prepetition
liens and granting postpetition liens simultaneously was a single, integrated transac-
tion.” Judge Lifland justified this by noting that the issuance of the postpetition lien
was a necessary precursor to the consummation of the DIP loan.

Of critical import, Dana further comments that the prepetition debt was “refinanced
and paid off using the proceeds of the DIP [flacility on the payoff date.”* In this
jurist’s view, the goods which might otherwise have been subject to reclamation (or
their proceeds) were either liquidated to satisfy the prebankruptcy debt or re-pledged
to secure the postpetition borrowings of this debtor.

Thereby effectively disposed of, there were no goods remaining, and it was now
valid to ascribe zero value of the nonreclaimable goods pursuant to the “prior lien
defense.” On that note, Dana affirmed the continued existence of the “prior lien
defense” and wholeheartedly squashed the claims of the reclamation creditors therein
in their entirety.”

Regrettably, the opinion in Dana is so deeply flawed that it is beyond redemption.
We categorize its many shortcomings as follows.

Beginning with a relatively small error, Dana clearly announces that it is solely
concerned with the “prior lien defense,” and the bench will most certainly not ad-
dress any section 503(b)(9) issues. Notwithstanding that declaration, Dana goes on
to, thankfully in brief, catalog precisely those points that a section 503(b)(9) dispute
might raise.” Why bother to elaborate in such dicta in literally the same breath that
the court pronounces these matters are not before it? Small it may be, but this is an
unfortunate tangent that detracts from the opinion as a whole.

Slight as this error might be, it is compounded when the court unnecessarily raises
the influence of the new section 503(b)(9) and its controversial interaction with the
amended reclamation proviso.”® If Dana is truly concerned only with the operation
of the revamped section 546(c) in this context, why stray into the irrelevancies of the
new administrative expense? This flaw likewise diminishes the efficacy of the opinion.
However, such minor blemishes pale in comparison to the major, overt flaws that we
find in Dana.
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The Dana opinion correctly notes that the textual reference to statutory or com-
mon law rights was “remove[d]” from the reclamation statute. Incredibly, it goes on to
ponder the lack of a legislative justification for this “deletion.””

Dana is right—Congress deleted the reference to state law reclamation rights when
it amended section 546(c) in 2005. However, the lawmakers did more than that. Con-
gress removed, deleted, eliminated, expunged, and eradicated the old reference. And
that is that. It wiped the slate clean.

No further explanation is necessary. It is the height of judicial obtuseness for Dana
to seek (if not outright demand) an explanation where none is needed. Congress adds
and deletes statues or parts of statutes every day. At least in a case such as this, elabo-
ration is not needed, and legislative history would be superfluous. It is fatuous for
Dana to question the new section 546(c) in this manner.

As a further example, see how Dana derides the “sparse” legislative history.'” The
court has no right to insist upon a more portentous legislative history when there is
no need for it.

Congress eradicated the state law reference, and that is it. To insist on more is to
fly in the face of the plain language of the amended law and to disregard its plain text.
Unshakeable axioms of statutory construction as aforestated here demand that the
court read and apply the statute before it. Dana failed utterly in that regard.

Ironically, while Dana stubbornly returns to abide by the simple import of the dele-
tion of the state-law reference from section 546(c), it rushes to embrace the addition of
the “prior lien defense” text. Dana cannot have it both ways. It cannot honestly doubt
the deletion of one thing from the statute and simultaneously applaud the addition of
new material, especially when all are of the same piece of the 2005 Amendments.

Error compounds error. Thereafter, Dana makes much of the heading of section
546.1%! Indeed, lawmakers write to a purpose, and no one here is suggesting that the
title of the statute be ignored.

However, it is just as clear that the appellation “Limitations on avoiding powers”
assigned to section 546 over 25 years ago is a broad entitlement dealing with the stat-
ute in the main. It does not work to exclude related, but not overtly stated, functions of
the provisions that it headlines. To rely upon legislative shorthand in titling a statute as
a limiting force on substantive rights is folly.

Shortly thereafter, we encounter one of Dana’s truly fatal flaws. The court demeans
the statute, as amended in 2005, as neither “dedicated” to granting a federal right of
reclamation nor “creat[ing] a coherent comprehensive federal scheme for reclama-
tion.” This is the height of judicial arrogance.

It is the job of the courts to apply the statutes as written. It is certainly not the task
of courts to rewrite them by judicial fiat. Equally so, it is not within a court’s purview
(especially a court of such circumscribed power as an Article I bankruptcy court) to
mock a legislative enactment because said court does not find the statute to match its
standards for scope.

Dana’s continued folly is to deningrate the amended section 546(c) because it was
not drafted to that jurist’s liking, when instead the bench should be applying the law as
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plainly written. Substantial evidence of the misguided nature of Dana is exemplified
when it opines that Congress did not use the appropriate language in revising the rec-
lamation proviso.'” That is judicial lawmaking at its worst and dooms the opinion.

The aberrations continue. Dana goes on to invoke the conventional wisdom that
Congress does not write on a clean slate when it amends the Bankruptcy Code.!® True
enough, but here that does not follow. The notion of not scribbling on a blank page
pertains to what Congress may or may not have changed from pre-1978 insolvency
practice when it promulgated the Bankruptcy Code that year.

Congress had already overwritten pre-Code practice when it drafted the original sec-
tion 546(c) over 25 years ago. In 2005, the lawmakers simply revised their own handi-
work. More to the point, Congress rewrites statutes every day. There is nothing to prevent
them from doing so, and the courts’ sole function is to apply what is plainly written.

This is another Dana flaw. It refused to acknowledge that Congress wrote the rec-
lamation statute one way in 1978 and revamped it, by means of both plain deletion
and addition, in 2005. Justifying noncompliance by looking back to pre-Code days
makes no sense.

The non sequiturs continue, as Dana pleads great concern with how the amended
section 546(c) may potentially clash with the Uniform Commercial Code.'* What of
it? Undeniably the U.C.C. is a wonderful codification of the law governing commer-
cial transactions. It holds sway in all 50 states, including the federal courts therein who
apply it with such dexterity in diversity cases.

However, the Bankruptcy Code does not cower in the shadow of commercial law.
In its own realm, the federal insolvency law reigns supreme.'® Dana posits a great non
sequitur with its abject concern that the amended section 546(c) might have friction
with the U.C.C. If it does, what of it? Congress rewrote the statute as part of the su-
preme insolvency law of the land, and so be it. Besides, Dana’s fretting is overblown,
and if state commercial law yields to the Bankruptcy Code, it is certainly not the first
time nor is it a cataclysm.

What we find most fatal to Dana here is its turgid prose and tortured reasoning.
The opinion makes too long of a stretch, seeking to justify itself in state law, in order
to avoid applying the amended section 546(c). Indeed, when Dana refers to the “prior
lien defense,” a basic tenet of its ultimate holding, it unwisely seeks to compound that
straightforward textual addition by Congress by intertwining it with nonbankruptcy
law.'% Put another way, Dana tried to do too much with too little, an unnecessary ex-
ercise that undermines the entire opinion.

Now we come to an argument of Dana that leaves us aghast. Dana stridently de-
clares that it is not the purpose of the Bankruptcy Code to “enhance” the rights of one
set of creditors at the expense of others.'”” Taken in the light that a general goal of the
Code is to, inter alia, ensure the equality of distribution among creditors, there is more
than a grain of truth to Dana’s assertion. Nevertheless, it is just as true that this is not
an absolute. The Bankruptcy Code constantly segregates classes of creditors and el-
evates some above others. Most compelling is the entirety of section 507, the priority
claims statute, whose sole purpose and effect is to classify, at legislative dictate, dif-
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ferent types of claims and then place these claimholders in a highly structured order,
whereby some come before others and a/l come before general unsecured claims.!%

No one questions the right of Congress to do so, as part of the normal adjustment of
the debtor-creditor relationship that is core to the functioning of the Bankruptcy Code
and its courts.'” Not only does Congress unhurriedly go about realigning creditor
interests, it frequently modifies that ordination as it sees fit.!'?

To be sure, the hallowed Butner'!! decision still stands for the proposition that
property interests are normally defined by state law and are not easily disregarded in
the bankruptcy process. However, every day we see the Bankruptcy Code overcoming
such state-law interests by weight of the federal enactment’s inherent supremacy. It is
a ghastly statement for Dana to contend that somehow section 546(c) deflates when
it is placed in counterpoise to state commercial law, and we cannot abide by such an
unsupportable view.

In sum, we find Dana largely beyond redemption for the manifold reasons stated
above. Accordingly, we question its place in the jurisprudence. That said, let us exam-
ine what else is of negative or positive worth among the remaining few judicial deci-
sions on this controversial subject.

AMS—Defender of Prior Liens

Another stalwart defender of the “prior lien defense” can be found in the Delaware
bankruptcy case of Simon & Schuster, Inc. v. Advanced Marketing Services, Inc. (In
re Advanced Marketing Services, Inc.),''* which actually preceded the Dana ruling by
a brief interval. There the debtor, AMS, was a book wholesaler, counting among its
customers the best known of the national warehouse club chains as well as traditional
retailers and bookstores. The creditor Simon & Schuster is, of course, one of the most
renowned names in book publishing. The debtor and Simon & Schuster did significant
business, and all of it on a “fully returnable basis”; AMS could always fully return un-
sold inventory to its book publisher suppliers while, in turn, customers of AMS could
fully return unsold books to the debtor.!!*

The debtor enjoyed a senior lending facility, provided by a unit of Wells Fargo. The
bank was secured by a floating lien on substantially all of the assets of AMS, including
inventory. Just prior to the instant bankruptcy, AMS owed over $41 million to Wells
Fargo pursuant to this facility.'!*

In very late December 2006, AMS filed for Chapter 11. Simon & Schuster reacted
swiftly, the same day making a reclamation demand and then, a few days into the new
year of 2007, commencing an adversary proceeding by the filing of a complaint seek-
ing, inter alia, the reclamation of goods valued by the publisher of over $5 million,
the immediate payment of certain administrative expense claims, and an accounting
of the goods sold by Simon & Schuster to the debtor. As of mid-January, a little over
$800,000 of the goods that Simon & Schuster sought to reclaim were still to be found
in the debtor’s inventory.'"

Interestingly, Simon & Schuster sought relief under the stringent standards of a
temporary restraining order, labeling all of this an emergency application. The debtor
and the senior lender opposed, asserting the “prior lien defense.”!'® AMS and Wells
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Fargo jointly alleged that the senior lender’s first priority security interest extended to
the very goods that Simon & Schuster wished to reclaim.'”

Integral to these competing claims were the circumstances of the debtor’s post-
bankruptcy financing. As is typical in Chapter 11, AMS obtained court approval for
a DIP credit facility, the composition of the DIP lender apparently including Wells
Fargo and others.

As carefully noted by Bankruptcy Judge Christopher Sontchi, “[t]he terms of the
Debtors’ post-petition financing did not extinguish the Debtors’ obligations under the
Senior [prepetition] facility or discharge or release any related security interests.” Indeed,
the court noted the interesting description of this DIP facility as a “creeping roll up”
loan, an arrangement whereby it was contemplated that Wells Fargo, as the senior lender,
would be satisfied by the application of cash collateral to its preexisting indebtedness.

In turn, the cash collateral coveted by the senior bank lender would be “derived
primarily from the proceeds from the sale of the Debtors’ inventory” before any post-
petition indebtedness was satisfied. Of course, the inventory to be sold to satisfy Wells
Fargo’s prepetition debt was comprised, at least in part, by the same goods that Simon
& Schuster sought to reclaim.'"®

In addition, the DIP facility was secured by an all-encompassing lien on all pre-
bankruptcy, present, and future assets of AMS. This security interest was senior to
all liens, aside, of course, from Wells Fargo’s own prepetition secured interest. The
bank was also granted a superpriority administrative expense claim senior to all other
administrative creditors.'"®

Finally, the postbankruptcy loan facility also provided that the senior secured in-
terests of Wells Fargo “continue[d] in full force and effect,” securing the repayment of
all obligations pursuant to the DIP facility.'” As to the actual figures, as of the time of
the legal action taken by Simon & Schuster in mid-January 2007, AMS owed its lend-
ers $13 million under the prebankruptcy facility and $13.5 million for the DIP loan, a
total debt of $26.5 million to essentially the same lenders.'?!

Key to the AMS decision is that Simon & Schuster sought relief via a temporary
restraining order (TRO). This triggered the axiomatic test for injunctive relief, com-
prised of the following four elements: 1) the movant must show a substantial likeli-
hood that it will prevail on the merits; 2) the movant will suffer irreparable harm if the
injunction is not granted; 3) the irreparable harm to the party subject to the injunction
if it is in fact granted; and 4) the public interest in granting such extraordinary relief.'*
Not an easy standard to be met, to be sure.

Thus positing the legal standards, Bankruptcy Judge Sontchi tackled the job before
him in workmanlike fashion. First up for consideration was whether or not the book
publisher demonstrated a substantial likelihood that it would eventually prevail on the
merits of its claim. Unfortunately for Simon & Schuster, the bankruptcy court ruled
that it had not.'*

Given that the claim herein was one for reclamation, the creditor’s burden was to
establish, by a preponderance of the evidence, each element of section 546(c), the
reclamation statute.'>* Bankruptcy Judge Sontchi cut right to the heart of the matter:
“The Goods are subject to the Senior Lenders’ first priority pre-petition and post-peti-
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tion liens and claims.” The 2005 Amendments explicitly stipulated that the rights of
a reclaiming seller are secondary to the preexisting rights of a secured creditor with a
lien on debtor’s goods or the proceeds thereof.'?

“Accordingly, under the express language of... the Bankruptcy Code,” the prior
and postpetition secured liens of Wells Fargo in the instant case trumped the reclama-
tion claim of Simon & Schuster. “For this reason alone,” Judge Sontchi concluded,
“Simon & Schuster has failed to establish it [has] any likelihood of success in estab-
lishing it has a valid reclamation right under section 546(c).”1%

The AMS court was circumspect, albeit in a parenthetical, to opine that the result
would have been the same even under pre-BAPCPA law. Relying upon earlier cases
interpreting both the Bankruptcy Code and the reclamation provisions of the Uniform
Commercial Code, the prebankruptcy lien of a secured creditor regularly defeated
the claims of a reclamation creditor, so the outcome reached today under the 2005
Amendments would not have been any different under the old law.'?’

Simon & Shuster had attempted to blunt the “prior lien” defense by arguing that
the “creeping rollup” of the DIP loan would soon satisfy Wells Fargo’s prebankruptcy
claims and thus satisfy its preexisting lien, the only lien that its reclamation claim was
subject to.'?® To the book publisher, this meant that it would eventually succeed on the
merits of its position.'?

Bankruptcy Judge Sontchi was wholly unpersuaded, for three reasons. First, the
prebankruptcy loan was still in existence. “Although the Senior facility may be satis-
fied at some future date, S&S has failed to establish when that will occur and, more
importantly, whether any of the Goods subject to its reclamation claim will still be in
the Debtors’ possession at that time.”!3°

Second, the DIP financing order entered by the bankruptcy court clearly recognized
that the bank’s prebankruptcy liens survived and secured the postpetition DIP loan.
This “cross-collateralization” ensured the continuity of the senior lender’s prior liens
into the postbankruptcy phase to secure the new debt, notwithstanding the satisfaction
of an old borrowings. The superiority of liens so preserved flatly defeated the claims
of Simon & Schuster for reclamation. !

Third and last, Bankruptcy Judge Sontchi castigated Simon & Schuster for its reliance
upon the Phar-Mor case,'* declaring that the ruling emanating from the Ohio bankrupt-
cy court was “easily distinguished from the case at hand” for the reason that the secured
creditors there were fully paid from collateral other than the reclaimed goods.'**

AMS took pains to quote the Phar-Mor opinion for its disclosure that those pre-
existing lenders freely chose to release their prior liens and were, in fact, paid in full
via a subsequent postpetition lending facility. Since the reclaiming creditors were left
unmolested by the satisfied prior lienholders, their reclamation claims sailed through
that Chapter 11 unaffected.'

“That is simply not the case here,” Bankruptcy Judge Sontchi retorted. In the case
at bar, Wells Fargo had not been paid in full, and thus the Simon & Schuster reclama-
tion claim was still subject to the bank’s preexisting lien. Moreover, the AMS court
found that the senior secured lender was being paid, at least in part, by the sale of the
very goods that Simon & Schuster wished to reclaim.!**
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Judge Sontchi gave his own perspective on what this reclaiming creditor really
wanted. “At the end of the day, S&S is doing little more than using the Court to apply
the doctrine of marshalling.”'* However, that equitable avenue is unavailable to unse-
cured creditors, held the AMS court, and so Simon & Schuster could not demand that
Wells Fargo satisfy its claim out of other, unrelated collateral.'*” Most telling of all, the
prebankruptcy loan agreement and the DIP facility both explicitly provided that the
lenders “have no duty to marshal '3

For all these reasons, the AMS court ruled that the book publisher had failed to es-
tablish a substantial likelihood that it would eventually prevail on the merits of its claim.
Thus failing the first prong of the test for injunctive relief, a TRO could not be issued.!*

The AMS court was nothing if not circumspect, and so it delved into the next prong
of the requirements for injunctive relief, that of the need for the movant to demonstrate
irreparable harm to it should an injunction not be issued. Fundamentally, the court
noted, the moving party must demonstrate a potential injury that could not be cured by
a legal or equitable remedy granted after a full trial. In contradistinction, injunctions
are not granted merely to alleviate fears and apprehension or to allay the anxieties of
a complaining party.'*°

Moreover, Bankruptcy Judge Sontchi pointed out, a claim of irreparable harm is
undermined by the availability of adequate monetary damages.'*' A potential injury
that is purely economic in nature can never be deemed an irreparable harm, given the
old adage that money makes you whole.'*

Simon & Shuster had argued that it needed an injunction to prohibit any buyer of
the assets of AMS from returning goods and demanding a credit, as well as to protect
the book publisher from incurring additional expenses for supplying additional mer-
chandise for other wholesalers who were taking up the slack of the debtor’s former
customers. The bankruptcy court found this argument unavailing.!*

The debtor and this creditor had a contract, this court reminds us, giving AMS the
right to fully return goods to Simon & Schuster. The book publisher cannot now argue
that this exercise of lawful contractual rights, by either the debtor or some future as-
signee, would ever constitute an irreparable harm.'#

In addition, any harm to Simon & Schuster can be easily remedied by monetary
compensation, something Bankruptcy Judge Sontchi found self-evident by the credi-
tor’s own admission that its goal was to reduce expenses and avoid return credits. This
lack of irreparable harm, this lack of an injury that could not be solved by money, and
belied by what was clearly a purely economic harm at worse, condemned the irrepa-
rable harm prong of the test to failure.'*

The two paramount segments of the standard of granting injunctive relief thus decid-
ed, the AMS court easily disposed of the remaining two prongs. The third, the balance of
the equities in the case at hand, was neutral, according to Bankruptcy Judge Sontchi.!¢

On the one hand, the debtor would be harmed by the limitation of an injunction.
Conversely, Simon & Schuster would be left with a worthless reclamation claim if
AMS could continue to sell the book publisher’s goods. Nonetheless, because Simon
& Schuster bore the burden of proving that measuring the equities favored it and not
the debtor, this equipoise meant failure for the creditor.'*’
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Simon & Schuster suffered the same fate for the fourth prong, that of the public
interest. Bankruptcy Judge Sontchi was unpersuaded by the book publisher’s allega-
tion that the preservation of its reclamation rights had a bearing on the public inter-
est. The court tied this in with the results of the first injury, the requirement that the
movant establish a substantial likelihood that it would prevail on the legal merits of its
claim.!*® Since the creditor had not demonstrated that it had statutory rights to be vin-
dicated, there was no public interest to be served “in this commercial dispute among
sophisticated parties.”'*’

Bankruptcy Judge Sontchi was succinct in his closing. “This is a simple case,” he
declared, in the main because the prebankruptcy and postbankruptcy interests of the
secured lender were superior to the creditor’s reclamation claim. Therefore, Simon &
Schuster “failed to establish it has any likelihood (let alone a probability) of success”
on the merits, there was no irreparable harm, the equities did not favor the creditor,'
and the public interest factor was plainly irrelevant here.'s! Simon & Schuster was found
woefully lacking point-by-point on the test for injunctive relief, and therefore its motion
was flatly denied.'> Its reclamation claim was left, at least for the moment, unsatisfied.

For our analysis of the foregoing, we find that the AMS case presents a mixed bag.
We certainly cannot find much fault with the legal reasoning of this Delaware bank-
ruptcy court. As Bankruptcy Judge Sontchi stated, this really is a simple case. In this
instance, we must admit that we find greater fault with the strategic and tactical mis-
takes made by the reclaiming creditor, which effectively foreclosed it from any kind
of victory on a contestable legal ground.

Taking the court’s holding, it is, fundamentally, an upholding of the plain statutory
language of the new section 546(c) promulgation of the “prior lien defense.” In all hon-
esty, we cannot argue with the correctness of that decision, at least at that basic level.

Yet we are troubled that this bench did not make a deeper comparison of the solidly
grounded “prior lien defense” against the “creeping rollup” lending facility present in
this case. Certainly, Wells Fargo possessed a prior lien, and we do not argue that it was
entitled to prevail on the now-statutory defense of the same name.

However, S & S made the very cogent point that the entire DIP facility was ar-
ranged so that these very same preexisting liens would eventually be extinguished. We
submit that if the postpetition financing plan, as approved by this very judge, provided
by its own terms that the prepetition secured rights of the bank would evaporate, why
did this court not make a more searching inquiry of just when that would happen?
After all, it seems plain enough that if a prior lien disappears, and, especially as here,
in a wholly voluntary fashion, then the defense vanishes with it.

In sum, we concur that AMS was rightly decided, insofar as it recognized the “prior
lien defense,” but we remain skeptical because the court did not follow through and
inquire as to the duration of that defense in the days to come.

That said about the court’s holdings, let us respectfully analyze what the reclaim-
ing creditor did or, conversely, did not do, so that we may learn from it. Let us first
pick up on the point already made, that the 4MS court did not pursue the matter of the
termination of the prior lien and thus the defense so named.
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Remember that the opinion clearly states that S & S failed to prove when this
“creeping rollup” mechanism would satisfy the preexisting secured claims. While we
may wish the court had gone further, is not true that the creditor was ultimately re-
sponsible for making a proper showing of evidence in favor of its argument? If S & S
had done more to demonstrate that the “creeping rollup” would have extinguished the
prior liens by a certain date or event, either absolute or hypothetical, it is suggested
here that the outcome might have been different.

On a relatively minor point, why did this reclaiming creditor seek relief by the
much more arduous road of a temporary restraining order? A party moving for injunc-
tive relief has its work cut out. In hindsight, it appears S & S would have been far
better served if it had avoided the more stringent standards of the TRO and proceeded
via straightforward motion practice or even an adversary proceeding.

Yet the tactic of moving for a TRO raises a more telling set of points. Seeking in-
junctive relief outwardly connotes a sense of urgency. This creditor sought court inter-
vention on an emergency basis after various financing measures were in place. Where
was the creditor’s sense of immediacy before the DIP facility was approved?

Here is where we find the strategy of this reclaiming creditor to be most at fault.
S & S did not timely object to the entry of the financing order. That was a mistake.
It should have been there from the outset to contest the postpetition financing and, in
particular, raise at the earliest point possible its quite-good questions about the effi-
cacy of this “creeping rollup” device. The opportune moment to question the survival
of the prior lien was then, at the time that the DIP facility was being considered, not
later, after it was already in place.

Moreover, the reclaiming creditor could at that time have pursued a “carve out” for
its claim and that of other, similarly situated reclamation creditors. Indeed, if it had
gathered its fellows in support, their strength of numbers might have provided some
advantage in obtaining recognition for section 546(c) claims as part of the overall
postpetition financing. To be sure, the AMS court did nothing to protect reclaiming
creditors, but could some of the fault for that lie in the fact that the creditors so af-
fected did not ask for relief until it was too late?

In sum, while not entirely comfortable with how the court in AMS reached its
ultimate outcome, we must admit that the reclaiming creditor did not avail itself of a
number of opportunities to achieve a more balanced decision. What’s done is done,
but 4MS remains a powerful object lesson for future strategists laboring to preserve
reclamation claims.

The Unpublished Troika: Nonprecedential but Still Newsworthy

It is axiomatic that “[u]npublished decisions do not establish case law and do not
serve as precedent.”!>3 Therefore, unreported opinions that touch upon the subject at
hand are of so little account that they need not even be addressed here.

Nevertheless, and only for the sake of the completeness of this inquiry, we will sum-
marize and critique three such minor opinions. Be forewarned, however, that there shall
be more of the latter than the former, as at least two of this trio leave much to be desired.
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Global—A Misdirected Analysis

First up is In re Global Home Products, LLC."* There the debtor was a leading de-
signer, marketer, and manufacturer of consumer and specialty products, including the
well-known Anchor Hocking line of kitchen and glassware.'* To manufacture such
items, Global was a major consumer of bulk aluminum. !5

Enter Industria Mexicana del Aluminio, S.A. de C.V. (IMASA), a creditor from
whom the debtor purchased nearly 123,000 pounds of aluminum in the 20 days pre-
ceding Global’s filing for Chapter 11, said purchase made in the ordinary course of the
debtor’s business.'’” IMASA put before the bankruptcy court a motion for the allowance
and the immediate payment of the cost of this raw material, on the grounds that it consti-
tuted a 503(b)(9) administrative claim in the undisputed sum of over $206,000.'

In opposition stood Global and its senior lender, Wachovia Bank. Wachovia was
the debtor’s prebankruptcy and postpetition senior secured creditor, with prepetition
liens on substantially all of Global’s assets, covering an earlier debt of some $115
million. Not surprisingly, Wachiova became Global’s DIP financier, pursuant to both
interim and final orders of the bankruptcy court, which including granting the lender
security interests and superpriority administrative expense status.'>®

In the main, the debtor and its bank asserted that IMASA’s claim was not budgeted
for in its postpetition financing arrangement. Moreover, requiring immediate payment to
the vendor would expose Global to “financial risk” by potentially affecting the debtor’s
“ability to obtain the necessary cash to continue. .. day-to-day operations” and conceiv-
ably open the door to every one of Global’s section 503(b)(9) claimants demanding pay-
ment now and not at the time that a plan of reorganization became effective.'

First acknowledging the relative newness of section 503(b)(9),'*' Bankruptcy Judge
Gross correctly pointed out that, notwithstanding the statutory priority accorded by the
Bankruptcy Code, “the timing of the payment of that administrative expense claim is left
to the discretion of the court.”'®* In turn, the court’s latitude in determining such timing
is guided by the insolvency law’s overarching goal of an orderly and equal distribution
among creditors and the need to prevent a race to seize the debtor’s assets.!®

Significantly, Bankruptcy Judge Gross opined that “[d]istributions to administra-
tive claimants are generally disallowed prior to confirmation if there is a showing
that the bankruptcy estate may not be able to pay all of the administrative expenses
in full.”!%* This court then cited the (now discredited) doctrine of necessity, purport-
ing that in order to qualify for “exceptional immediate payment,” an urgency must be
convincingly shown.'s

The Global court reiterated its own three-point test for deciding the time of the pay-
ment of an administrative claim'® and summarily disposed of each factor as follows.
One, would immediate payment prejudice the debtor? According to Global’s Chief
Restructing Officer (CRO), yes, it would.

Specifically, the debtor’s recorded section 503(b)(9) claims “far exceed[ed] the
company’s availability to borrow,” the debtor lacked the cash to pay administrative
claims, Global needed all of its current $1.7 million DIP facility to fund current opera-

48



THE DEATH OF RECLAMATION

tions, and lastly at least nine other 503(b)(9) creditors were seeking over $2 million in
administrative expenses, with more of such claimants expected to follow.'¢’

In short, said Global’s CRO, if the debtor had to pay administrative claims now
and in full, its Chapter 11 would collapse.'*® As this was uncontroverted, Judge Gross
accepted it in toto as evidence that the debtor would indeed be prejudiced if he autho-
rized an immediate payment to IMASA.'%

While that finding could have disposed of the issue, the court forthrightly pressed
on to the second prong of the test, measuring the harm to the claimant. IMASA con-
tended that the injury to it was “self-evident,” in that it was “singled out of a class of
[administrative] claimants” for nonpayment. IMASA noted that, pursuant to court
authority, certain “critical vendors” could be paid for prebankruptcy claims. Yet the
creditor offered nothing else to substantiate its plea of harm.'

In sharp contrast, Global argued that the creditor had no desperate need for imme-
diate payment, pointing to information on IMASA’s own website that it generated an-
nual sales of over $400 million on a yearly production in excess of 70 million pounds
of aluminum.'”" Using the vendor’s own trumpeting of the scope of its business against
it, along with that same creditor’s failure to make a more substantive proffer of evi-
dence, the debtor prevailed on this point as well.!”?

Summarizing, Judge Gross declared that he was totally persuaded by the unrefuted
testimony of the debtor’s CRO that “the tenuous financial position” of Global fully
translated into extreme prejudice to the debtor should it be compelled to pay this
503(b)(9) claim immediately, whereas the creditor in question would not endure any
hardship at all if it had to wait until plan confirmation for the payment of its adminis-
trative expense. Accordingly, IMASA’s section 503(b)(9) claim was left unpaid, albeit
recognized, hopefully for payment another day.'”

174

Global has been harshly criticized by the leading commentators,'” and rightly so,

as this author now joins in that outcry of justifiable criticism.

First, and most important, Global is fatally flawed because its legal theories are un-
tenable. It relies upon not one, but two, wholly discredited doctrines. Global grounds
its legal rationale first upon the “necessity of payment” doctrine. One, the “necessity
of payment” doctrine has been exposed for the fallacy that it is.'”

Two, the doctrine of necessity relates to the early postpetition payment of wholly
prepetition debt. While a section 503(b)(9) claim is rooted in a prebankruptcy transac-
tion, to be sure, Congress has now explicitly characterized such a claim as an adminis-
trative expense, thereby inarguably transmogrifying its classification. To allude to the
doctrine of necessity, a now-defunct maxim appurtenant to prepetition debt, to justify
the denial of a statutorily categorized administrative expense is truly an attempt to
pound a square peg into a round hole.

Next, Global compounds its faulty legal rationale by calling upon the equally de-
funct “critical vendor” postulate. Critical vendor motions are thankfully a thing of the
past, for various and sundry good reasons.'”® In short, Global, by its own choice of
rejected doctrines, sustains two killing blows, neither of which it could survive indi-
vidually and which combined are doubly fatal.
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Turning to the factual underpinnings of Global, one can temper our harsh critique,
but only for a moment. The creditor IMASA has no one to blame but itself for its twin
failure of: a) allowing the debtor’s testimony to go by unopposed; and b) not present-
ing more substantive evidence of its own hardship, and, better yet, the dire straits in
which this debtor was sailing. A lesson for future section 503(b)(9) claimants there,
to be more aggressive in debunking the debtor’s opposition and fortifying their own
evidence of their right to and need for payment.

However, while IMASA is correctly criticized for both not going the distance on its
own case in chief and its lackluster reply to the debtor’s opposition, the greater fault
regarding the evidence presented lies once again with the bankruptcy court.

The Global court simply drew the wrong conclusions from the body of facts put
before it. This debtor candidly admitted that, even for a reorganizing debtor, it was in
serious trouble. It had horrendous cash flow problems, consuming all of its DIP facil-
ity just to keep its doors open.

Conspicuous by its absence was any indication that Global was breaking even, let
alone making money, in its postpetition life. The debtor further proclaimed that the
503(b)(9) claims then pending (to say nothing of future administrative expenses!) well
exceeded its entire postbankruptcy borrowing power.

All indications were that Global’s Chapter 11 was in serious jeopardy, and it was
doubtful that it could ever pay all administrative expenses in full, a key prerequisite to
emerging from the reorganization proceeding. If anything, this debtor demonstrated a
serious likelihood of administrative insolvency, which in turn would merit a conver-
sion of its Chapter 11 case to a liquidation proceeding or an outright dismissal.!”’

In truth, Global should have been condemned by its own words. Yet, inexplicably,
Bankruptcy Judge Gross failed to discern this sorry sate of affairs and did not take
the next, logical step of questioning the essential viability of this Chapter 11. Might a
more probing inquiry has changed the narrow denial here of IMASA’s motion for im-
mediate payment? Possibly not. However, the greater point, the opportunity that was
surely squandered, is that the debtor’s confessed inability to pay this 503(b)(9) claim
should have triggered a sweeping review of the debtor’s capability to pay its priority
administrative debts, let alone its entire creditor body.

Bookbinders’ Restaurant—A More Palpable Dish

Next in our troika of unpublished, and hence nonprecedential, decisions is the case
of In re Bookbinders’ Restaurant, Inc.,'”® concerning the reorganization of a land-
mark restaurant in Philadelphia. Apparently the atmosphere of the City of Brotherly
Love was conducive to harmonious relations, even in bankruptcy court, as the debtor
and five creditors had reached an accord recognizing the validity and amount of each
creditor’s 503(b)(9) claims. However, not all was bliss, as one claimant, known as Blue
Crab Plus Sfd, demanded that its administrative claim be paid immediately.'™

In a comparatively narrow holding, Bankruptcy Judge Frank ordered that the claim
of the dark-hued crustacean be held in abeyance and rejected the assertion that, as a
matter of law, 503(b)(9) claims had to be paid upon demand.'® To be sure, the court
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agreed to hold evidentiary hearings to determine if the facts at hand compelled pay-
ment now or later.'!

The Bookbinders court correctly noted that, prior to the 2005 Amendments, “it was
black letter law that the question whether the bankruptcy estate should be ordered to
pay an allowed administrative expenses is within the bankruptcy court’s discretion.”!%?
Against this backdrop, Congress bestowed the new section 503(b)(9) administrative
expense status upon what were heretofore prepetition reclamation creditors. Bank-
ruptcy Judge Frank therefore posited the question before him as whether or not the
lawmakers intended for the new section 503(b)(9) claim “to alter existing practice that
the timing of the payment of an allowed administrative expense is left to the discretion
of the bankruptcy court.”!$3

This court concluded that it did not, ruling that the pre-BAPCPA deference to the
bankruptcy judge’s discretion in such matters was left undisturbed by the promulga-
tion of section 503(b)(9).!% Judge Frank rejected the creditor’s notion that this new
category of administrative expense in turn entitled it to immediate payment of that
specific claim, “in derogation of... the court’s discretion.” Section 503(b)(9) “does
nothing more than define a type of liability” and “neither states nor even implies... an
unqualified right to immediate payment,” nor any more favorable treatment then any
other administrative expense.'®

As a further argument, the Bookbinders court drew a comparison between 503(b)(9)
claims and postpetition obligations payable pursuant to section 365.!%¢ The latter stat-
ute requires the timely payment of all rents accruing postpetition under an existing
lease of commercial real estate until that lease is assumed or rejected by the debtor.'®
Said proviso contains a textual element of discretion, whereby the bankruptcy judge
may make a small extension of the debtor’s time to perform.!s8

There is a purpose to drawing this contrast, stated Judge Frank. Certainly, the court
was deliberate in refusing to take sides over the differing views as to precisely how
much elasticity a bankruptcy court can exercise over extending a debtor’s time to make
obligatory section 365(d)(3) payments. Yet that was the point, the bankruptcy judge
contended, noting the relative dissension that nevertheless existed over a statute with
fairly clear requirements and supported by an “explicit” legislative history.'®

In contradistinction, the argument is “much weaker” for asserting that 503(b)(9)
usurps the bankruptcy court’s established discretion concerning the timing of the pay-
ment of administrative expenses.'*’

Had Congress intended “some type of enhanced right” for section 503(b)(9) claims,
“I am convinced that it would have made its intent express in the statute.”'! Yet the
lawmakers had not done so, so the Bookbinders court finally concluded that this was
another reason to hold that its discretion was left intact of the 2005 promulgation of
the new administrative expense proviso.'*?

All things considered, Bankruptcy Judge Frank’s rationales in Bookbinders hold
water better than the irreparably flawed viewpoints in Global. To its credit, Book-
binders was seemingly correct in propagating the historical view that a bankruptcy
court’s discretion still holds sway over when administrative payments, including sec-
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tion 503(b)(9) claims, may be paid. Notwithstanding, the Pennsylvania court’s ruling
is not beyond valid criticism.

Firstly, Bookbinders fails to recognize that section 503(b)(9) creates an entirely
novel classification of an administrative expense. Can it follow that this new right is
still paid in accord with old rules? Yes, but it is equally sound to say that this new claim
is to be looked at afresh as to when it should be paid.

Secondly, Bookbinders never takes the measure of the debtor’s solvency in its post-
petition phase. To be sure, it is for less offensive in that regard than Global, which so
wrongly ignored the debtor’s abject lack of cash. The debtor in the instant case ap-
peared to have the wherewithal to pay at the time that the creditor requested,' but the
fact that the court did not take that solvency into account diminishes its reasoning. Had
the situation been opposite, it would have been highly relevant, this author posits.

Thirdly, Bookbinders engaged in a brief recapitulation of section 503 administra-
tive expenses and subdivides them into some factual, but nonetheless arbitrary, cat-
egories. Certainly, Judge Frank makes some sensible and accurate distinctions, but are
such differentiations truly germane here?

Is it not true that some administrative expenses, the most glaring examples being
attorney’s fees, trustee’s commissions, and similar professional compensation, are paid
on a current basis in almost all Chapter 11 cases? Are the fees of lawyers (including this
author) more worthy of early payment than section 503(b)(9) claims? Put another way,
are some administrative expenses “more equal” than others? This author doubts that.

Fourth, and here is where the strongest refutation of the reasoning of Bookbinders
is made, the analogy drawn between the timing of the payment of 503(b)(9) claims
and postpetition lease payments, the latter as required by section 365(d)(3), is sim-
ply unsustainable. Undeniably, the Congress afforded extraordinary treatment to the
claims of commercial landlords for postbankruptcy rent. It has long been recognized
that such preferential status is the result of the unique circumstances of the real estate
market and the concomitantly vigorous demands of commercial property owners for
exceptional protection in bankruptcy cases.'*

Yet it does not follow that the bold exposition of the specialized rights of section 365
claimants derogates the rights of creditors under section 503(b)(9). While this author
routinely advocates a holistic approach to the interpretation of the Bankruptcy Code,
that does not necessarily mean that the overt recitation of one class of creditor’s preroga-
tives means that another class holds something quite inferior. Indeed, Congress created
a whole new claim when it enacted section 503(b)(9); to subtract rights from the benefi-
ciaries of that new position in the priority expense scheme can only lead to folly.

Incredible Auto

Completing the troika of unpublished decisions on this topic, we have the Montana
case of Auto Auction Associates of Montana, Inc. v. Incredible Auto Sales LLC (In re
Incredible Auto Sales LLC)." The penultimate holding of Bankruptcy Judge Kirscher
was that Auto Auction, the reclaiming creditor, had a superior right, via the reclama-
tion process, to the proceeds of a Chevy Blazer vehicle sold by the debtor, Incredible
Auto. Concurrently, Auto Auction’s assertion of reclamation rights to six other motor
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vehicles (or the sale proceeds thereof) collapsed before the irresistible secured credi-
tor rights of Hyundai Motor Finance Co. pursuant to the “prior lien defense” of the
amended section 546(c)."

Why this diversified outcome? Hyundai’s security interest in the Blazer truck was
never perfected; thus the absence of a bona fide preexisting security interest made a clear
path for Auto Action to realize upon its claim for reclamation. However, by fulfilling
the requirements of Montana’s enactment of the Uniform Commercial Code (including,
among other things, the successful delivery of title documentation to the debtor by Auto
Auction, the tendering of checks by the debtor, and its taking of physical possession of
the six vehicles prebankruptcy), Incredible Auto became the undisputed owner of the
automobiles, and Hyundai’s blanket security interest firmly attached to that collateral.
The lender’s unshakeable grip on those assets gave rise to the prebankruptcy lien, which
defeated the auctioneer’s claim under the amended section 546(c).'’

As for Bankruptcy Code issues, Bankruptcy Judge Kirscher’s legal analysis was
tightly focused on section 546(c)’s new codification of the “prior lien defense,” largely
because he found that all other requirements of the reclamation statute had been met.'*®
After first noting that “floor plan” financiers were historically recognized as holding
perfected security interests capable of defeating reclamation creditors, the Incredible
Auto court turned immediately to the result stated above, as arrived at by analyzing the
perfection requirements of state law.!”” As the remainder of the decision deals almost
exclusively with matters of state law not germane to our purposes, nothing else need
be said, with one exception.

In a brief detour into the realm of dicta, Judge Kirscher exposits, among other
things, the changes to section 546(c) wrought by BAPCPA, the burgeoning division
over whether or not the 2005 Amendments created a new federal right of reclamation,
and the lack of guidance in the amendment’s legislative history. Yet it must be gainsaid
that the bulk of Incredible Auto is devoted to issues of state law, not the federal Bank-
ruptcy Code, and thus does not veer off into speculative territory on that account.

For these reasons, this Montana case is the least troublesome of the unreported
trio. It quickly notes the one and only bankruptcy question essential to the making
of its decision. That issue is, of course, the amended language of section 546(c) that
espouses the “prior lien” defense.

With that said, all Incredible Auto had to do was ascertain if prior perfected security
interests existed in the goods to be reclaimed. Here, as we have already observed, they
did indeed for a half a dozen vehicles, putting them out of the reach of the reclaiming
creditor. Only one vehicle could be successfully reclaimed by the reclaiming credi-
tor, Auto Action, because Hyundai never perfected its earlier security interest under
the procedures required by state law. Therefore, Incredible Auto rightly focuses on its
home state’s commercial code, and that we do not argue with.

IS ANYONE LISTENING?

We cannot deny that, for reasons well stated, we have criticized much of the fore-
going decisions. Could our critique been muted had these opinions been adopted by
other courts? Possibly, but that is the point—they have not.
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These decisions have yet to attract a following. As of the time of this writing, AMS
has only been cited by its compatriot Dana. Dana has itself never been cited.

It is a given that bankruptcy court decisions in one district do not bind bankruptcy
judges in other districts; indeed, it can be gainsaid that a bankruptcy court decision
does not even bind its brethren in the very same district.?” Therefore, these decisions
from the lower rungs of the bankruptcy court hierarchy bind no one. More to the point,
they do not appear to present views looked upon favorably by other jurists. This would
seem to explain the dearth of citations thereto, and it could be the precursor to future
challenges to their authority.

SECURED STATUS AS AN OBSTACLE TO SECTION 503(b)(9) PRIORITY

One of the new key issues confronting the bankruptcy court system is the inter-
section of the new section 503(b)(9) with the rest of the Bankruptcy Code. Case in
point—the availability of section 503(b)(9) to secured creditors (whether they be over-
secured, undersecured, or just “plain,” i.e., fully secured).

The latest teaching on that precise topic is found in Brown & Cole Stores, LLC v.
Associated Grocers, Inc. (In re Brown & Cole Stores, LLC).**' While highly instruc-
tive, the decision of the Ninth Circuit’s Bankruptcy Appellate Panel is certainly not
conclusive for its thoughtful dissent keeps alive significant questions about what the
law truly should be. Yet this case’s saving grace is that it ably exposits the opposing
points of view and thus provides a choice for the foundation of what the law shall
eventually become.

The debtor in this case was in the most prosaic of businesses; it was a chain of gro-
cery stores in Washington State. Associated Grocers (Associated) was not only a key
creditor, its relationship with Brown intertwined on a number of levels. Associated
was a buyer’s cooperative, and Brown owned about one-quarter of the stock, making
the debtor Associated’s largest shareholder. Meanwhile, Associated sold an average
of nearly $3 million of goods to Brown each week, leading to its standing as a major
creditor.??> With respect to the stock, Associated claimed a senior secured interest in
shares held by Brown.?*

Of paramount importance here was Associated’s claim for over $6.3 million of
goods sold within the 20 days prior to Brown filing for bankruptcy and thereby falling
within the purview of section 503(b)(9).2** Additional legal issues were in play, one of
them arising from a “Master Supply Agreement” between the two combatants.

This accord contained a “most favored nations” clause calling for Associated to
sell to Brown on terms no less favorable that those offered to any other Associated
shareholder or customer. The debtor contended the cooperative had breached this
agreement by selling goods to Brown at prices higher than those it charged other
customers.?”> Another bone of contention came from the debtor’s plea that Associated
caused unspecified damages well into seven figures by reason of the latter’s wrongful
termination of a rebate program.2%

Brown filed a petition for reorganization in November 2006. Associated moved to
have allowed and paid immediately its section 503(b)(9) claim of over $6.3 million.
Brown opposed and ticked off various grounds.
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First and foremost, it alleged that the secured status of Associated’s claims disquali-
fied it from treatment as an administrative priority claim pursuant to section 503(b)(9).
Second, it would be inequitable to other creditors, proclaimed the debtor, to grant ad-
ministrative priority to a claim that was already secured. Next, Brown asserted a right
of setoff for the aforementioned alleged contractual breach.?’

The bankruptcy judge granted Associated’s motions and ordered the 503(b)(9)
claim recognized. This appeal followed.?"

Writing for the Bankruptcy Appellate Panel of the Ninth Circuit,?® Bankruptcy
Judge Denis Montali declared that Brown presented a question of first impression to
the western tribunal.?'’ As the issue was not a minor one, the veteran bankruptcy jurist
opined, “[w]e expect that the issue is of great importance to many sellers of goods to
troubled companies.”*"! Prophetic words, indeed.?'?

The Ninth Circuit BAP took this issue of first impression and further delineated it
into two distinct branches for adjudication. One, is a secured claims entitled to sec-
tion 503(b)(9) treatment? Two, can setoff be utilized in circumstances such as those
presented here?*!

Clearly, the first query was a matter of statutory interpretation and thus entitled to
de novo review,”'* while the second would be reviewed under an abuse of discretion
standard.?'?

Writing for the tribunal, Bankruptcy Judge Montali left no doubt, declaring in
the header itself that this BAP found that a secured claim may be allowed section
503(b)(9) priority.2'* The Brown court reminds that statutory construction begins with
the statute itself,?!” and when the law’s language is plain, the sole function of a court is
to enforce that proviso according to its own terms.?'¥

Amazingly, the debtor urged the panel to disregard these well-settled maxims. Brown’s
rationale focused on the split of authority, pre-BAPCPA, for secured tax claims.

Bankruptcy Judge Montali noted that one faction held fast to the notion that section
503’s priority status was never meant to apply to secured claims because, by their very
nature, priority administrative claims arise after the commencement of a bankruptcy
case.”” Yet the second cadre countered that secured tax claims could be entitled to ad-
ministrative priority standing.?”® This split persisted for many years®?! until BAPCPA
came into being.

BAPCPA amended the relevant provisions of section 503 by adding these four
crucial words of qualification: “whether secured or unsecured,” with regard to tax
claims.”” Thus the post-BAPCPA Bankruptcy Code makes the determination of the
secured or unsecured status of a tax claim wholly irrelevant; either kind of demand for
taxes payable is accorded administrative priority, and in this manner Congress ended
the internecine debate.””

It then follows, argued the debtor here, that the absence of such conclusive wording
from section 503(b)(9) per force limits its scope to unsecured claims. Brown asked the
BAP to infer that the lack of such words of inclusion in the priority expense proviso,
while clearly made into law in 2005 for the adjoining tax claims clause, could only
mean that Congress intended to limit section 503(b)(9) to unsecured claims.?**
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The majority of the bankruptcy tribunal would not hear of it. “We reject that invita-
tion,” declared Judge Montali. Section 503(b)(9) is not ambiguous, and therefore it
must be interpreted according to its own plain language, decreed the court.?®

Aside from holding that the statute holds no ambiguity, the Brown court found ad-
jacent support by, ironically, taking the converse of the debtor’s argument. Whereas the
grocery chain asserted that the lack of the additional wording of “secured or unsecured”
worked to exclude secured claims, Judge Montali took the contrary view. Writing for the
Ninth Circuit BAP, he wrote that, by declining to insert the qualifying term “unsecured”
into the statute, the lawmakers had decided not to so delimit section 503(b)(9).2¢

Garnering further support from the statutory text, the BAP set forth in a paren-
thetical that section 503(b)(9) has only three precise, “plain language” limitations. To
qualify for priority status, such a claim must be for goods not services, said goods re-
ceived within the 20 days prior to the commencement of the bankruptcy case, and the
goods must have been sold in the ordinary course of the debtor’s business. The lack of
further textual mandates spoke loudly to the Brown panel, leading it to decree that sec-
tion 503(b)(9) did not suffer from the limitation that this debtor sought to impose.?’
To be sure, the BAP found its conclusion to be obvious in that “all claims arising from
twenty-day sales are entitled to administrative priority.”?*

What of the debtor’s cry that bestowing priority upon an already secured creditor
would work an inequity to other creditors? “We can do nothing about” that, decreed
the court, since “it is up to Congress to decide which creditors have leverage and
which do not."?¥

Aside from its forthright refusal to engage in legislating from the bench, the BAP
made another rational point. If Associated’s section 503(b)(9) claim is in fact fully
secured, then payment of it by Brown would consequently free up the value of that
collateral for the benefit of other creditors.?*® Yet if the creditor’s claim was ultimately
proven to be undersecured or even wholly unsecured, “then to deny administrative
priority would be to ignore the statute, something we cannot do.”*!

Anticipating the upcoming dissent, the Brown majority continued to fortify its bat-
tlements on the bankruptcy policy issues present herein. In response to the dissent’s
point that secured claims in a Chapter 11 can be subject to a “cramdown,” Bankruptcy
Judge Montali noted that Congress undoubtedly gave “tremendous leverage” to sec-
tion 503(b)(9) creditors by permitting them to seek quicker payment as administrative
creditors “and in doing so, perhaps dramatically affecting the outcome” of reorganiza-
tion cases such as this.?*? “It is not our place to reallocate that leverage,” said the court,
once again steadfastly refusing to do Congress’s job.?

Finally, the majority opined that if it were to yield to the dissent’s point of view,
a 503(b)(9) creditor could simply waive its secured status, pursue its claim as an ad-
ministrative priority, “and have equally powerful influence over the outcome of the
case.”?* Confronted with such realities, the majority held its ground and moved on to
the setoff issue.

Regarding the setoff, which the debtor sought but the bankruptcy judge below de-
nied, the Ninth Circuit BAP reversed, first holding that the requisite mutuality of the
competing claims was present.***

56



THE DEATH OF RECLAMATION

Section 503(b)(9) claims are unique among all administrative priority claims, said
the tribunal, because they accord postpetition priority to what are, in truth, prepetition
claims.?¢ Unlike all other priority claims, which are constructed of postpetition debts,
the lawmakers singled out 503(b)(9) claims and “simply moved these claims up higher
on the priority ladder.”?*” This makes for a crucial distinction when counterposing the
right of setoff against such claims, noted the court.?*

Examining section 553, the Brown court emphasized that the setoff statute re-
quires a mutuality of debt between debtor and creditor as a precondition to setoff. By
virtue of this, most administrative priority claims are not subject to setoff because they
fall on the opposite side of the petition date line of demarcation. Section 503(b)(9)
claims are the exception because, by definition, they arise prebankruptcy.?*® Given
this exception to the norm, it was error, decreed the tribunal, for the bankruptcy judge
below to rule, as a matter of law, that setoff was impermissible here.*!

To be sure, said the bankruptcy tribunal, equitable considerations may be consid-
ered in allowing or denying a setoff.>*> However, in the case at bar, the record below
was bereft of any validation for the bankruptcy court’s denial of a right to setoff..>*

Judge Montali wrote that a prospective Chapter 11 debtor is not dutybound to
disclose its ruminations to creditors. Moreover, Associated had not argued nor estab-
lished that Brown engaged in any inequitable conduct. Apparently the entire issue was
raised sua sponte by the court below, and the higher bankruptcy tribunal deemed that
inappropriate, absent compelling circumstances to refuse setoff.?**

Writing for the BAP, Judge Montali made a number of telling and realistic points.
The decisionmaking process for a vendor extending credit to a buyer “is a complex
one, factoring in the potential profit to be made from a continuing relationship” as well
as judging the buyer’s creditworthiness.?*

Notably, found the tribunal, the filing of bankruptcy does not by itself create insol-
vency; rather, “it merely confirms its existence and, hopefully, is a first step towards
solving the problem.” To now create a judge-made rule that demands potential debtors
to notify suppliers that a bankruptcy filing is under consideration would make Chapter
11 “much more difficult and in many cases impossible.””*¢

Indeed, the BAP held that, even if it adopted Associated’s argument that Brown
had some kind of duty to warn, the record below was once more lacking evidence that
the creditor had been in some way harmed by lack of notice of the debtor’s upcoming
Chapter 11.27

Finally, noted Judge Montali, Associated wore three separate hats as a creditor. It pos-
sessed reclamation rights, a security interest, and its section 503(b)(9) priority.>** Given
such enviable status, and taken into consideration with everything else, the Ninth Circuit
BAP found no reason to prohibit this debtor’s right to a setoff on equitable grounds.**

The BAP did not agree outright that Brown could set off. As an additional ruling,
the bankruptcy tribunal held that the debtor had likewise not proved its setoff right.
That too was subject to a remand for Brown to establish evidence of its right to setoff,
pursuant to the clarifying standards that the BAP had just provided.?°

In conclusion, the Ninth Circuit BAP declared that secured claims could be section
503(b)(9) claims as easily as unsecured ones, and a determination of setoff here could
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not yet be made, particularly on some yet-to-be proven equitable ground. A remand
was thus ordered to address the latter question.”!

[1luminating as the BAP majority opinion was, it was not the only voice to be heard
in the instant case. Bankruptcy Judge Jaroslovsky contributed a rather erudite and
inquiring dissent that demands attention.

While in accord on the remand of the setoff issue, the learned jurist disagreed with
the majority’s resolution of the section 503(b)(9) point, boldly labeling it an “overly-
sterile conclusion.” Judge Jaroslovsky firmly disagreed with the notion “that a fully
secured creditor can also have rights under § 503(b)(9)” not only as a matter of statute
but for “compelling policy reasons.”>?

The dissent declared that a simple “plain meaning” statutory analysis was too facile
an approach to such a critical question. In sharp contradiction to the majority, Judge
Jaroslovsky declared any judicial interpretation to be “considerably complicated” by
the BAPCPA amendment inserting the “whether secured or unsecured” priority tax
claim corollary within section 503(b)(9).2%3

The dissent notes that said modification and the addition of section 503(b)(9) were
simultaneous in 2005. Yet the latter change can be distinguished because Congress did
not use the same language that it did when clarifying the tax claims subparagraph. Judge
Jaroslovsky relied upon the maxim that Congress is aware of the ramifications “when it
includes particular language in one section of a statute but omits it from another.”>*

The dissent contended that if the legislature intended for secured status to have
no impact on the allowability of all administrative expenses, “it would have certainly
have added ‘whether secured or unsecured’ in the first sentence of §503(b) and not in
just one of nine enumerated subsections.”® Having thus posited his statutory con-
struction theorem, Judge Jaroslovsky turned to a broader argument.

The dissent was equally (if not more) concerned with “fundamental policy con-
siderations... at stake in this case.” Permitting a secured claim to also be prioritized
in a Chapter 7 case “may not have a big impact,” opined Judge Jaroslovsky, but “it
can make a huge difference in a Chapter 11 case.” The strictures of the reorganization
chapter would require Associated’s claim to be paid in full upon plan confirmation if
it was accorded priority, whereas without priority status it could be crammed down
(albeit still paid in full).*

The dissent’s paramount concern was that if section 503(b)(9) did not distinguish
between secured and unsecured claims, then “we may be in effect giving a secured
creditor veto power over a plan of reorganization when... sound bankruptcy policy
dictate[s] that a secured creditor can be forced to accept a plan which is fair and eq-
uitable to it, honors its secured status and pays its secured claims in full over time.”*’
Judge Jaroslovsky declared there were not merely hypothetical concerns, at least in
the instant case, because Associated’s various claims in Brown’s Chapter 11 were then
pending before the bankruptcy court.?*

Citing longstanding Supreme Court precedent, the Brown dissent reminds that
“[p]rovisions of the Bankruptcy Code cannot be read in isolation but should be inter-
preted in light of the remainder of the statutory scheme.”*
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Judge Jaroslovsky acknowledged the difficulty of interpolating “an isolated change
to one section of the [Bankruptcy] Code” when Congress provides no guidance as to
how that alteration is to be fully integrated into the whole. The Brown dissent would
have answered this challenge by weaving section 503(b)(9) “into the tapestry of Amer-
ican bankruptcy law.”>%

This new stitching would take the form of preserving the Congressional intent of
section 503(b)(9) to give distinct rights to recent suppliers of goods to debtors but at
the same time steadfastly refusing to unravel other Chapter 11 touchstones enacted
to facilitate reorganization, in this case preserving the ability to cramdown a secured
claim by denying it the additional stature of an administrative priority that would have
to be paid immediately upon confirmation.?! The dissent concluded with a declara-
tion consistent with its weaving thematic, stating “I prefer this result to the crazy quilt
patched together by my brethren.”>?

ANALYSIS

Stepping back to review the outcomes in Brown, we find this to be a truly intriguing
case, for it not only provides an initial landmark ruling but it sets forth in exquisite
counterpoise the very contrary argument that might yet be adopted elsewhere as law.

Let us take the well-reasoned majority first. The essence of its position is that the
newly enacted section 503(b)(9) does not, by its own words, prohibit priority treat-
ment for a claim that also happens to enjoy secured status. In this regard, the majority’s
position is simplicity itself; if the statutory text does not expressly discriminate against
secured section 503(b)(a) claims, it would be folly for a court to unilaterally read such
distinguishing language into the proviso. As truly a “plain meaning” language argu-
ment as one could imagine, this facet of the Brown holding is rather formidable.

However, there is more. The second great stone in the foundation is the argument
that Congress, in enacting BAPCPA, knew what it was doing when it went out of its
way in a nearby subparagraph to explicitly state that both secured and unsecured tax
claims were to be accorded priority treatment. Congress clearly demanded that no dif-
ferentiation be made between tax claims backed by a security interest and those that
enjoyed no such benefit.

Yet in saying nothing of the sort for section 503(b)(9) claims, is it not true that the
lawmakers simply never intended that anyone at anytime ever make such distinctions
with regard for that new proviso? Brown appears to be of view that, since Congress
said nothing, and when it provided a few statutory lines before that it knew exactly
what to say when it chose to do so, then there was no need for the lawmakers to speak.
There is undeniable validity to the view that Congress said nothing else in making the
new section 503(b)(9) part of BAPCPA because there was nothing to be said. Why
distinguish when exclusion is not an issue?

Indeed, the notion of exclusion plays a further role herein. Although not stated by
the Ninth Circuit BAP, is its position not in some way an exercise of the expressio
unius doctrine? For the record, the well-accepted maxim of expressio unius declares
that the expression of one thing in a statutory text means the exclusion of something
else in a further or related segment of that same body of law.>®*
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Brown can be reasonably viewed as holding that the “secured and unsecured”
merger in the preceding tax claim clause of section 503 per force means that it never
entered the minds of the lawmakers to either create or knock down such barricades a
bit later on within the same Bankruptcy Code section. Also, be reminded that Con-
gress clearly had good reason to once and for all eradicate the distinction between
secured and unsecured tax claims since the courts were undisputedly divided, and a
legislative solution was mandated.

Put as simply as possible, Brown decrees that if Congress intended to bar secured
claims from section 503(b)(9) status, it could have said so, and it would have said so.
However, it did not, and, once again, by saying one thing to the exclusion of another,
it seems to this author that Brown draws validity from the equally potent expressio
unius doctrine.

For a third and powerful reason why the Brown majority was right, note well how
Bankruptcy Judge Montali resolutely declared that this tribunal would not engage in
the act of judicial legislation, steadfastly refusing to rewrite (or newly write) the law.
Well taken is the court’s vigor in declaring that it is the job of the Article I branch to
write the law, a task constitutionally prohibited to the Article III branch and its sub-
unit, the bankruptcy court. In sum, Brown is unquestionably right when it declares that
it must take the law that the nation’s elected representatives wrote and not disassemble
their work by judicial fiat.

Vital in this regard is the Brown court’s firm refusal to entertain the debtor’s policy
arguments, enticing as they may have been. Once again, Congress writes the Bank-
ruptcy Code to fit the lawmakers’ vision of what insolvency law policy should be (and
that is certainly true for the 2005 Amendments in which section 503(b)(9) finds its
start!). Once the legislators embody that policy into statutory language, it is not for the
judicial branch to usurp that policy and replace it with the jurists’ own vision. As noted
by Judge Montali, if a secured creditor found itself with greatly augmented leverage
because section 503(b)(9) now gave it a concomitant administrative expense priority,
so be it. Only Congress can undo what it has made law, Brown so rightly holds.

To be sure, the majority’s point is also well taken, that exercise of section 503(b)(9)
rights might actually help the overall situation, as it would free up collateral previously
pledged to a single creditor. Clearly, this shows cognizance of the credo that “secured
creditors look to be paid first from their collateral.” In effect, Brown tells us that en-
forcing section 503(b)(9) by its own terms could result in a satisfaction of a secured
claim by means other than the collateral segregated for but one lienholder. The result-
ing release of some or all of that secured creditor’s collateral could actually benefit a
debtor’s reorganization efforts. So, in refusing to undo established bankruptcy policy,
Brown in fact serves it and serves it admirably.

For all these good and varied reasons, Brown now stands as an excellent and well-
reasoned landmark for the proposition that section 503(b)(9) claims must be honored,
whether they are secured or unsecured; but is it truly the final word on this point?

Regrettably, we must say “no,” for as much as this writer applauds the majority in
Brown, intellectual honesty and good sense demands that we acknowledge the coun-
terpoint raised in the Brown dissent.

60



THE DEATH OF RECLAMATION

For it is equally so that the dissent in Brown makes a certain degree of sense and
may yet prevail, if not in its own venue then in another jurisdiction. First, Judge Jaro-
slovsky pointedly criticizes the majority for what is, in his view, an oversimplification
in applying the “plain meaning” rule to section 503(b)(9). Put another way, even the
“plain meaning” rule can be too plain, and it appears that is just the accusation that the
dissent is hurling here.

The Brown dissent is of the mind that what is truly plain is that Congress went a fair
distance to make explicit the inclusion of secured tax claims in the priority expense
subparagraph some little distance from the section 503(b)(9). This overt inclusion in
the former, as contrasted to the lack of a similar scope in the latter, makes it “plain”
that the new administrative expense does not include secured variants of its claims.

In its own way, the Brown dissent alludes to the expressio unius doctrine, insofar
that it claims that the expression of one, to wit the sweeping language for secured and
unsecured tax claims, is to the exclusion of the same broad range for section 503(b)(9)
claims. One may not agree with the Brown dissent’s application of expressio unius in
this manner (this writer does not), but it does portray some merit.

Judge Jaroslovsky contends that the clarifying language for tax priorities actually
muddies the application of section 503(b)(9). Whether this perspective will flourish
elsewhere remains to be seen, but it nonetheless exists, and so we acknowledge it.

It would be pure folly to underestimate Bankruptcy Judge Jaroslovsky’s wisdom,
even as we disagree with him. He was a key proponent of the proposition that the opin-
ions of a particular circuit’s Bankruptcy Appellate Panel binds all of the bankruptcy
jurists residing within its jurisdiction.?** That Judge Jaroslovsky contributes his view-
point in Brown as a member of the Ninth Circuit’s BAP is worthy of respect.

However, it is equally valid to criticize the dissent, especially for its claim that
Congress could have inserted the “secured and unsecured” language in the preface of
section 503, thus making it all encompassing. Respectfully, that is judicial legislation
at its worst. It is not the job of the courts to rewrite the law or make the albeit lesser
mistake of suggesting how it should have been written. The dissent must fall here to
the majority’s far more judicious edict that it must take the law as Congress wrote it
and not rewrite it out of caprice.

A related and equally valid criticism is the dissent’s overemphasis on bankruptcy
policy. Those concerns are best left to the lawmakers. While Judge Jaroslovsky makes
some good points about the potential change to the balance of power in reorganiza-
tion cases worked by the new section 503(b)(9), again it is not the bench’s province to
interpret statutes in order to fulfill the court’s vision of what that policy should be.

We can appreciate the Brown dissent’s stated desire to better weave section 503(b)(9)
claims into the overall tapestry of the Bankruptcy Code. However, as well-founded as
that goal is, it cannot be called upon to trump what Congress had written.

In sum, the dissent in Brown makes some cogent and debatable points. Yet it must
yield to the superior reasoning, to say nothing of precedential value, of the ultimate
holding of Brown. For now, section 503(b)(9) priority status is to be accorded equally
to claims, be they unsecured or undergirded by some form of collateral.
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INTHE FUTURE....

At the outset of this article, it was promised that there would be some discussion of
potential solutions to the problems for reclaiming creditors, as wrought by the 2005
Amendments and the smattering of judicial decisions that followed in its wake. It is
now time to deliver on that promise.

Unfortunately for many, these possible courses of action represent difficult paths,
to say the least, and the prospects for beneficial change are not at all bright. Nonethe-
less, to do nothing is the greater folly, so we address some potential outcomes.

Legislative Action

While fraught with opinion, it is not far from the conventional wisdom to contend that
BAPCPA was passed with a great deal of trial and tribulation. Moreover, it is likewise
an accepted fact that the 2005 Amendments achieved the reality of statutory power only
because powerful interests in the credit card industry exerted maximum effort to ensure
its passage into law. Therefore, it is more than fair to say that the legislative branch is
unlikely to subject itself to such strenuous efforts again anytime soon and similarly that
the powerful tides that impelled BAPCPA to passage as the law have disappeared. Lack-
ing such motivations, legislative change would be nearly impossible.

Just for the sake of discussion, if reclaiming creditors could have their way, no
doubt they would first target the elimination of the new language of section 546(c) that
makes their interests subservient to that of prior lienholders. That, of course, would
be the proverbial “million in one” shot, because: a) having just made that exception
into law, Congress would not so soon eliminate it; and b) the community of reclaim-
ing creditors would be overwhelmed by the alliance of banks, financial institutions,
and asset-based lenders who are far better organized and financed (after all, they are
banks!) and would never allow this explicit protection of their secured interests to be
diminished even one iota by new legislation.

With respect to section 509(b)(9), one area that might be susceptible to legislative
fine-tuning would be an amendment clearly stating that such claims enjoy priority
status whether or not they are secured. In essence, this would be the passing into law
of the holding of Brown. Yet, as argued above, we expect the reasoning of the Brown
majority to hold sway, while the contrarian view of its dissent shall not gain influence.
Thus although having Congress revamp the law would be a nice thing to have, it is
not a gilt-edged necessity as it appears that the judicial decisions are headed down the
right path.

In sum, the major legislative revision that reclaiming creditors need most, that of
undoing the paramouncy of the prior lien defense by statutory excision, is far too re-
mote a possibility to be seriously considered while the more modest change to section
509(b)(9) to assure priority for secured and unsecured reclamation changes is in all
likelihood not needed, provided of course that the case law continues to evolve along
present lines.
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If legislative change beneficial to reclaiming creditors is not a viable possibility,
then what is to be done for such claimants? The answer would seem to lie with what
they can do for themselves in the trenches of everyday bankruptcy practice.

Practical Solutions to Practical Problems

Many share this writer’s steadfast belief that the courts of bankruptcy are by far the
most practical in our system of jurisprudence. After all, it all comes down to money,
and who gets it, and what can be more practical than that? As such, then what better
place and time to suggest real options that will hopefully lead to real results.

Let us first take the inevitability of the “prior lien defense.” It cannot be denied that
this protection for secured lenders is now a very solid brick in the infrastructure of the
Bankruptcy Code. As aforesaid, it is nearly impervious to legislative revision, at least
for years to come. What to do with such an immoveable object?

Well, as the saying goes, if you cannot go through it, then go around it. We suggest
an alternative not in the least devious, but what should prove to be highly effective in
overcoming the “prior lien defense,” in essence by circumventing it, albeit by highly
legal means.

As we have seen, the centerpiece in the cases on point has been not merely the pres-
ence of secured creditors with preexisting liens but the propagation of their interests
via the device of debtor-in-possession financing, the so called “DIP” facilities. This
is the consistent thread that we have witnessed running through Dana, Bookbinders’,
and their ilk.

Decades of real world experience has taught us that the big money lenders that
financed the entity during its decline almost invariably step forward to finance its reor-
ganization phase, if for no other reason that to ensure the survival of their paramount
claim to the debtor’s assets.?® The prebankruptcy lenders assure the continuity of their
secured interests during the life of the Chapter 11 by quickly injecting new cash to
finance the postpetition operations of the debtor, in return for “superpriority” liens, the
“rollover” (or “rollup” if you prefer) of prepetition liens into postbankruptcy secured
status, excluding the payment of reclamation claims from the cash collateral budget,
and such other devices aimed at crushing the claims of reclaiming sellers and anyone
else who stands in the way of secured lender hegemony.

This is the prior lienholders’ greatest strength, and yet it is also their greatest weak-
ness. If unchallenged, they win. Yet it is here that they are at their most vulnerable,
for if the reclaiming creditors can band together and oppose this cozy little setup of
the unbroken chain of secured interests, this merging of prebankruptcy and postbank-
ruptcy lienholder status, reclaiming creditors can then breach the walls of the secured
creditors’ fortress and obtain recognition and payment of their claims. Practitioners,
including this author, have urged reclamation creditors to “band together” to enforce
section 503(b)(9) claims and expedite their payment.>%

This is of course not easily accomplished. It means that reclaiming creditors must
be proactiv