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In Re Delco Oil, Inc.—

A Cautionary Tale for Vendors Doing
Business with Chapter 11 Debtors

By Rashad L. Blossom and Jennifer H. Henderson

ellers of goods and services to com-
S panies in bankruptcy have to man-

age credit and other risks. A recent
decision of the Eleventh Circuit has created
a hidden risk that vendors may not be able
to control. In In re Delco Oil, Inc.,' the
Eleventh Circuit required an innocent ven-
dor to return almost $2.0 million in pay-
ments for goods delivered to the bankrupt-
cy estate. Although the payments were in
the ordinary course of business and for
value, the Eleventh Circuit avoided the
payments because the chapter 11 debtor did
not have authority to use cash collateral.

Preliminary
Considerations

The Chapter 11 Debtor in

Possession

In most cases, a debtor in chapter 11
remains in possession and control of the
bankruptcy estate and exercises the pow-
ers and duties of a trustee under title 11 of
the United States Code (the “Bankruptcy
Code”).? Moreover, under Section 1108 of
the Bankruptcy Code, a debtor-in-posses-
sion (the “DIP”) automatically is author-
ized to operate its business.

To minimize disruption of normal
operations, Section 363(c)(1) of the
Bankruptcy Code authorizes the DIP to
enter into transactions in the ordinary
course of business without notice and a
hearing.* However, Section 363(c)(2) of

the Bankruptcy Code provides that the
DIP may not use, sell or lease “cash col-
lateral” without either (i) the consent of
each creditor that has an interest in the
cash or (ii) court authorization, granted
after notice and a hearing.> Most com-
monly, cash collateral consists of cash,
deposit accounts and other cash equiva-
lents, such as proceeds of accounts
receivable and inventory, that are subject
to a lender’s security interest.’ A credi-
tor’s interest in cash collateral is protect-
ed further by Section 363(e), which pro-
vides that, upon request of the creditor,
the bankruptcy court must prohibit or
condition the DIP’s use, sale or lease of
property “as is necessary to provide ade-
quate protection of such interest.””’

These restrictions on using cash collater-
al are designed to strike a balance between
the competing interests in the collateral. On
one hand, the DIP has a compelling need to
use cash to rehabilitate its business and
meet daily operating expenses such as rent,
payroll and utilities.® On the other hand, the
DIP’s unrestricted use of cash collateral
jeopardizes the creditor’s interest in the
collateral,’ as cash is dissipated by use.'®

Avoidance Powers under
the Bankruptcy Code

To maximize the value of the bank-
ruptcy estate and ensure common treat-
ment of similarly situated creditors, the
Bankruptcy Code provides a trustee (and
by extension, a DIP) with the power to

avoid and recover certain transfers of the
debtor’s property. Common examples of
the trustee’s “avoidance powers” include
preferences under Section 547 of the
Bankruptcy Code and fraudulent trans-
fers under Section 548 of the Bankruptcy
Code. Sections 547 and 548, by defini-
tion, apply to pre-bankruptcy transfers.
Section 549 of the Bankruptcy Code
allows the trustee to set aside unautho-
rized transfers made by a debtor after fil-
ing bankruptcy. Section 549 most often
applies when debtors, without court
approval, pay claims that arose prior to
the bankruptcy case. With the Delco Oil
decision, the Eleventh Circuit has
expanded the scope of Section 549 to
include payments to post-petition ven-
dors in the ordinary course of business.

The Delco Oil Decision

Prior to filing for bankruptcy protection
under chapter 11 of the Bankruptcy Code,
Delco Oil, Inc. (“Delco”) operated as a
distributor of motor fuel and associated
products. CapitalSource Finance, LLC
(“CapitalSource”) provided financing to
Delco pre-bankruptcy and obtained a
pledge of essentially all of Delco’s per-
sonal property, including accounts receiv-
able and inventory and the proceeds
thereof. Marathon Petroleum Company,
LLC (“Marathon”) sold petroleum prod-
ucts to Delco pre-bankruptcy pursuant to
a sale agreement and continued to sell to
Delco after the bankruptcy filing.
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On the first day of its chapter 11 case,
Delco filed a motion for authority to use
cash collateral. The bankruptcy court
later denied the motion. In the interim,
Delco paid Marathon over $1.9 million
for petroleum products supplied to Delco
after the bankruptcy petition. When the
bankruptcy court denied Delco’s request
to use cash collateral, Delco voluntarily
converted its bankruptcy case to a case
under chapter 7 of the Bankruptcy Code.
The chapter 7 trustee sued Marathon
under sections 549 and 363 of the
Bankruptcy Code to recover the pay-
ments Marathon received from Delco
while the case was pending under chap-
ter 11. The bankruptcy court entered
summary judgment in favor of the
trustee, and Marathon appealed.

Section 549 of the Bankruptcy Code
authorizes a bankruptcy trustee to avoid a
transfer of property of the bankruptcy
estate that is made after the case is filed
and that is not authorized by the
Bankruptcy Code or the bankruptcy
court."" In Delco Oil the trustee took the

position that the funds paid to Marathon
were cash collateral subject to
CapitalSource’s security interest. Because
CapitalSource did not consent to the use
of its cash collateral and the bankruptcy
court did not authorize Delco to use cash
collateral, the trustee argued the payments
were unauthorized under Section
363(c)(2) of the Bankruptcy Code and,
therefore, avoidable under Section 549.
Marathon asserted multiple defenses to
the trustee’s claims. First, Marathon
argued that it took the cash from Delco
free of CapitalSource’s security interests
under applicable state law. Second,
Marathon alleged that a genuine issue of
material fact existed as to whether the
monies paid to Marathon constituted
cash collateral, challenging the trustee’s
claim that all funds in Delco’s deposit
account were identifiable proceeds of
CapitalSource’s pre-bankruptcy collater-
al. Third, Marathon requested that the
bankruptcy court find implied, equitable
exceptions to Section 549. Because the
bankruptcy estate received equivalent

‘,ftr".;

value in the form of goods delivered, nei-
ther the bankruptcy estate nor
CapitalSource were harmed by the sub-
ject transfers. Moreover, the transfers
were made in the ordinary course of
business, and Marathon acted in good faith
and without knowledge of CapitalSource’s
alleged security interest in the funds.
Depriving Marathon of payment for
goods delivered to the DIP post-petition
would unduly harm Marathon and create
a windfall to the estate.

As to Marathon’s first defense, the
Eleventh Circuit conceded that Marathon
took the monies paid by Delco free of
CapitalSource’s security interest pursuant
to Florida’s version of the Uniform
Commercial Code (“UCC”)."? Section 9-
322(b) of the UCC provides that “[a]
transferee of funds from a deposit account
takes the funds free of a security interest in
the deposit account unless the transferee
acts in collusion with the debtor in violat-
ing the rights of the secured party.” '* The
Eleventh Circuit nevertheless concluded
that Section 9-322(b) was irrelevant for
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purposes of determining whether each
transfer was an unauthorized transfer of
cash collateral under Section 363(c) of the
Bankruptcy Code. The Court stated that
the funds constituted cash collateral at the
times of the transfers, and, absent lender
consent or specific court approval, the
transfers were not authorized by the
Bankruptcy Code.!* The Eleventh Circuit
explained:

Lest any confusion exist, [the
trustee] may avoid and recover
from Marathon the funds [Delco]
transferred to it not because
CapitalSource continued to have a
security interest in the funds once
they were in the hands of
Marathon, but because [Delco] was
not authorized to transfer the funds
to anyone post-[filing] without the
permission of CapitalSource or the
bankruptcy court."

The Eleventh Circuit also rejected
Marathon’s second defense, holding that

no material issue of fact existed as to
whether the monies transferred to
Marathon were CapitalSource’s cash col-
lateral.'¢ Marathon argued that the trustee
had not proven Capital Source’s control of
Delco’s deposit account or established that
the monies paid to Marathon were identifi-
able cash proceeds of CapitalSource’s col-
lateral. While acknowledging that
CapitalSource might not have a perfected
security interest in Delco’s deposit
account, the Court concluded that
CapitalSource held valid, perfected, securi-
ty interests in all monies in the deposit
account through “proceeds perfection.”!”
In reaching this conclusion, the Court cited
an affidavit of an officer of Delco, which
stated that CapitalSource held a perfected
security interest in all cash and all bank
deposits in Delco’s possession as of the
date of the bankruptcy filing. The Eleventh
Circuit opined that the monies transferred
to Marathon after the bankruptcy filing
could have come from no other source
than the proceeds of CapitalSource’s pre-
bankruptcy collateral.'®

Finally, rejecting Marathon’s defenses
as to the value given, lack of harm, ordi-
nary course nature of the transactions
and its status as an innocent purchaser,
the Eleventh Circuit strictly construed
Section 549, stating that no such excep-
tions were codified in the code section
and that Congress would have included
such express exceptions if it had intend-
ed to do so."”

Criticism of Delco Oil

Delco Oil creates terrible problems for
the trial courts, lawyers and vendors who
must apply the Court’s ruling.*® For
instance, the Eleventh Circuit failed to
consider the effect of Section 552 of the
Bankruptcy Code. Section 552 provides,
with limited exceptions, that after-
acquired property clauses in pre-petition
security agreements do not apply to assets
that the debtor acquires post-petition.?!
Some of the funds transferred to Marathon
could have come from revenues generated
during the bankruptcy case. Pursuant to
Section 552 of the Bankruptcy Code, cash
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generated by Delco during the bankruptcy
case might not have been subject to
CapitalSource’s lien. Tracing and separat-
ing pre-petition revenues from post-peti-
tion revenues is a material factual issue in
many bankruptcy cases. Because the
Eleventh Circuit did not discuss this issue,
the trustee may not have met his burden
of proving that the subject funds were
cash collateral. Problems with the trustee’s
proof are compounded by the Court’s fail-
ure to require the trustee to definitively
prove that the funds transferred constitut-
ed identifiable cash proceeds under appli-
cable state law.

While the gaps in the Delco trustee’s
evidence on proceeds perfection could be
remedied in subsequent cases, there are
broader conceptual problems with the
Eleventh Circuit’s analysis in Delco Oil.
Most notably, the Court did not address
whether the estate or the lender was enti-
tled to the funds recovered by the trustee.
Trustees and secured creditors often dis-
pute who gets the benefit of transfers

Alabama Center for
Dispute Resolution

avoided and recovered on behalf of the
estate.” If the transferee takes the subject
property free and clear of the secured
party’s interest under applicable state
law, as in the Delco Oil case,” the
secured party may not have an effective
argument that its lien should attach to the
recovered funds.?* Conversely, Delco’s
bankruptcy estate received value for the
payments and was not harmed by the
debtor’s unauthorized use of
CapitalSource’s cash collateral. No mat-
ter how the courts subsequently decide
the issue of whether the bankruptcy
estate or the secured party is entitled to
the recovered funds, the Eleventh Circuit
did not address critical legal and equi-
table issues.

Courts trying to sort out the critical
question the Eleventh Circuit failed to
address will face problems with either
answer. On one hand, if the bankruptcy
estate is entitled to receive the funds
recovered by a trustee upon avoidance of
an unauthorized transfer of cash collateral,
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the estate receives a windfall. The estate
receives value from the vendor’s goods
and is not harmed by the damage, if any,
to the lender’s interest in the cash.
Allowing the estate to keep the goods and
the recovered cash is an anomalous result,
especially considering the basis for the
right to recover the funds from the vendor
is the debtor’s unauthorized use of the
secured party’s collateral.

On the other hand, returning the recov-
ered cash to the lender presents other
problems. Section 550 of the Bankruptcy
Code states that the trustee may recover
transfers avoided under Section 549 for
the benefit of the estate.> Courts have
concluded that this precludes a chapter 7
trustee from pursuing an avoidance action
that will not benefit the unsecured credi-
tors of the estate.?® Allowing the lenders to
recover unauthorized transfers of cash col-
lateral under Section 549 could violate
Section 550. Moreover, if the goods
received by virtue of the unauthorized
transfers of cash collateral were subject to
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the secured creditor’s lien on inventory or
proceeds, the secured party also could get
a windfall if it receives the trustee’s recov-
ery. The problems with permitting a
trustee to pursue avoidance actions for the
benefit of a secured creditor under Delco
Oil are compounded by the Eleventh
Circuit’s conclusion that the transferee
took the funds free and clear of the
secured party’s liens under state law.?® The
trustee’s recovery for the benefit of the
secured party under Delco Oil would have
the effect of trumping UCC priority rules
by requiring an innocent transferee to
return to the secured creditor funds that it
took free and clear of the creditor’s liens.

A review of the docket in the underly-
ing bankruptcy case suggests the bank-
ruptcy court approved a compromise
between CapitalSource and the trustee
prior to the commencement of the suit
against Marathon, pursuant to which
CapitalSource agreed to fund the litiga-
tion in exchange for 60 percent of the
amounts recovered.?® As a result,
CapitalSource arguably used the trustee’s
powers under Section 549 to overcome
the state law priority rules, and the bank-
ruptcy estate received a windfall.
Because a DIP is vested with the powers
of a bankruptcy trustee, Delco Oil
appears to allow a debtor to pursue an
action to recover its own unauthorized
transfers. The provisions of the
Bankruptcy Code governing the use of
cash collateral are intended to limit the
debtor’s ability to prejudice the interests
of secured lenders. These provisions
should not affect the debtor’s relationship
with vendors. The effect of Delco Oil
may be to allow debtors to profit from
their own failure to abide by the rules.
The only party who got hurt in Delco Oil
was the innocent vendor.

In addition to failing to address which
party was entitled to the recovered pay-
ments, the Eleventh Circuit failed to dis-
cuss whether, upon return of the pay-
ments received, the transferee was enti-
tled to an administrative expense claim.
Section 503 of the Bankruptcy Code
states that a party that confers a benefit
on the bankruptcy estate, such as by pro-
viding goods or services, is entitled to an
administrative expense claim for the
value provided.?” Administrative expense
claims are entitled to priority of payment

over pre-petition unsecured claims.** An
unpaid vendor generally will be entitled
to an administrative expense claim for
the value of the goods delivered.’!
However, Section 502(h) of the
Bankruptcy Code provides that claims
arising from a trustee’s recovery of prop-
erty in accordance with the trustee’s
avoiding powers are to be treated as pre-
petition claims.?? Section 502(h) might
have the effect of turning what would
otherwise have been an administrative
expense claim, had no payment been
received by the transferee, into an unse-
cured claim. Accordingly, the Delco Oil
decision creates an unnecessary conflict
between sections 503 and 502(h) of the
Bankruptcy Code.

After entry of the Delco Oil decision,
Marathon filed a request for an adminis-
trative expense claim in the bankruptcy
case for the amounts recovered by the
trustee. CapitalSource objected to the
claim. The parties filed a motion to
approve a compromise, under which
Marathon agreed to significantly reduce
its administrative expense claims in the
bankruptcy case.** At the end of the day,
therefore, the vendor who delivered the
goods and was paid in due course, accord-
ing to its rights, ended up in a worse posi-
tion than if it had never been paid at all.

The Implications of Delco
Oil

The Delco Oil decision is contrary to
the purpose of chapter 11, which is to
rehabilitate debtors and maximize enter-
prise value. A key policy of chapter 11 is
to encourage vendors to do business with
the debtor. The Eleventh Circuit’s ruling
increases the risk to vendors of continu-
ing to do business with companies in
chapter 11 and places an untenable bur-
den on vendors to conduct due diligence
on a debtor’s cash collateral authorization
before shipping goods or providing serv-
ices to the debtor. A likely consequence
of the Delco Oil decision, and the litiga-
tion that will necessarily follow, is that
vendors will be less likely to continue to
do business with a company that files for
protection under chapter 11, which could
have a significant detrimental impact on
companies seeking to reorganize in bank-
ruptcy and their creditors. AVA
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