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INTRODUCTION

A business that files a petition under chapter flLihe Bankruptcy Code in an
effort to reorganize its affairs generally may moéke any payments or other
distributions on account of pre-petition claims epic pursuant to a plan of
reorganization that has been confirmed by a ban&yupourt. Since a business
reorganization case may last many months, preiqetiteditors frequently must wait
an extended period of time before they receivedastyibutions from the reorganized
entity.

It has long been argued, however, that there areraleclasses of pre-petition
creditors whose claims must be paid in the ordiaryrse, prior to confirmation of a
plan, if the business is to have any realistic chasf successfully reorganizing. For
instance, pre-petition obligations to employeeaarount of accrued salaries, wages,
vacation time, business expenses, insurance, hadlmnefits must be honored in the
ordinary course, without interruption. If they aret, there is a significant risk that
employee morale will be so negatively affected Kegtemployees will depart and the
business will suffer at a time when it needs thdivided attention and dedication of its
employees.

The problem facing those who advance such argunierksat there has been
disagreement among courts regarding whether th&rBpity Code authorizes a
debtor to honor pre-petition obligations outsideagblan and, if so, what standard
should govern payment of pre-petition claims infsetrcumstances. The legal
justification for such payments has become the dogliincreased attention and
criticism by bankruptcy judges and practitionersdoent years, in part because of the
Seventh Circuit's decision in re Kmart' affirming the district court's reversal of a
series of bankruptcy court orders authorizing tagment of pre-petition claims on the
first day of the casé.

[ICorporate restructuring partner in the New Yorkcefof Skadden, Arps, Slate, Meagher & Flom LLP.
Many thanks to my colleagues Richard Levin, Ge&tgeagakis and David Springer for their helpful cemta
and observations on prior drafts of this article.

1359 F.3d 866 (7th Cir. 2004ert. denied543 U.S. 986 (2004).

2See idat 874 ("[P]referential payments to a class ofiitoes are proper only if the record shows the peas
of benefit to the other creditors. This record doess so the critical-vendors order cannot stande® also In re
CEl Roofing, Inc., 315 B.R. 50, 53-60 (Bankr. NT2x. 2004) (discussing holding Kfmart but refusing to
extend its holding to case at bar); Hon. Roger Meln,Caveat Vendor: Doctrine of Necessity Down But Not
Out, AM. BANKR. INST. J., Apr. 2004, at 18 (discussing holdindafartand various foundations upon which it
rests).
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A number of practitioners and other restructuripgaalists have suggested that
the Seventh Circuit's decision represents notaslignificant curtailment of a debtor's
ability to pay pre-petition claims outside the @xitof a plan, but the possible end of
this practice altogethérWhile the decision certainly is significant, somfethese
interpretations of the Seventh Circuit's decisiom @verdrawn. In fact, thikmart
decision is the only court of appeals ruling tHaady delineates, albeit in dictum, the
circumstances under which payments may be made{patition creditors outside the
context of a plan.

One of the key concerns voiced by the Seventh Eiemd other courts in
connection with debtors' proposals to honor unsekyre-petition obligations prior to
plan confirmation is that such proposals, if allowaccord a priority to creditors that is
not sanctioned by the Bankruptcy Code. These coseewhich are entirely
legitimate—warrant renewed examination in lighttb& recent enactment of the
Bankruptcy Abuse Prevention and Consumer Protedicinof 2005 ("BAPCPA™)
which, among other things, accords priority to @erpre-petition claims of creditors
on account of goods shipped prior to the petitiate dand which arguably expands the
circumstances under which reclamation rights magdserted.

This concern also warrants renewed examinatiomgit bf the Supreme Court's
recent ruling irHoward Delivery Service, Inc. v. Zurich Americasurance Cd'that
an insurance carrier's pre-petition claim for udpaorkers' compensation premiums
did not qualify for priority treatment under secti607(a) of the Bankruptcy Code,
which accords a limited priority for claims for wagd contributions to employee

% Seee.g, In re Am. Plumbing & Mech., Inc., 323 B.R. 442, 459 n(Bankr. W.D. Tex. 2005) ("The
propriety of payingany pre-petition claims post-petition has been cailied serious question by the Seventh
Circuit in In re Kmart"); Anthony Michael SabinoThe Death of Critical Vendor Motions and the Poignt
Demise of the Doctrine of Necessity: Farewell t@T™isbegotten Doctring$ TRANSACTIONS TENN. J.BuUs.

L. 47, 82 (2004) (analyzing Seventh Circuit's decigejecting section 364(b) "as a valid basisdotical
vendor payments," and refusing to follow "similases for their contrary reasoning."); James H.ag@egen,
et al.,.Down, But Not Out: The Status of Critical-vendoyReents Poskmart, AM. BANKR. INST. J.,June 2004,
at 26 (asserting despite Seventh Circuit's decisalagations of abolition of critical-vendor ddo& are
"exaggerated and without any merit."); H. Bradlégggs Critical-vendor Orders: Has the Seventh Circuit Put
Such Orders on the Critical ListAM. BANKR. INST. J.,Apr. 2004, at 16, 66 (stating that while Seventtc@t's
decision "shut the door" to attempts by debtorss®doctrine of necessity to authorize entry dioal vendor
orders, it may have "opened a window" for debt@rgue that section 363(b)(1) authorizes such gmrielan,
supranote 2, at 18 (recognizing although decision ofe®giv Circuit may preclude critical vendor payments
under section 105(a), such payments may be mads sadtion 363(b)(1)); Andrew J. Currie & Sean MeGa
Hold on to Those Paymeng@ritical Vendors:Capital Factors v. Kmart, M\ BANKR. INST. J., June 2003, at 36
(alleging if decision by Seventh Circuit is uphatdyould eliminate critical vendors and treat th§ost like
every other unsecured creditor").

4126 S. Ct. 2105 (2006).
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benefit plans.In support of its holding, the Court stated thaeferential treatment of
a class of creditors is in order only whaearly authorized by Congres8."

This article provides an analysis of each of treemkrelated issues. Specifically,
Sections | and Il provide a comprehensive, cirbyHeircuit overview of published
case authority relating to the propriety of a debtproposed payment of pre-petition
claims outside the context of a chapter 11 plasiuging the standards enunciated by
recent court decisions in this area. Sectionuihsarizes certain sections of BAPCPA
and analyzes how such sections arguably may madasiér for a debtor to obtain
permission to honor certain pre-petition obligasigmior to plan confirmation.

While BAPCPA may make it easier to obtain such axity in limited
circumstances, there still is significant skeptitiggarding the propriety of a doctrine
that allows pre-plan payments to creditors who resbdy are “critical” to the
reorganization effort and how any such doctrinauthbe applied. Sections IV and V
of this article, therefore, outline two arguments support of the doctrine that
practitioners can utilize when confronted by a tdhat is reluctant to recognize the
viability of the doctrine, including arguments bdsmn the history of the Code and
BAPCPA. As pointed out in Section VI, however, t8apreme Court's recent
admonitions irZurich Americaragainst affording preferential treatment to cradit
not sanctioned by the explicit language of the Baptcy Code could lead to even
further restrictions on the practice of paying pegiion claims prior to plan
confirmation.

I.  OVERVIEW OF CASES

Almost all of the published cases dealing with pagtnof pre-petition claims
outside the context of a plan have arisen in only tontexts: those where a debtor
sought authority to honor either (i) pre-petitidligations to employeésr (ii) pre-
petition obligations to so-called "critical" or '&=mtial" vendor§ However, there are
other groups of creditors who may be equally essletat a debtor's reorganization
efforts and whose pre-petition claims therefore marrant payment, including
customers holding pre-petition warranty or reb#aents; shippers or warehousemen
with possessory liens on goods in transit; anddorereditors who may not be easily
subjected to the jurisdiction of the bankruptcyrt@amd the strictures of the automatic
stay.

The Bankruptcy Code makes no distinction amongethesious classes of
creditors, at least insofar as the pre-plan paymwighteir claims is concerned. A court

®1d. at 2109 (finding workers' compensation insuraneemniums ineligible because they were more like
"premiums paid for other liability insurance" th&ontributions to secure employee retirement, heaitd
disability benefits")See generall§l U.S.C. § 507(a)(5) (2006) (giving fifth ordeigpity to "unsecured claims
for contributions to an employee benefit plan"@LLIER ONBANKRUPTCY 1 507.06[1] (Alan N. Resnick et al.
eds., 15th ed. rev. 2006) (discussing types of epa@ benefit plans eligible for priority status).

€ Zurich Am, 126 S. Ct. at 2109 (emphasis added).

’ See infranote 37 and accompanying text.

8 See infranote 41 and accompanying text.
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decision addressing only critical vendors or emegbligations, therefore, has much
broader ramifications for all classes of creditat®o may be essential to continued
operation of a debtor's business. Thus, the aitig®outlined herein are applicable to
a larger range of circumstances than their facts snggest.

Courts in all but the District of Columbia, the $tiand the Tenth Circuits have
published decisions relating to the propriety adedbtors' payment of pre-petition
claims outside the context of a plan. Howeverréasoning and standards utilized by
the courts that have spoken on the issue are rifoirom) and many of the decisions
have been rendered by lower courts rather tharuiCicourts. Courts in the Second
and the Third Circuits have long recognized thatganizing debtors may honor pre-
petition obligations outside the context of a pifamecessary to the reorganizatidn.

Courts in the Fourth Circuit have issued rulings tire difficult to reconcile with
one another, with the court of appeals holding sieation 105(a) of the Bankruptcy
Code affords no authority for a debtor to pay pe&tpn claims prior to plan
confirmation, and two lower courts recently holdthgt such payments may be made
in limited circumstance¥. There is a similar conflict in the Fifth Circuithere the
court of appeals took a relatively dim view of seetl05(a) of the Bankruptcy Code

® See, e.g In re Lehigh & New Eng. Ry. Co., 657 F.2d 570, 581 (3d. @P81) (authorizing payment to
creditors under "necessity of payment" doctrine nelayment "is in the interest of all parties [and] will
facilitate the continued operation of the railrog@udley v. Mealey, 147 F.2d 268, 271 (2d Cir. 3p@ranting
priority status to supply creditors where servimegoods were necessary to ensure continued opecdthotel);
In re Just for Feet, Inc., 242 B.R. 821, 826 (D. Del.4)9@uthorizing payment of pre-petition claims pesific
trade vendors that were "essential to the suraf/éile debtor during the [c]hapter 11 reorganizafipBillmire
vs. Scharffenbergeir( re Allegheny Health, Educ. & Research Found.), 313.B:R3, 678 (Bankr. W.D. Pa.
2004) (requiring showing of "extraordinary circuarstes" in order to warrant authorization of podttioa
payment of pre-petition debt and finding such ainstances lacking)n re C.A.F. Bindery, Inc., 199 B.R. 828,
834-35 (Bankr. S.D.N.Y. 1996) (explaining "mere wemence, without necessity" is not enough to warra
authorization of payment of pre-petition claims enttloctrine of necessity"ln re Columbia Gas Sys., Inc., 171
B.R. 189, 192 (Bankr. D. Del. 1994) (adhering tecessity of payment doctrine" and denying "bestréests of
the estate" as standard to authorize payment gbgtigon refund obligations to customers); Pendemefit
Guar. Corp. v. Sharon Steel Corm (e Sharon Steel Corp.), 159 B.R. 730, 736—-37 (BankD.\Wa. 1993)
(justifying debtor's payment to pre-petition wad&irnants under "the 'necessity of payment' doctfasg a
narrow exception to the rule prohibiting such pagtse. . .")]n relonosphere Clubs, Inc., 98 B.R. 174, 175-76
(Bankr. S.D.N.Y. 1989) (recognizing policy and goéthapter 11, which is to rehabilitate debtosasne as
rationale for "necessity of payment rule . . . auit{ing] a debtor in a reorganization case to peg-petition
claims where such payment is essential to the moed operation of the debtor.But see, e.gSo. Ry. Co. v.
Johnson Bronze Coln( re Johnson Bronze Co.), 758 F.2d 137, 141 (3d Cig5)1%denying authority of
bankruptcy courts to "create rights not otherwigailable under applicable law").

10 CompareOfficial Comm. of Equity Sec. Holders v. Mabey, 832d 299, 302 (4th Cir. 1987) (holding
Bankruptcy Code does not authorize any paymenhseeured creditors prior to reorganizatiandIn re
United Am., Inc., 327 B.R. 776, 784 (Bankr. E.D..\2805) (acknowledging ability of a debtor to make-
plan payments but finding debtor did not meetitsien on the facts before the couat)dIn re FCX, Inc., 60
B.R. 405, 410 (Bankr. E.D.N.C. 1986) (reversingisiea authorizing pre-petition payment becauseoitiid
subordinate remaining unsecured creditors' clabmer requisite inequitable conduct on part ofitwes), with
In re Synteen Techs., Inc., No. 00-02203-W, 2000 WL 38809 at *2 (Bankr. D.S.C., Apr. 14, 2000)
(requiring moving party to demonstrate that pratjpet payment would be essential to debtor's camtth
operation in order for court to authorize @pd In reNVR L.P., 147 B.R. 126, 128 (Bankr. E.D. Va. 1992)
(declaring pre-petition payment could be justifitth the best interests of both debtor and credj)to



2006] CRITICAL VENDOR AND RELATED ORDERS 413

as authority for this doctring.However, there are several lower court opiniortaén
Fifth Circuit that have authorized pre-plan paymnsamtider one or more of sections
105(a), 362(a), 363(b), 1107, and 1108 of the Baptkly Code. The trend of these
decisions is to require satisfaction of a set ahgent standards, each of which is
discussed in the next section of this artéle.

Sixth Circuit decisions uniformly have held tha¢grian payments may be made
under certain circumstances, relying in each irtgtaom section 105(a) and the so-
called "necessity of payment" ruféOn the other hand, the Seventh Circuit's opinion
in Kmart held that neither section 105(a) nor the necesdipayment rule provides
authority for pre-plan payments, but stated inuditthat section 363(b) may provide
an alternative basis for such authofftjLower courts in the Eighth Circuit, like lower
courts in the Sixth Circuit, are uniform in theutgished decisions holding that the
Code authorizes pre-plan paymetitshe Ninth Circuit has issued two separate rulings

1 SeeChiasson v. J. Louis Matherne & Assods.re Oxford Mgmt., Inc.), 4 F.3d 1329, 1334 (5th Cir989
(observing Bankruptcy Code did not give bankruptourts authority to debtor to use post-petitiondsito
satisfy pre-petition claims); United States v. 80786 F.2d 1305, 1306 (5th Cir. 1986) (affirmifistrict court's
conclusion that Bankruptcy Code does not authdanely support payments in chapter 11 reorganizatio
proceeding); se alsdrirst Sw. Corp. v. Tex. Consumer Fin. Corp. e Tex. Consumer Fin. Corp.), 480 F.2d
1261, 1265 (5th Cir. 1978)einforcing maxim that Bankruptcy Court's equiters must be strictly confined
within prescribed limits of Bankruptcy Code).

12 5edn re CEI Roofing, Inc., 315 B.R. 50, 61 (Bankr. N.D. T@004) (permitting pre-petition payment of
wage claims to necessary employees under sectbarddsection 507(a)(3) and (4));re Mirant Corp., 296
B.R. 427, 429-30 (Bankr. N.D. Tex. 2003) (allowipayments to "critical vendors" outside plan subject
specified conditions)n reCoServ, L.L.C., 273 B.R. 487, 498-502 (Bankr. NIBx. 2002) (formulating three
step "test of 'necessity' that must be met befitlve ¢ourt] will approve payment of a general unsedipre-
petition claim," and, accordingly, allowing portiohdebtor's requestBut see, e.gln re Equalnet Commc'ns.
Corp., 258 B.R. 368, 370-71 (Bankr. S.D. Tex. 20@@ating requested pre-plan payments to "necgssar
contract employee as priority wage claims and apglgtatutory cap for such claims).

2 See, e.gln reQuality Interiors, Inc., 127 B.R. 391, 396 (BankrD. Ohio 1991) ("A general practice has
developed . . . where bankruptcy courts permipthenent of certain pre-petition claims, pursuarititd®.S.C. §
105, where the debtor will be unable to reorganiitBout such payment.”)n re Eagle-Picher Indus. Inc., 124
B.R. 1021, 1023 (Bankr. S.D. Ohio 1991) (permittprg-petition payment of unsecured claims undeiisec
105 where "necessary to avert a serious threhéetfcthapter 11 process.T re Structurlite Plastics Corp., 86
B.R. 922, 932 (Bankr. S.D. Ohio 1988) (recognizpussibility of circumstances which would necessitat
authorizing payments of pre-petition claims yet luhireg to exercise such power in absence of exigent
circumstances).

“See In r&kmart Corp., 359 F.3d 866, 87174 (7th Cir. 2004}t denied 543 U.S. 986 (2004) (referring to
"doctrine of necessity" as merely "a fancy nameafpower to depart from the Code," yet suggestuotjian 363
might have supported critical-vendor payments leednd "shown the prospect of benefit to other ¢oesli).
See generallBrandi McCoy, Comment,he Last Day for First Day Orders: Attacks on thra®ice of Paying
Pre-petition Claims of Certain "Critical Vendors3 DEPAUL Bus. & Com. L.J. 321, 326-28 (2005) (reviewing
procedural course dfmart); Sprayregensupra note 3, at 26, 54 (analyzing impact of Seventlc@its
affirmation of district court's reversal of bankteypcourt order allowing pre-petition payments andgesting
Kmartmerely raised the "procedural and evidentiarydaaas" for pre-petition payments to critical versjor
After the Seventh Circuit rendered its decision atrbrought suit against numerous recipients titativendor
payments seeking recovery of amounts paid to theimproper transfers pursuant to section 549 oCibe.
See In reKmart Corp., No. 02 B 02474, 2006 WL 952042 at {Bénkr. N.D. Ill. Apr. 11, 2006) (denying
defendants' motions to dismiss because recipidntstiral vendor payments, made pursuant to otder
reversed, are not immune from suit demanding dgggrment of payment).

®See, e.gln rePayless Cashways, Inc., 268 B.R. 543, 54445, Baiikr. W.D. Mo. 2001) (citing section



414 ABI LAW REVIEW [Vol. 14:409

on the matter that arguably conflict with one aeoffiAnd while the Eleventh Circuit
has held that section 105(a) of the Code may nattibeed to alter the Bankruptcy
Code's priority schem®,a recent lower court decision arguably did jusat thhen it
authorized critical vendor payments pursuant tt Bettions 105(a) and 363(b) of the
Bankruptcy Code, following the Seventh Circuit'stdm inKmart*®

Il. THE LEGAL STANDARDS

For years, there has been little attention paicduyts to the precise standard that a
debtor was required to satisfy when seeking to hpne-petition claims of essential
creditors. If the debtor established that the itbedvas "critical” to its operations or
"essential" or "necessary” to a successful reopgdion under the "doctrine of
necessity," the creditor's claim could be paidoag las the creditor agreed to provide
favorable trade terms post-petitibhAuthority for such relief arguably is provided by
section 105(a) of the Code, which authorizes ewfryany order "necessary or
appropriate” to carry out the provisions of the €84

364(b) of Bankruptcy Code as basis for approvirgaies lending transactions in addition to authogalebtor

to pay its critical lumber vendors' pre-petitioniohs);In re Wehrenberg, Inc., 260 B.R. 468, 469 (Bankr. E.D.
Mo. 2001) (authorizing payment of pre-petition olaienabling debtor to continue receiving motiotups for
exhibition, which were necessary for debtor's sssfte reorganization).

16 CompareBurchinal v. Cent. Wash. Banlkn(re Adams Apple, Inc.), 829 F.2d 1484, 1490 (9th Ca81)
(noting that goal of debtor rehabilitation may veantroverriding Code's general policy of equalityciditor
treatment, thereby justifying payment of "pre-petitvages to key employees" and "debts to providieusique
and irreplaceable suppliestyjth B&W Enters., Inc. v. Goodman Oil Cdn(re B&W Enters., Inc.), 713 F.2d
534,537 (9th Cir. 1983) (rejecting notion that-pegition critical vendors could be paid pursuamecessity of
payment rule). At least one other bankruptcy cauthe Ninth Circuit has followe®&W. See, e.gln re
Timberhouse Post and Beahid., 196 B.R. 547, 550 (Bankr. D. Mont. 1996) (#iab that priority of pre-
petition unsecured claims cannot be changed bygigythem to administrative expenses).

17 Shapiro v. Saybrook Mfg. Co., Indn(re Saybrook Mfg. Co., Inc.), 963 F.2d 1490, 1496 (1Qith 1992)
(stating cross-collateralization (obtaining postiti financing secured by pre-petition and postitppn assets)
is inconsistent with priority scheme of Bankrup@yde) But seeCraig R. BuckiSurvey: Cracking the Code:
The Legal Authority Behind Extrastatutory DebtosHnssession Financing Mechanisms and Their Prosfiect
Survival 2005 CoLuM. Bus. L. Rev. 357, 371-72(2005) (analyzing Saybrook'sprohibition on cross-
collateralization to be "strict textualist readioigthe Code . . . ").

8See In refropical Sportswear Int'l Corp., 320 B.R. 15, 2@u&r. M.D. Fla. 2005). There, the court stated:

This Court finds that a bankruptcy court may udligections 105(a) and 363 of the
Bankruptcy Code to justify the grant of critical ndor status under appropriate
circumstances. Bankruptcy courts recognize thatse863 is a source for authority to
make critical vendor payments, and section 105ésiuo fill in the blanks.

Id.; see alsdDsborne v. Howell Elec. Motorén(re Fultonville Metal Prods. Cp, 330 B.R. 305, 313 (Bankr.
M.D. Fla. 2005) (stating payments to critical vergdare warranted in certain situations but codmtaikl grant
them sparingly because basic bankruptcy principlescribe that creditors in the same class shaitdated
equally).See generallfravis N. Turner, Kmarand Beyond: A "Critical" Look at Critical Vendom@ers and
the Doctrine of Necessijt§3 WASH. & LEEL. REv. 431,453-54(2006)(comparing cases in which courts have
cited section 363(b) of the Bankruptcy Code wheth@tizing debtors to pay certain pre-petition dgbts

¥see supraote 12 and accompanying text.

®5eell U.S.C. § 105(a) (2006) ("The court may issueander, process, or judgment that is necessary or
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This approach has led to a stance towards critieatlor payments that can be
relatively lenient. For instance, in re Just for Feet' a debtor that operated retail
stores specializing in the sale of athletic footiweguested authority to pay the pre-
petition claims of all of its trade vendors in eaolye for favorable trade terrffsThe
Delaware district court granted the motion, althoutdimited the requested relief to
vendors of athletic footwear and apparel. Thecalivendor motion was granted, as
modified, notwithstanding objections by major ctediconstituencies and the U.S.
Trustee?® Based on this type of approach, a debtor arguaialid obtain authority to
pay the pre-petition claim of almost any suppliegardless of creditor views and the
anticipated net benefit to the estate.

In In re Payless Cashwagba debtor that operated stores specializing isaheof
building materials requested authority to pay the-getition claims of its lumber
suppliers in exchange for favorable trade tefiiEhe bankruptcy court granted the
motion, although it adopted a more restrictive apph than that adopted Jast for
Feet®® The Payless Cashwaysourt held that "the views of the creditor body ar
critical" in considering a critical vendor moticemd that since the official committee
of unsecured creditors had endorsed the debtagisest the motion would be
grantec?’ Additionally, unlikeJust for Feetthe court imposed a dollar cap on the total
amount of critical vendor paymerfts.

The current judicial stance towards reorganizinptoles' requests to honor pre-
petition claims of essential creditors is muchcsér than the approaches takeduist
for FeetandPayless Cashwayand is exemplified by the Seventh Circuit's decisn
Kmart the decisions of the Northern District of Texasheln re CoSer” andin re
Mirant®® cases; and the decision of the Eastern Distrivirgfinia in theln re United
Americari* case. These cases establish far tougher starfdatte pre-plan payment
of pre-petition claims. A creditor's promise t@yde a debtor with favorable trade
terms is insufficient, by itself, to satisfy thedandards.

appropriate to carry out the provisions of thigtit. . .").

21242 B.R. 821 (D. Del. 1999).

2|d. at 823-24.

|d. at 826.

24268 B.R. 543 (Bankr. W.D. Mo. 2001).

*®|d. at 544.

% 3ee idThe court relied upon § 364(b) as legal authortytiie motion rather than § 105(a), upon which the
Just for Feetcourt relied. Section 364(b) permits a debtordbtain credit, out of the ordinary course of
business," but only after several specific factresconsidered and analyzed by coBee id;see alsaJoseph
Gilday, L.L.M Thesis; Critical" Error: Why Essential Vendor Payments Vte the Bankruptcy Codél Av.
BANKR. INST. L. REV. 411, 424, 443 (2003) (citing court's decisioajpprove debtor's motion to make critical
vendor payments pursuant to section 364(b)).

%" See In re Payless Cashwag68 B.R. at 547.

Bsee idat 544 (limiting the total credit authorized toOillion).

29273 B.R. 487, 491 (Bankr. N.D. Tex. 2002) (asegrtiourt may permit debtors to pay pre-petitionneta
prior to confirmation of plan only "under extraamdry circumstances.").

%0296 B.R. 427, 429 (Bankr. N.D. Tex. 2003).

81327 B.R. 776, 792 (Bankr. E.D. Va. 2005).
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For instance, ikmart, the Seventh Circuit suggested in dictum thaice&63(b)
of the Code could serve as authority for pre-pynpents, but only if a debtor proves
(i) that the creditors will cease doing busineghhe debtor if not immediately paid
their pre-petition clain® and (ii) that "the business will gain enough froomtinued
transactions with the favored vendors to providenesaesidual benefit to the
remaining, disfavored creditors, or at least ldheen no worse off"—i.e., they must be
"as well off with reorganization as with liquidatio®

In CoSery the court acknowledged that allowing a debtommake pre-plan
payments of unsecured debt conflicts with the gapaicy of equality of treatment of
similarly-situated creditor¥. It further noted that a creditor's refusal to sibely
because of a debtor's inability to pay the credifmre-petition claim might constitute
improper "economic blackmail" in violation of thetamatic stay” and also might, in
appropriate circumstances, warrant equitable suatidn of the creditor's clairft.
However, the court stated that there are occasibes a debtor can fulfill its fiduciary
duty t037maximize value only through the pre-plaryrpant of certain unsecured
claims:

The court therefore formulated the following thpeet test for determining
whether a pre-petition creditor is critical: pretipen claims of such creditors may be
paid, but only if the debtor establishes that ¢ifitnued dealing with the creditor "is
virtually indispensable to profitable operation@l}; failure to deal with the creditor

*25ee In rekmart Corp. 359 F.3d 866, 868 (7th Cir. 20t denied 543 U.S. 986 (20043ee also In re
Tropical Sportswear Int'l Corp., 320 B.R. 15, 17{B8&nkr. M.D. Fla. 2005) (permitting pre-plan payrteto
creditors who are necessary to reorganization efuse to do further business with debtor absenteay).

% |n re Kmart 359 F.3d at 868, 873.

%4273 B.R. at 493 n.9 ("[T]o pay pre-petition claiilmgenerally inconsistent with rather than intierance of
the provisions of the Bankruptcy Code'gesalso In re KmarB859 F.3d at 874 (asserting preferential payments
to certain creditors are allowed only if recordwkmther creditors would probably be benefited)uflas G.
Baird, The New Face of Chapter 112 AM. BANKR. INST. L. REV. 69, 96 (2004) ("The debtor has to explain
why honoring the pre-petition obligation will indemake the general creditors as a group betté?.off

% See Inre Coser273 B.R. at 494 n.12 ("[A] vendor's absolute reftsaupply the debtor absent payment
of a pre-petition claim would be in violation oféstion 362(a)(6) of the Code (which would warrsamctions,
not a mandate to sell to the debtor) . . .SBe generallyl1 U.S.C. § 362(a)(6) (2006) (stayingny act to
collect, assess or recover a claim against theodebt .") (emphasis added). Mirant, the court entered an
order providing that any entity which refused toypde post-petition goods or services "by reasonaf-
payment of any pre-petition debt" would, absentijoause, be found to have violated the automatic 896
B.R. at 430see In reDelphi Corp, No. 05-44481, at *2 (S.D.N.Y. Oct. 8, 2005) (dgrag order to show cause
why supplier should not be held in violation of tee 362 for willfully threatening to withhold gosdrom
debtors)in re Structurlite Plastics CorgB86 B.R. 922, 932 (Bankr. S.D. Ohio 1998) ("Selexfrepayment] of
pre-petition debt should not be authorized aswtrekthreats or coercion by disgruntled credit@&sch activity
is violative of the automatic stay . . . and, ietated, would negate the fundamental principleafality of
treatment among similarly situated creditors.").

% 35eel1 U.S.C. § 510(c) (2006) (allowing subordinatigreburt of all or part of claim to all or part af@ther
interest after notice and hearing).

37 According to the court, examples of creditors wehpse-petition claims may warrant payment include
employees, foreign vendors, sole source supptiesstpmers with warranty or rebate claims, goverriedemits
who may exercise their police powers to revokelsss and other necessary permits, and vendors ajgon
out of business if their claims are not paid andseéhfinancial survival is necessary to the debimws
rehabilitation effortsin re Cosery273 B.R. at 499 n.23.
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will eliminate "an economic advantage disproporditarto the amount of the clainf";
and (iii) there is "no practical or legal altervati to payment of the claiffi.

Portions of theCoServtest appear to be similar to the Seventh Circitspart
test’® Specifically, if a debtor establishes, as requivgdthe Seventh Circuit, that
critical vendors will cease doing business withdlebtor if not immediately paid for
pre-petition goods and services and that its basimngll gain enough from continued
transactions with critical vendors so that creditas a whole, will be at least as well
off with the payments as without them, then a debts probably also established, as
required under th€oServtest, that the creditor is "virtually indispensablthat the
debtor's failure to deal with the creditor willralinate a "disproportionate economic
advantage”; and that there is, therefore, no legptactical alternative to paying the
creditor?*

An example of a recent application of these staiglsrafforded by the opinion of
the Bankruptcy Court for the Eastern District ofdfinia inIn re United American,
Inc*? In that case, a contractor filed chapter 11. #swnable to complete a
construction project—and thereby receive a sigaiftqgpayment from the owner—
because it was precluded from paying the pre-patittlaims of two of its
subcontractors. It therefore sought authorityay fhem, but the court ruled that the
contractor failed to satisfy the tests establisiredmart, CoSery and other cases.
With respect to one subcontractor in particulae,dburt was un-persuaded by the fact
that a successor subcontractor would be requirathttertake significant work at

3B With regard to this prong of the test, the copetifically "question[ed] whether favorable creditms alone
ever would meet the net benefit requirememt e Cosery273 B.R. at 498 n.28eeGilday, supranote 26, at
441 (analyzing second prong©@bserv'sest as "necessity" test for payment of pre-petitiebts by creditor).

*In re Cosery 273 B.R. at 499see In reUnited Am. Inc., 327 B.R. 776, 782 (Bankr. E.D..\2905)
(summarizing three-part "necessity prong" test#istaed inCosery; In re CEI Roofing, Inc., 315 B.R. 50, 56—
57 (Bankr. N.D. Tex. 2004) (describing three-past tfor determining when payment of pre-petitioairol
should or could be authorized pre-confirmation enéd inCosery; Bruce S. NatharCritical Vendors:
Elevating the Low-priority Unsecured Claims of Rretition Trade CreditorsAM. BANKR. INST. J., June 2002,
at 14, 33 (analyzing Kmart's payment of pre-peiititaims to certain critical vendors).

4% One aspect of the Seventh Circuit's test that @sp® depart somewhat from tB®Servtest is the
requirement that the debtor establish that thecalivendor will stop shipping to the debtor abgsymentSee
Staggssupranote 3, at 16, 66—67 (demonstrating how Seventtus test departs fro@oservtest). This
requirement may, in practice, prove to be moregletthan th€oSerwequirement that the vendor be "virtually
indispensable" to the debtor's operations. It alag be relatively easy to establish this prongraatter of fact:
the vendor's representative could simply appearbéfie bankruptcy court and state that, absemealy it will
not ship.Seeln re Tropical Sportswear Int'| Corp., 320 B.R. 15, 21{Bankr. M.D. Fla. 2005).

“LIn re Cosery 273 B.R. at 498-99. The third prong of the Cogest also is essentially identical to a
statement by the Seventh Circuit that critical vengayments must be "the only way to facilitate a
reorganization.'See In reKmart Corp., 359 F.3d 866, 874 (7th Cir. 2008t denied 543 U.S. 986 (2004)
(stating that critical vendor payments must be &hly way to facilitate a reorganization."). In ettwords, if
paying a critical vendor is the "only way to faite a reorganization" (Seventh Circuit), then ¢hisr"no
practical or legal alternative" but to do $oServ)

42327 B.R. at 782—83 (Bankr. E.D. Va. 2005) (disingsand utilizing three-part test for determiniregassity
of pre-petition payments to critical vendorsgeOsborne v. Howell Elec. Motorg(re Fultonville Metal Prods.
Co.), 330 B.R. 305, 313 (Bankr. M.D. Fla. 2005)glexning three-part test used to establish pretipati
payment of critical vendorsln re CEI Roofing315 B.R. at 54, 56-57 (reviewing recent standiangemented
in cases considering pre-petition payment of @aiti@ndors).
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"perhaps significant expense" to the estate, aatdhle subcontractor had no obligation
to turn over necessary shop drawings that haddytreaeen approved by government
agencies and that a successor would have hadcreass’®

In denying critical vendor status to the subcontmgdhe court pointed out that
there was "no evidence" that the debtor had magee#iort to find a substitute
contractor, despite the fact that an expert haskdaa question whethany other
contractor would be willing to step into the shoéshe original subcontractor. The
proposed terms for payment of the subcontractonaése unsatisfactory to the court
in that they did "not provide for a binding obligat on the part of [the subcontractor]
to complete its contract®

The lesson to be gleaned frafmart, CoSery Mirant, andUnited Americaris
clear: debtors who seek to make pre-plan paymenigsdecured creditors may face
very difficult standards under which they must rafiatively prove their cases with
thorough and convincing evidence that there singpé/ no realistic alternatives to
payment of the claims and that absent paymengdtate's value will be seriously and
substantially jeopardized. The possibility of festole trade terms will not, by itself,
satisfy this standard. Without this sort of promitical vendor and related motions
undoubtedly will be denied by courts who follow $eemore stringent standards.

Ill. EFFECTS OF THEBAPCPA

As noted above, courts' primary concern about pae-payments of unsecured
claims is that they effectively elevate some crditover others in violation of the
Code. The Seventh Circuit, in suggesting sect&s(I3)(1) of the Code as a source of
legal authority for critical vendor and other plesppayments, therefore stated that "it
is prudent to read, and use, [section] 363(b)(Hptthe least damage possible to [the]
priorities established by contract and by othetspaf the Bankruptcy Codé™As a
consequence, a debtor who proposes to make pre@janents to holders of priority
claims may have an easier burden to meet. Singgtprclaims must be paid in full
under a plan, there is little harm to other craditny paying them at the inception of
the case if circumstances warrant (and discouritiegpotential for administrative
insolvency).

“3See In re United An827 B.R. at 783 (finding subcontractor, althoirghortant, was not critical). The court
strongly suggested that a threat to withhold dejive# the drawings would violate the automatic stge id.
(implying subcontractor can only withhold delivesfydrawings if drawings are owned by subcontracte®
alsoKnaus v. Concordia Lumber Co., Inm ¢e Knaus), 889 F.2d 773, 775 (8th Cir. 1989) (indivgittreditor
is obligated to return property to debtor uponnésg of debtor's bankruptcy proceedings); William&en.
Motors Acceptance Corpn(re Williams), 316 B.R. 534, 538 (Bankr. E.D. Ark. 2Q@Holding creditor violated
automatic stay by withholding property pending iptef protection).

**In re United Am.327 B.R. at 784.

*1n re Kmart 359 F.3d at 872 (alteration in originaiie In re Tropical Sportswea20 B.R. at 20 (affirming
use of section 363 as authority for payment ofgestion claims prior to plan confirmatior)y re lonosphere
Clubs, Inc., 98 B.R. 174, 175 (Bankr. S.D.N.Y. 1pg&me).
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For instance, one reason many courts historicalyehhad little hesitation in
authorizing the pre-plan payment of pre-petitiorpapee obligations is because the
Code affords a limited priority with respect to a@d wages, salaries, vacation,
severance, sick leave pay, and contributions td@ap benefit plan®. For similar
reasons, courts have been less reluctant to am¢hpre-plan payments to suppliers
who have the right to assert mechanics', artiseaehouseman's, or shipping li¢hs.
Such persons frequently have possession of inwgrimsling, or other items that a
reorganizing debtor needs. Since their claims Ipaiegity over other claims, there is
little harm in paying them prior to plan confirnatiin order to obtain release of the
property. In fact, the estate and all creditorsspmably benefit by such payment
because payment ensures the debtor's uninterrogtedpt of inventory and other
items necessary to its business.

Additionally, BAPCPA may make matters easier widspect to the pre-plan
payment of certain claims held by trade and rectmmavendors. In a rather
remarkable amendment, Congress has provided titati@m for the value of goods
received by a debtor in the ordinary course of fiess within twenty daygrior to
commencement of its case will be entitled to adstiative expense priority status,
rather than just general unsecured stituBhis amendment is not necessarily
beneficial to debtors seeking to compromise thabilities—administrative claims
must be paid in full as a condition to confirmatioha plan’® whereas unsecured
claims receive distributions dictated by the valemaining after payment of lien-
holders and holders of administrative claims.

While this change may hinder debtors' ability tompoomise unsecured liabilities,
debtors facing circumstances warranting the payroémire-petition trade vendor
claims may be better able to support their positiguch claims pertain to goods

4 Seell U.S.C. §8 507(a)(3) & (4) (2006) (describingatand fourth order priorities). For this very sea,
the creditor who appealed the critical vendor asdieKmartdid not appeal other orders authorizing payment of
priority claims, including orders relating to pritgrwage and similar claim&ee also In r€olad Group, Inc.,
324 B.R. 208, 214 (Bankr. W.D.N.Y. 2005) (grantimgtion to pay wages and benefits to employees under
section 507(a)(3) and (4)); Daniel Keatifitne Fruits of Labor: Worker Priorities in Bankrugtc35 ARiz. L.

REV. 905, 907 (1993) (speaking generally about Banksufiade's wage and benefit priorities under sections
507(a)(3) and (4)).

47 Sections 362(b)(3) and 546(b) of the Code affordtéd exceptions to the automatic stay that allow
creditor to perfect state law liens after the pmiitdate.Seell U.S.C. § 362(b)(3) (2006) ("The filing of a
petition . . . does not operate as a stay . angfact to perfect, or to maintain or continueghgfection of, an
interest in property to the extent that the trustaghts and powers are subject to such perfectiofi);see also
11 U.S.C. § 546(b) (2006) (discussing perfectights and how rights are maintained and continueejard to
notice and seizure229 Main St. Ltd. P'ship, 262 F.3d 1, 8-9 (1st 2001) (explaining split in courts on the
issue of post-petition exception);re Summit Ventures, Inc., 135 B.R. 483, 492 (BankVD1991) (stating
lien falls within section 362(b) exception providifor post-petition perfection).

811 U.S.C. § 503(b)(9) (2006) ("[T]here shall bewakd administrative expenses . . . the value gigarods
received by the debtor within 20 days before the dacommencement of a case . . . in which thelgdave
been sold to the debtor in the ordinary courseiohslebtor's business'Jee generallilan N. ResnickThe
Future of the Doctrine of Necessity and Criticalider Payment in Chapter 11 Casé§ B.C.L. Rev. 183,
203-05 (2005) (discussing claim for value of goateived in ordinary course of business).

4 Seell U.S.C. § 1129(a)(9)(B) (2006) (providing reguients that must be met before court approval of a
plan); 11 U.S.C. § 507 (2006) (explaining prioiiiycreditor claims).
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delivered twenty days before the case commencéids i because a request to pay
priority claims does not raise the historical caoncthat payment of non-priority
unsecured creditors unfairly favors them to theeptal detriment of other creditors
who are not paid®

It is possible that the same line of reasoning imayapplicable with respect to
reclamation claims, especially considering that BA&RR expanded the rights of
reclaiming vendors. Specifically, BAPCPA provideat a vendor who has sold goods
that a debtor receives within forty-five days befeaommencement of the case may
give a written reclamation demand to the debtonwvitorty-five days after the debtor
receives the goods or within twenty days after cemecement of the case, whichever is
later>* However, BAPCPA repealed the option afforded utited 978 Code to afford
reclaiming vendors a lien or an administrative eyggeclaim in lieu of return of the
goods.

The deletion of these options arguably may meanalt@urt cannot compel a
reclaiming vendor to accept a lien or administ@gxpense claim in lieu of return of
its goods. As a practical matter, however, th&ety will be many reclaiming vendors
willing to agree to such treatment or prompt paymdimus, a motion that proposes to
pay such vendors in exchange for the debtor'stalbilikeep the goods presumably
will be acceptable to such vendors and should ntdileconcerns about favoring
reclaiming vendors so long as they establish thidityaof their claims in accordance
with the requirements of the Code and state law.

IV. WHETHERCRITICAL VENDORPAYMENTS SHOULD EVER BE ALLOWED:
MAXIMIZATION OF VALUE

The fact that numerous published decisions ackragdé¢hat pre-plan payments
may be made in certain circumstances, and thetfacBAPCPA should enhance the
prospects for obtaining such relief in certain sategether have not been sufficient to
foreclose debate about the wisdom of allowing dettim make pre-plan payments of
unsecured clainté.Indeed, there are several writers who vigorougioaate adoption
of a hard and fast rule that outlaws such paymentdl cases, regardless of the
circumstances® There are certain courts that appear to have addbis position as

0See In renited Am., Inc., 327 B.R. 776, 781 (Bankr. E.[a.\2005) ( "Pre-confirmation payment of select
non-priority unsecured creditors violates the eduegtment principle.").

*1Seell U.S.C. § 546(c)(1) (2006) (providing conditiamsler which a seller may reclaim goods sold to an
insolvent debtor); Stephen E. Snyder & Lawrenceorafifi COMMERCIAL BANKRUPTCY LITIGATION § 10:7
(2006) (analyzing seller's right of reclamation endommon law, the U.C.C. and section 546(c)(1)).

2 See, e.g.McCoy,supranote 14, at 342-44 (suggesting need for legislatisthorizing payment of pre-
petition claims before confirmation of a reorgatiaa plan); Resnicksupranote 48, at 203—10 (discussing
BAPCPA).

%3 See, e.gJoshua A. EhrenfelQuieting the Rebellion: Eliminating Payment of Rretition Debts Prior to
Chapter 11 Reorganizationg0 U.CHI. L. REv. 621, 638 (2003) (providing reasons for elimingtpre-plan
payments); Gildaysupranote 26, at 414 (calling critical vendor ordersjust, unwise, and illegal."); Robert A.
Morris, The Case Against "Critical Vendor" Motign&M. BANKR. INST. J., Sept. 2003, at 30 ("The whole
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well.>* As discussed in the following section, the argunuerloubtedly will be made
that the Supreme Court's recent ruling inZbdch Americarcase could signal the end
of the practice of debtors making pre-plan paymemize-petition creditors.

In light of this continuing uncertainty, practitiers presenting critical vendor and
related motions must be prepared to address whatigrian payments should ever be
allowed as a matter of law. This section and tiieding section outline two possible
arguments in support of a rule that authorizes pbe- payments in certain
circumstances. In particular, this section expamum a point made by the court in
CoSenvthat the duty to maximize value sometimes carubidiéd only if a debtor is
afforded this flexibility. The significance of gpoint, which also was made —albeit
in a different fashion—by the Seventh Circuitimart, has been almost completely
overlooked by most courts and commentators. Thessetion outlines an argument
based on the history of the Code and the enactaié3APCPA.

* % %

As a general matter, in light of the complexitiad ancertainties surrounding most
business reorganizations, an unqualified rule pnatludes the pre-plan payment of
pre-petition claims—without exception of any kiréis difficult to square with the
rehabilitative purposes of the Code. As the Sévéhtcuit implicitly recognized,
reorganizing businesses must be afforded limidbility to pay selected pre-petition
claims prior to confirmation of a plan if the ahative—i.e., non-payment of such
claims—would cause drastic disruption to the bussribat would jeopardize value for
all constituencies collectiveRy.

critical-vendor approach currently accepted bykthekruptcy courts is flawed in practice."); Chadesdan
Tabb,Emergency Preferential Orders in Bankruptcy Reoigations 65 AM. BANKR. L.J. 75, 115 (1991)
(urglng judges to adopt blanket prohibition agapreferring pre-petition claims).

% See, e.gln re Timberhouse Post & Beam, Ltd., 196 B.R. 547, 550(&hkr. D. Mont. 1996) ("[A] pre-
petition unsecured claim cannot be elevated to dmnmstratlve expense since the scheme of the 1978
Bankruptcy Code does not allow this Court to chahgelassification of claims set by Congress inGlode.");

In re Revco D.S., Inc., 91 B.R. 777, 781 (Bankr. N.D. ®&B88) (concluding debtors failed to establish
authority under the Bankruptcy Code to pay pretipetitrust fund taxes prior to confirmation of pJam re
FCX, Inc., 60 B.R. 405, 410 (Bankr. E.D.N.C. 19869lding payments of pre-petition expenses unlawful
subordinates claims of other unsecured creditdhs$ was also the position of the district courthia decision
preceding the Seventh Circuit's holdingdmart. SeeCapital Factors, Inc. v. Kmart Corp., 291 B.R. 8833
(N.D. lll. 2003) ("[]tis clear that however uséfnd practical these payments may appear to bptdyroourts,
they simply are not authorized by the Bankruptcy€b); see alsdfficial Comm. of Equity Sec. Holders v.
Mabey, 832 F.2d 299, 302 (4th Cir. 1987) (statipglizable Bankruptcy Rules do not allow paymenoptd
approval of reorganization plan); S. Ry. Co. v.nkgn Bronze Colif re Johnson Bronze Co.) 758 F.2d 137,
142 (3d Cir. 1985) (finding bankruptcy courts hadauthority to elevate creditor's unsecured claim).

%5 In re Kmart Corp., 359 F.3d 866, 868 (7th Cir. 20@8rt denied 543 U.S. 986 (2004) (discussing how
payment of pre-petition claims to critical vendoosild in theory make disfavored creditors betté); ske also
In re Just for Feet, 242 B.R. 821, 824 (D. Del 1999)ifrptourts use their equitable power under Banlkyupt
Code to authorize payment of pre-petition claimembuch payment is necessary for certain debtstgtive);
In re Equalnet Commc'ns. Corf258 B.R. 368, 369 (Bankr. S.D. Tex. 20@ding payment of pre-petition
claims permitted where "business transactions waietat once individually minute but collectivetgrnense
and critical to the survival of the business of debtor."). As one court has stated, sometimesdtaeting of
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The Bankruptcy Court for the Northern District @xas inCoSerwelaborated on
this notion when it held that the unavoidable besgfact is that sometimes, value can
be maximized only if a debtor is given authoritypgay the pre-petition claims of
persons who are critical to the enterprise, withdubse goods and services the debtor
simply cannot survivé® The Seventh Circuit ikmart captured the essence of this
notion by using slightly different phraseology, gagting that pre-plan payments could
be authorized if there is evidence that "the bussineill gain enough” from the
payment that everyone will be better off, and d¢elyano worse off, than if the
payments were not made.

For example, a debtor's ability to honor most petion employee obligations in
the ordinary course typically can be expected és@rve and enhance enterprise value
for the benefit of all stakeholders, leaving no amese off. Indeed, if a debtor is not
authorized to pay its employees and honor its @hmrioyee benefit policies, there is a
material risk that it will find itselfin extremisalmost immediately. Even if one
assumes that the risk is small, if it materializésere likely will be wholesale
disruption among the employee ranks and seveepdrable damage to the value of
the enterprisé®

A rule that imposes this sort of risk on a comp@rgistress, without exception of
any kind, clearly is not a value-maximizing prinlei@nd therefore has no place in
bankruptcy law and practice. Yet that is preciské/consequence of the proposition
that the Code should prohilaill pre-plan payments, regardless of the circumstances

The same line of reasoning easily can be employ#uraspect to other classes of
pre-petition claims. For example, a company tles just filed chapter 11 cannot
realistically expect to ignore outstanding obligas to customers like frequent flyer

preferential treatment to some creditors is a bedtult than closing the businesSee In réPayless Cashways,
Inc., 268 B.R. 543, 547 (Bankr. W.D. Mo. 2001)slpporting the notion that pre-plan payments sonestiare
warranted, the Third Circuit stated that "flexityiliis "essential to a reorganization proceedihgré Penn Cent.
Transp. Co., 452 F.2d 1107, 1108 (3d Cir. 198&E alsaMich. Bureau of Workers' Disability Comp. v.
Chateaugay Corplr(re Chateaugay Corp.), 80 B.R. 279, 287 (S.D.N.Y. 198&ermining rigid application of
Code's priority scheme is inconsistent with fundatalepurpose of reorganization law, "which is teate a
flexible mechanism that will permit the greatekelihood of survival of the debtor and paymentrefditors in
full or at least proportionately"Jn re Structurlite Plastics Corp., 86 B.R. 922, 932 (Bai¥kD. Ohio 1988)
(cautioning againgierserules prohibiting payment of pre-petition clainmsce they would be too inflexible to
effectuate rehabilitative purposes of Code).

*InreCoServ, L.L.C., 273 B.R. 487, 497 (Bankr. N.D.T2802) (stating "this court is prepared to appéy th
Doctrine of Necessity to authorize payment of peétipn claims in appropriate cases").

5" In re Kmart 359 F.3d at 868 (noting debtor must not merelygallout rather prove business will gain
enough).

% Seege.g., ChateaugayB0 B.R. at 289 (affirming order authorizing dettim pay pre-bankruptcy wages,
salaries, employee benefits and reimbursementsyariers' compensation claims and premiurirsje CEIl
Roofing, Inc., 315 B.R. 50, 53 (Bankr. N.D. Tex.02) (analyzingkKmart and authorizing payment of pre-
petition wage and related claim#); re Equalnet Commc'ns258 B.R. at 371 (authorizing payment of pre-
petition employee priority claims); Pension Ben@fitar. Corp. v. Sharon Steel Cofp.ie Sharon Steel Corp.),
159 B.R. 730, 737 (Bankr. W.D. Pa. 1993) (authagzpayment of pre-petition wages where necessary to
effectuate rehabilitation of debtoGulf Air, 112 B.R. at 154 (authorizing debtor to pay prakeaptcy wages,
salaries, medical benefits, and business expease)tin re lonosphere Clubs, Inc., 98 B.R. 174, 179 (Bankr.
S.D.N.Y. 1989) (authorizing payment of pre-petitisage and benefit claims of working employees).
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miles, product warranty claims, return policy clajmain checks, rebates, coupons, and
other customer practicé%.Similarly, a manufacturing debtor cannot allow its
processes to be disrupted by mechanics' lienotisaas, materialmen, shippers,
warehousemen, and other holders of possessorydienaw materials necessary to
keep the debtor's plant operating. A debtor alay not be able to risk disruption
caused by the failure of sole-source vendors tivelelinique, machined parts that
require long lead-times to produ®eln short, failure to honor these types of pre-
petition obligations in the ordinary course likepuld significantly impair creditor
value. A hard and fast rule that sanctions ttasltecontrary to the goal to maximize
value, simply is not consistent with the purposelwdpter 11.

There are three aspects of this argument, howhagnvarrant caution. First, itis
easy to overstate. Although the value-maximizingldgs important, it does not and
cannot trump other requirements imposed by the @odgplicable non-bankruptcy
law. Thus, for example, while a debtor may detasthat it can maximize value for
creditors if it is excused from paying post-petitiaxes, it cannot do so. The Code
specifically requires a debtor to comply with apable non-bankruptcy law, including
paying its post-petition tax obligatioffSPractitioners, therefore, must take care not to

¥ See In rNat'l Tour Assoc. Inc. v. Nordstrorin(re Nordstrom), No. 02-82350, 2004 Bankr. LEXIS 17 at
4 (Bankr. C.D. lll., Jan. 7, 2004) (requiring dattmrefund customer deposits in bankruptcy prooegdin re
Federated Dep't Stores, Inc., Nos. 1-90-00130 girdu90-00196, 1990 Bankr. LEXIS 102, at *2 (Bar&D.
Ohio January 15, 1990) (ordering debtor to recagpiz-petition obligations including refunds, retsrand
warranty claims); Russell A. Eisenberg & France&é&cker;The Doctrine of Necessity and Its Paramet@ss
MARQ. L. Rev. 1, 15-16 (1989) (describing allowable debtor payts to customers). A particularly stark
example of the necessity for honoring pre-petitibligations to customers is afforded by the reomgdion case
of Marvel Entertainment, Incdistributor of Spiderman comic books and relatechs:

In the chapter 11 d¥larvel, the largely teenage subscribers to the businessis books
had paid their subscriptions in advance and weeeefbre general creditors. Their
subscriptions should be put on hold, and they shawhit the plan of reorganization. They
must participate in the process like any otheritmedHowever, tlhe sheer silliness of
asking thousands of 13-year-olds to participate anapter 11 reorganization may have
kept the issue from arising.

Baird, supranote 34, at 96.

9See, e.gln re Just for Feet242 B.R. at 826 (finding that payment of pre-fiati claims to certain vendors
is essential to survival of debtohy; re Eagle-Picher Indus., Inc., 124 B.R. 1021, 1023 {@a8.D. Ohio 1991)
(approving pre-plan payments of pre-petition ddbibolmakers whose unique skills were critical &btbr's
continued operationBut seeGilday, supranote 26, at 416—17 (suggesting courts are ovelhyoddriendly
when allowing payments for pre-petition obligatidgaertain creditors).

®1 See28 U.S.C. § 959(b) (2006):

[A] debtor in possession, shall manage and opeha&eproperty in his possession . . .
according to the requirements of the valid lawshef State in which such property is
situated, in the same manner that the owner oegess thereof would be bound to do if in
possession thereof.

Id.; see alsaMlinn. Pollution Control Agency v. Gouveiln(re Globe Bldg. Materials, Inc.), 345 B.R. 619, 634
(Bankr. N.D. Ind. 2006) (discussing requiremerg§ 869(b) to manage and operate property in accoedaith
existing laws); Walter A. Effros§grammarians at the Gate: The Rehnquist Court's &rgl"Plain Meaning"
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present the value-maximizing argument as a curera a goal that trumps all other
goals of the Code.

A second note of caution with respect to the vahsedmizing argument arises
from certain language utilized in tk®Senopinion that easily could be misconstrued.
While there is little dispute among courts thditdes and estate representatives have a
fiduciary duty to maximize value, no one would sesfghat a debtor's decision to pay
some, all, or no pre-petition claims should giwetio a breach of fiduciary duty claim
if, in hindsight, the decision did not achieve tlesired result. Yet this suggestion
arguably is hinted at in tH@oServopinion®

Although this clearly was not the court's holdiogportunistic stakeholders could
attempt to seize on the opinion to exert impropeetage at the inception of a case.
Any such attempt can and should be easily rebufldtk general rule is that if estate
fiduciaries follow a reasonabfgocessn deciding on a particular course of action, a
process governed by good faith, loyalty to the gmise, and due care in assessing
alternatives, then they should not be held liabletfie substantive resultsf their
decisions, no matter how far awry they may’%jbhus, if the board or management of
a distressed company following a rational procesisa® certain decisions with respect
to the payment of some, all or no pre-petitionmagithey should be protected by the
business judgment rule, regardless of whether dagiision proves in hindsight to have
been improvident!

A final note of caution concerns business constdera. This article focuses
primarily on thelegality of allowing pre-plan payments of unsecured debt,an
whether such payments make sensebasmessnatter. Whether a particular class of
payments should be made as a business matterepéindl upon the particularized
circumstances of each case. Of course, thereestart classes of creditors about
which generalizations can be made. Forinstaheegtappears to be little dispute that,

Approach to Bankruptcy Jurispruden@3SETONHALL L. REV. 1636, 1642-43 (1993) (stating trustee who
manages debtor's property must follow state laws).

21n re Cosery273 B.R. at 497 ("There are occasions when fiisdiary] duty can only be fulfilled by the
pre-plan satisfaction of a pre-petition claimsggBaird, supranote 34, at 96 (stating current trend in bankmuptc
courts looks towards whether debtors have sufftiexplained "why honoring the pre-petition obliga will
in fact make the general creditors as a group befft§. But see In rdirant Corp., 296 B.R. 427, 429 (Bankr.
N.D. Tex. 2003) (arguing court did not want to ket damage debtors' businesses from delays whetditars
needed to be paid their "pre-petition claim outsifia confirmed plan”).

3 3ee, e.gln reWalt Disney Co. Derivative Litig. No. 15452, 20D8I. Ch. LEXIS 113, at *192 n.487 (Del.
Ch., Aug. 9, 2005pff'd No. 15452 (Del., June 8, 200&ee alsdRoselink Investors, L.L.C. v. Shenkman, 386
F.Supp.2d 209, 221 (S.D.N.Y. 2004) (holding cowtsnot substitute their own views for those of lboar
members, especially if board member's decisionbeatattributed to any rational business purposé"jg
Caremark Int'l Derivative Litig., 698 A.2d 959, 9@Jel. Ch. 1996) (determining no liability may beposed
under business judgment rule as long as the pro¢essning to a decision was "either rational opéyed in
good faith to advance corporate interests").

% For this reason, it is important for a debtor msfing permission to make pre-plan payments toeptes
evidence of the decision-making process and radgsrfar its chosen course. While this may not licsent to
satisfy the burdens of proof established by recasg law respecting the pre-plan payment of priégretlaims,
it certainly is a necessary condition.
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as a general matter, pre-petition obligations tplegees and customers should be
honored in the ordinary course.

Matters can become more complicated, however, @altempany that is preparing
for bankruptcy begins to consider whether to makgnments to suppliers and other
vendors. While the legal analysis in this situatghould be the same as it is with
respect to employees and customers, the factgalhegtances and business wisdom of
paying the pre-petition claims of vendors and sigpplare more difficult for business
persons and courts to assess. For example, dét#guently argue that sole-source
vendors have the power to shut down the debtoegatipns if the vendors are not
paid. But do they really, in every instance? Aundreif they have this power, is there a
realistic chance of this happening as a busine$terial here are not always simple
answers to such questions. It also may be veficudlif to affirmatively prove that
these contingencies likely will come to pass.

Moreover, vendor relations can be badly damageahwbme vendors realize that
they do not qualify as "critical” enough in the sy the debtor to warrant payment of
their pre-petition claims. This can lead to enoughdor unrest and dissension that
some debtors may find it smarter, as a businesemaimply to tell all vendors the
same thing: no one can get paid anything on acaufyore-petition claims until a plan
is proposed and confirmed. In other words, equalitreatment may, in many cases,
be the best business polity.

V. WHETHERCRITICAL VENDORPAYMENTS SHOULD EVER BE ALLOWED: THE
CODE'SHISTORY AND BAPCPA

A debtor faced with a court that is skeptical of thgal propriety of pre-plan
payments can argue that the historical necessitpagiment rule, buttressed by
section 105(a) of the Code and BAPCPA, likewiseesass authority for the payment
of pre-petition claims outside the context of anpla/ihile the Seventh Circuit in
Kmartand other courts and writers have concluded kieahécessity of payment rule
either did not survive enactment of the Code ot tha limited only to railroad
cases? the evidence actually is to the contrary.

% For a discussion of similar and other businessaeswhy critical vendor motions may not alwaysvise
business strategy, see Morgspranote 53at 30, stating that "[r]larely does a vendor in gifgation want to
risk losing the future sales volume . . . as wekay chance to recover on its pre-petition re@é@sby shutting
down its customer Cf. In reKmartCorp,359 F.3d 866, 873 (7th Cir. 2004grt denied 543 U.S. 986 (2004)
("To abjure new profits because of old debts wdnaeltlo commit the sunk-cost fallacy; well-managesitesses
are unlikely to do this. Firms that disdain currprdfits because of old losses are unlikely to gtayusiness.
They might as well burn money or drop it into thkeean.").

6 SeeP.L. BarsalouPreferential First-Day Orders: Same Question, Diéfet Outlook AM. BANK. INST. J.,
Feb. 2003, 8, at 8. (expressing doubt as to whethegssity of payment rule survived enactment akBaptcy
Code); Ehrenfeldsupranote 53, at 627 (arguing necessity of payment 'wies not expanded beyond its
application to railroads" under Cod&ee generall2 COLLIER ON BANKRUPTCY 9§ 105.04(5)(a) (Alan R.
Resnick & Henry J. Sommer eds., 15th ed. rev. 200 courts that have approved such paymentsrhbed
on the "doctrine of necessity" or the "necessitp@ayment" rule. This rule has its roots in a prmrisof the
Railway Labor Act, which permits railroad debtayphy creditors for goods delivered within six niebefore



426 ABI LAW REVIEW [Vol. 14:409

In 1882, the Supreme Court decided an importalnbeal receivership case named
Miltenberger v. Logansport, C. & S. W.R. €oln Miltenberger the Court
acknowledged the basic duty of an equity receit@iptotect and preserve the trust
funds in its hands" for the benefit of all crediftMore importantly, the Court held
that, consistent with this duty, "[m]any circumstaa may exist which may make it
necessary and indispensalbtethe business . . . and the preservation optbperty,
for the receiver to pagre-existingdebts. . . out of the earnings of the [debtor] . . .
under the order of the court . . °°.This statement was the first formulation of the
necessity of payment rule.

By the 1930's, the necessity of payment rule hawine an established tool in
railroad receivership cases. In 1934, Congressoited the techniques courts
employed in railroad receivership cases, includiregnecessity of payment rule, into
general corporate reorganizations by enacting @e@irB of the Bankruptcy Act.
Specifically, section 77B provided that a courtdisinave and may exercisdl the
powers, not inconsistent with this section, whichealeral court would have had it
appointed a receiver in equity of the propertyhef debtor by reason of its inability to
pay its debts as they matur8.At the time that section 77B was drafted, equity
receivers had the power to pay the pre-petitiontdeld indispensable creditors
pursuant to the rule announcedNtiltenberger By virtue of section 77B, courts
therefore had this power in general corporate i@uggtion cases as well.

Corporate reorganizations also were made subjesgidiion 2 of the Bankruptcy
Act, which empowered bankruptcy courts to "[m]alelsorders, issue such process,
and enter such judgments, in addition to theseifsgaly provided for, as may be
necessary for the enforcement of the provisiortkiefAct."* This language is almost
identical to the current version of section 10%fahe Code, which authorizes a court
to gznter any order "necessary or appropriate” iy @aut the other provisions of title
11.

In fact, the legislative history of section 105¢anfirms the unmistakably clear
intent of Congress to continue pre-Code practi€he"section is repeated here for the
sake of continuity froncurrent lawand ease of reference, and to cover any powers
traditionally exercised by a bankruptcy court . .® These "traditional powers"
included the power to authorize payment of pretioetidebts of indispensable

the filing, where the goods were necessary to kieepailroads in businessl.

7106 U.S. 286 (1882).

%8 1d. at 310 (quoting Wallace v. Loomis, 97 U.S. 1462 {8377)).

®91d. at 311 (alteration in original) (emphasis added).

" Act of June 7, 1934, ch. 424, § 77B (a), 48 SXht, 912 (1934).

"L Bankruptcy Act of 1898, ch. 541, 55th Cong., 3atS644, 545-46 (repealed 1978ge generallZont|
lllinois Nat'l Bank & Trust Co. of Chicago v. Chiga, 294 U.S. 648, 671-73 (1935) (establishing it
Congress' power under Bankruptcy Act).

"2Seel1 U.S.C § 105(a) (“The court may issue any oggfecess, or judgment that is necessary or apprtepri
to carry out the provisions of this title.").

3 H.R.ReP. No. 95-595, at 316—17 (1977) (emphasis added).
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creditors pursuant to the Supreme Court's neceskipayment rule enunciated in
Miltenbergerand section 77B of the Aét.

Consistent with this legislative history, the SupesCourt has held that it "will not
read the Bankruptcy Code to erode past bankruptostipe absent a clear indication
that Congress intended such a depart(irsldreover, the Court "has been reluctant to
accept arguments that would interpret the Codeglievwague the particular language
under consideration might be, to effect a majongean pre-Code practice that is not
the subject of at least some discussion in thelktijie history.” Based on these basic
propositions of statutory construction, therenis evidence, much less '&lear
indication" that Congress ever intended to abdhsmecessity of payment rule when
it enacted the Code in 1978.

As pointed out above, however, there are thosehalie argued that the history of
the various bankruptcy laws, up to and including thode enacted in 1978, is
ambiguous with respect to Congress's intent regaitthie viability of the necessity of
payment rulé” Assuming the pre-Code history on this point is @mbus, there is
nothing ambiguous about bankruptcy practice betveaactment of the Code in 1978
and BAPCPA in 2005. Specifically, while BAPCPA dasot speak directly to the
validity of orders authorizing payment of pre-getitclaims outside the context of a
plan, Congress enacted BAPCPA in light of a lorgjdny under the 1978 Code of
bankruptcy courts consistently interpreting secfifb(a) as authorizing such
payments. There has been an equally long histamyuwts relying on the necessity of
payment rule to authorize such payments, and a hmaited, but very recent, history
of courts authorizing such payments under sect&8{8(1) of the Codé&

The legality of such orders has been the focusigsfifcant discussion and
controversy in recent years, especially after teefth Circuit's decision ikmart
BAPCPA, in turn, was the product of intense loblgyaiforts by numerous creditor
groups, including lenders and landlords. ateof these groups pressed Congress to
adopt any legislation prohibiting the long-standprgctice of critical vendor and
similar orders. In fact, no such proposal was evade at any point during the multi-
year period that bankruptcy reform legislation wader consideration.

™ See supraote 69 and accompanying teMiitenberger 106 U.S at 311 (describing necessity of payment
rule).

S Cohen v. De La Cruz, 523 U.S. 213, 221 (1998).

6 Dewsnup v. Timm, 502 U.S. 410, 419 (19%2e alsdJnited States v. Ron Pair Enters. Inc., 489 U.5, 23
244-45 (1989) (considering legislative history anel-Code practice); United Sav. Ass'n of Tex. wmédiis of
Inwood Forest Assocs., Ltd., 484 U.S. 365, 380 8) ¥discussing legislative history and stating mafmanges
will not be made unless provided for in statut@yduage).

" See, e.g.Jeff Bohm,The Legal Justification for the Proper Use of Cr@xsllateralization Clauses in
Chapter 11 Bankruptcy Casés® AM. BANKR. L.J. 289, 300 n.39 (1985) (noting necessity of paytnule was
never codified); Gildaysupranote 26, at 431 (recognizing Congress has had appties to codify necessity of
payment rule but has refused to a&ge alsoVictor Vilaplana,Stretching the Code for Critical Vendors:
Necessity is the Mother of Inventj@62 PLI/Gmm 491, 528 (2004) (suggesting there is little evade@ode
continues "traditional powers" of equity courts,ilefalso conceding there is little evidence to @ade Congress
intended to abrogate necessity of payment rule uBdekruptcy Code).

8 See supraiote 9 and accompanying text.



428 ABI LAW REVIEW [Vol. 14:409

As a consequence, there is no discussion in tiedége history of BAPCPA that
Congress intended to effectuate any change, leéa@dmajor change,” with respect to
the long-standing practice of bankruptcy courteeng critical vendor and related
orders. There is, therefore, no "clear indicatiat Congress intended . . . a departure”
from this practice when it enacted BAPCPAVhile it may not be clear that Congress
intended to endorse this practice when it enacta@@PA, there certainly is no
evidence that it meant to abrogate the practice.

At least one commentator has suggested othefligecording to that
commentator, in light of Congress's determinatmmfford administrative expense
priority status for claims representing the valigaods received by a debtor twenty
days prior to the petition date, there should beegative inference that Congress
intended to abolish any principle that allowed fire-plan payment of other pre-
petition claims. However, with no legislative loist to suggest that this was Con-
gress's intent, this purported inference is adirein particular, since the Supreme
Court has held that it "will not read the Bankrypt@ode to erode past bankruptcy
practice absentelear indication that Congress intended such a depdffwethat is
"the subject of at least some discussion in thislitiye history,** there is no basis for
concluding that BAPCPA abolished the practice dof-plan payments. To the
contrary, if the Supreme Court's holdings are tgiken their plain meaning, it could
be argued that BAPCPA implicitly endorsed the pecact

However, can this line of Supreme Court holdingsgeared with the Court's
recent statements #urich Americarthat "preferential treatment of a class of cradito
is in order only when clearly authorized by Cong®% As stated above, the Court
held inZurich Americarthat an insurer's pre-petition claim against aaldor unpaid
workers' compensation premiums did not constituteuapaid contribution to an
employee benefit plan under section 507(a)(5) ef Bankruptcy Cod& Section
507(a) of the Code affords priority status to salepecific classes of pre-petition
claims, including claims for wages, salaries, cossmins and related items. While
Zurich Americarhad nothing to do with the propriety of debtorspmsals to pay pre-
petition critical vendor or other claims, the Coakarly took a dim view of the
broader notion of affording preferential treatmemsome creditors, but not others,
absent explicit sanction in the Bankruptcy Code.

®SeeDe La Cruz 523 U.S. at 221.

8 see, e.gResnicksupranote 48, at 203—10 (discussing BAPCPA provisions).

8 De La Cruz523 U.S. at 221 (emphasis added) (quoting Pa't BEPub. Welfare v. Davenport, 495 U.S.
552,563 (1990)kee alsd.amie v. U.S. Tr., 540 U.S. 526, 539 (2004) (ddfeg consultation of congressional
record for clear indication of intention as to pbksalteration of longstanding bankruptcy practicé Jewish
Kosher Provision Corp. v. Gottfried, 63 N.Y.S.&D1162 (N.Y. City Ct. 1946) ("The intent of Congse
with respect to these provisions must be determindte light of the results sought to be achieligdhe
Congressional enactment.").

8 Dewsnup v. Timm, 502 U.S. 410, 419 (1992).

8 Howard Delivery Serv. v. Zurich Am. Ins. Co., 186Ct. 2105, 2109 (2006).

8 See supranote 5 and accompanying text.
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Specifically, in construing the wording of secti®d7(a)(5) to exclude from its
scope the claim asserted by the insurance cattieeCourt said that it was guided by
the "principle that provisions [of the Bankruptcpd&] allowing preferences must be
tightly construed # Indeed, to "give priority to a claimant not clgeghtitled thereto is
not only inconsistent with the policy of equalitiydistribution; it dilutes the value of
the priority for those creditors Congress intenieurefer.®® To the extent there is any
doubt about the proper way to interpret a provi©ibthe Code according a certain
class of claims priority, the doubt "is best regolvn accord with the Bankruptcy
Code's equal distribution airfi’™"

Notwithstanding these statements, if one presurhas the Court inZurich
Americanhad no intention of overruling its numerous pregidoldings regarding
interpretation of the Bankruptcy Code in light aefCode practice—and there is
nothing in the Court's opinion to suggest otherwitfgenZurich Americarcannot be
construed as abolishing the ability of reorganizieftors to make pre-plan payments
in limited circumstances. This argument ultimataigy prove to be an incorrect
limitation on the scope of the Court's statemamBuirich American Until the Court
speaks directly to the critical vendor issue, hosveit arguably is the only way to
reconcileZurich Americarwith the Court's other precedents relating torprietation
of the Bankruptcy Code in light of past practice.

CONCLUSION

Requests by reorganizing debtors to make pre-@gmpnts of pre-petition debt
will continue. The debate about the propriety oing so, and the applicable stan-
dards, likely will continue as well. However, witihhe heightened evidentiary
standards and other safeguards outlined in cdseiriart, Mirant, andCoSery the
business needs of reorganizing debtors can be hiet simultaneously ensuring that
pre-plan payments of pre-petition debt are madg wtilen essential to benefit the
business and creditors as a whole, consistent thighgoal to maximize value.
Accordingly, a rule that allows pre-plan paymentgler the right circumstances
continues to be the better view, and courts shaoldaccede to the short-sighted
demands of limited creditor constituencies for edrend fast rule prohibiting such
payments in all cases, regardless of the circurostan

8 Zurich Am, 126 S. Ct. at 2116 (alteration in original).

81d. at 2109 (quotindn re Mammoth Mart, Inc., 536 F.2d 950, 953 (1st Cir. 897

87|d. at 2116¢f. Charles Seligsoreferences Under the Bankruptcy A VAND. L. REv. 115, 115 (1962)
(explaining equal distribution is cornerstone @& trankruptcy structure).



