YLD Perspective

by Adine S. Momoh

Caveat Trade Vendor? Going Beyond Bankruptcy 101
to Add Value to Your “Client”

When | tell people that | am a litigator and
bankruptcy attorney, the most common reaction I get is, “You must
be really busy, given the economy and all.” I often respond, “That’s
correct to some extent, but not because many people are filing
for bankruptcy nowadays.” I do not handle consumer bankruptcy
matters, but rather commercial bankruptcy matters (where I rep-
resent both creditors and debtors) and other sorts of business and
commercial disputes. Then, I am often asked if I have worked on
bankruptcy matters as large as the Tom Petters and Bernie Madoff
bankruptcies. I have, but the majority of my bankruptcy work falls
in the middle of these two endpoints, where oftentimes the bank-
ruptcy debtor is a less notorious character. Given that the value of
many commercial bankruptcy matters can range from the low thou-
sands to the millions, it is important for attorneys (and especially
associates) to figure out how they can add value to their clients (not
only external clients, but also internal clients within the firm, such
as shareholders and more senior associates). One way attorneys can
add value is to go the extra mile for their clients and to learn who
the key players really are in the business transaction at issue before
the transaction is finalized and before the client is advised.

We have all heard of caveat emptor and caveat venditor, Latin for
“let the buyer beware” and “let the seller beware,” respectively, espe-
cially in the bankruptcy context. Take for example what could have
been known as the infamous bankruptcy of Women’s Apparel Group,
whose more known subsidiary brands include Chadwicks of Boston and
Metrostyle (each having its own shopping catalogs).! As can be imag-
ined, dealing with a bankrupt business can be frustrating, even more
so when the business that is reorganizing under bankruptcy protection
fails to preserve its customer relationships along the way.? That was
the case with Women’s Apparel Group. When Women’s Apparel Group
went bankrupt, unsuspecting consumers never received items that
they had ordered, despite having paid its subsidiaries.? The bankrupt
company also did not honor refund requests.*

Suppose the situation were a bit different. Suppose that instead
of a consumer you have a trade vendor that sold goods and/or

services to a business, and unbeknownst to the trade vendor, the
business is a Chapter 11 (or Chapter 7) debtor. Suppose also that
the debtor paid the trade vendor for those goods and/or services
after it filed for bankruptcy. One would think that the trade vendor
is safe because it was paid. But did the trade vendor really escape
the bankruptcy? Not exactly. After the 11th Circuit’s 2010 holding in
Marathon Petroleum Co. v. Cohen (In re Delco Oil Inc.),? a new
Latin catch phrase for “let the trade vendor who delivers goods or
services to debtors post-petition beware,” should be coined.

In In ve Delco Oil Inc., the U.S. Court of Appeals for the Eleventh
Circuit affirmed the district court’s holding that a bankruptcy trustee
may, pursuant to 11 US.C. §§ 363(c)(2) and 549(a), avoid post-
petition payments by a debtor as unauthorized transfers of cash col-
lateral. The debtor, a distributor of motor fuel and associated products,
purchased such goods from the creditor Marathon pursuant to a 2003
sales agreement. The debtor had also entered into a financing agree-
ment with creditor CapitalSource Finance (CapitalSource) in which
CapitalSource agreed to provide financing to the debtor in exchange
for the debtor’s pledge of all rights to its personal property, includ-
ing inventory, collections, and cash payments.® Three years after the
debtor and Marathon entered into their sales agreement, the debtor
filed for Chapter 11 bankruptcy protection and filed an emergency
motion with the bankruptcy court requesting authorization to use cash
collateral to continue its operations. Cash collateral, otherwise known
as secured property, is defined in the Bankruptcy Code as “cash, nego-
tiable instruments, documents of title, securities, deposit accounts, or
other cash equivalents whenever acquired in which the estate and an
entity other than the estate have an interest. ... ” The bankruptcy court
authorized the debtor to continue its business as a debtor-in-possession
but denied the debtor’s emergency motion.® Despite this negative
ruling, the debtor distributed over $1.9 million in cash to Marathon in
exchange for petroleum products pursuant to their sales agreement.’

In December 2006, the debtor voluntarily converted its bank-
ruptcy to a Chapter 7 proceeding, and the appointed Chapter 7
trustee subsequently filed an adversary proceeding and motion for
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summary judgment against Marathon to avoid the post-petition cash
transfers. The bankruptcy court, granting the trustee’s motion for
summary judgment and entering judgment for $1,960,088.91 against
Marathon, held that the debtor used CapitalSource’s cash collateral
to pay Marathon without either the court’s or the Bankruptcy Code’s
authorization.!” The bankruptcy court’s grant of summary judgment
was the basis of Marathon’s appeal to the district court and, ulti-
mately, its appeal to the Eleventh Circuit.

On appeal, Marathon argued that the payments should not be
avoided because Marathon had (1) received payments that were
free of CapitalSource’s security interest and thus, did not consti-
tute cash collateral; (2) accepted the debtor’s payments in good
faith and in the ordinary course of business without collusion;
and (3) provided petroleum products to the debtor of reasonably
equivalent value to that of the payments it received, and, therefore,
CapitalSource, as the secured lender, was adequately protected.!!
Marathon also argued that the petroleum products it provided were
necessary for the continued operation of the debtor’s business and
thus, helped to preserve the value of its noncash property in which
CapitalSource held a security interest.

Although Marathon brought forth the aforementioned arguments
supporting reversal of the district court’s and bankruptcy court’s
rulings, the unpersuaded 11th Circuit rejected each one of them,
concluding that to succeed in its avoidance action, the trustee only
needed to prove that (1) a post-petition transfer occurred, (2) the
transfer consisted of estate property, and (3) the transfer was not
authorized by the Bankruptcy Code or court.'? No dispute existed as
to the first and third elements.

The reach of In re Delco Oil Inc. is unclear. The case did not
specifically address whether a trade vendor who sells without
knowledge of a cash collateral dispute—or for that matter, without
notice of a debtor’s recent bankruptcy—would be equally vulner-
able to the transfer being avoided. However, cases post In ve Delco
01l Inc. have at least held that when a trustee brings an adversary
action to avoid an unauthorized post-petition transfer from a debtor
to a trade vendor, and recovery of that avoided transfer would not
benefit the bankruptcy estate, that action will be denied and the
trade vendor can escape liability."

Nonetheless, In re Delco Oil Inc. provides at least four important
lessons to attorneys. First, once put on notice of a debtor customer’s
bankruptcy filing, trade vendors should monitor the debtor’s bank-
ruptcy filing and confirm the Bankruptcy Code procedures for doing
business before delivering goods to the debtor. Second, trade vendors
should delay any post-petition sales until the debtor either provides
a cash collateral order that protects trade vendor payments or can
confirm that its secured lender consents to the use of the cash col-
lateral. Third, trade vendors should consider requiring adequate
assurance even if sales are cash on delivery. This would entail the
filing of a motion pursuant to 11 U.S.C. § 366, seeking that the debtor
be required to provide adequate assurance that the supplier of goods
or services be paid.' Lastly, the trade vendor might want to consider
foregoing the sale rather than accepting payment that might have to
be returned. However, in the case of a creditor that is obligated to
continue performing under a contract, it might have little option but
to accept the risk associated with selling to the debtor.

In sum, the lesson of In re Delco Oil Inc. is that even if a creditor
(whether it be an individual or a business) receives property (such as a
form of payment) from a debtor post-petition, that property is not safe

and can be subject to avoidance. A Chapter 11 debtor must obtain the
consent of certain parties or the permission of the bankruptcy court
before it can do many things it was able to do on its own prior to filing
a petition for bankruptcy. Chief among these is that if anyone has a lien
on the debtor’s property (including a blanket lien on accounts receiv-
able, as is often the case with a secured lender), the debtor must obtain
either the lender’s consent or bankruptcy court approval in order to use
that property (that is, the cash collateral) for any purpose, including to
pay for goods received in the ordinary course of business.'?

Conclusion

One can never be too early in thinking of ways that he or she can
add value to his or her clients, especially given today’s economy and the
costs that can be associated with losing a client or possibly damaging a
client relationship. Attorneys (including associates) should always be
mindful that at the end of the day, a bill will be sent to the client (again,
not only external clients, but also internal clients within the firm, such
as shareholders and more senior associates) and that bill will need to
be justified. Discounting rates and/or billing less of one’s time are not
and cannot be the sole ways to add value to the client in today’s market.
Attorneys should go the extra mile for their clients and do their “due
diligence” by learning who the key players really are in the business
transaction at issue before the transaction is finalized and before the
client is advised. Using /7 re Delco Oil Inc. as a guide, the following are
tips that attorneys (and bankruptcy attorneys in particular, especially
associates) should consider when going the extra mile to add value to
any trade vendor client that will be engaging in a business transaction
with a debtor (or former debtor) entity:

* Run a search for the entity’s name in PACER’s national locator
service, or try a Google search and see if any bankruptcy-related
hits appear with regard to the entity’s name.

¢ If the entity has filed for bankruptcy, identify which sort of bank-
ruptcy has been filed, e.g., Chapter 7 or Chapter 11.

* Monitor the entity’s bankruptcy filing and bankruptcy case by
continuing to check the court docket on PACER.

¢ Identify whether the use of cash collateral is at issue, and if so,
whether its use has been denied.

* Confirm the Bankruptcy Code provisions that concern use of
cash collateral, which will impact what the client trade vendor
can or cannot do when dealing with debtors.

By doing the above, attorneys can feel confident that they have
helped to protect their client’s interest and helped the client sleep
a little better at night. ©
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voluntarily given. The defendant in Padilla had pled guilty based on
the erroneous advice that his plea to a drug trafficking offense had no
immigration consequences.'® Since he had abandoned his right to trial
he was entitled to advice of competent counsel before he did so.

Noncitizens’ rights are also asserted in the area of tax law. The U.S.
Court of Appeals for the Second Circuit held that aliens who are not
immigrants of the United States that are employees of designated inter-
national organizations are entitled to certain privileges, exemptions
and immunities by virtue of their occupational status. For example,
Congress has allowed them to establish domicile in the United States.'

Where does all of this leave us as members of the FBA? I would
hope that this article has engendered thought in the reader about
the ways in which immigration law impacts the area of law in which
she practices. Would the reader’s colleagues in her field benefit
from more information regarding the impact of immigration issues in
their area of practice? How valuable would a CLE be that addresses
immigration issues in the practitioner’s area of practice? It is the
author’s opinion that all members of the FBA would benefit from
a comprehensive, multi-practice area CLE that would be co-spon-
sored by the Immigration Law Section and other sections and divi-
sions so that FBA members would have the depth of understanding
of immigration issues so that they can better serve their clients and
further the mission of the FBA. ®
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