IN THE UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF DELAWARE

I N RE: ) Chapter 11
)
PRI MARY HEALTH SYSTEMS, INC., ) Case Nos. 99-615 (MFW
et al., ) t hrough 99-622 (MW and
) Case No. 98-2623 (MFW
Debt or s. )
) (Jointly Adm ni stered Under
) Case No. 99-615 (MFW)
ALLEQ ANCE HEALTHCARE )
CORPORATI ON, )
)
Plaintiff, )
)
V. ) Adversary No. 99-554 (MFW
)
PRI MARY HEALTH SYSTEMS, INC., )
PHS MI. SINAI and PRI MARY )
HEALTH SYSTEMS OF CHI O L. P., )
)
Def endant s. )
OPI NI O\t

Before the Court is the Debtors’ Mtion for sunmary judgnent
to disallow the Plaintiff’s reclamation claimas a secured or
adm ni strative claimpursuant to section 546(c)(2). Because we
conclude that there is a disputed issue of material fact, we deny

the notion for summary judgnent.

FACTUAL BACKGROUND

I n Septenber, 1996, Primary Health Systens, Inc., and its
affiliates (“the Debtors”) obtained an $80 million [oan from

First Union Bank (“First Union”). Under that agreenent, the

1 This Opinion constitutes the conclusions of |aw of the
Court pursuant to Federal Rule of Bankruptcy Procedure 7052.



Debt ors pl edged all of their current and future inventory as
collateral for the loan. First Union tinely perfected its
security interest in the inventory.?

On March 8, 1999, Allegiance Heal thcare Corporation
(“All egi ance”) sold $271, 847.20 of nedical supplies on credit to
the Debtors. On March 17, 1999, the Debtors filed voluntary
petitions under chapter 11 of the Bankruptcy Code. On March 22,
1999, Allegiance nmade a tinmely witten demand for return of its
goods pursuant to section 2-702 of the Uniform Conmercial Code
(“the UCC') and section 546(c) of the Bankruptcy Code. Wen the
Debtors did not return the goods, Allegiance commenced an
adversary proceeding in which it sought (1) an accounting of al
Al'l egi ance goods in the Debtors’ possession as of the date of its
recl amati on demand, (2) the reclanmation of those goods, and
(3) either a replacenent lien or an adm nistrative claim

The Debtors filed a Mdtion for summary judgnent asserting
that Allegiance is not entitled to a secured or an admi nistrative
cl ai m under section 546(c) because First Union’s floating lien on
the inventory exceeds the value of that inventory and is prior to
any reclamation right that Allegiance has in that inventory.
Al'l egi ance asserts that, while its reclamation right my be

subject to First Union’s lien, it is not extinguished by that

2 Subsequent to filing, the Debtors obtai ned post-petition
financing fromFirst Union, pursuant to which First Union
received a first lien in the Debtors’ inventory.

2



lien. Therefore, it asserts that the Court nust grant it a
repl acenent lien or admnistrative priority for its claim

pursuant to section 546(c).

1. JURI SDI CTI ON

This Court has jurisdiction pursuant to 28 U . S.C. § 1334.
This is a core proceeding under 28 U. S.C. §8 157(b)(2)(A, (B)
(Ky, and (O.

I11. DI SCUSSI ON

A. Section 546(c)

Section 546(c)® of the Bankruptcy Code constitutes the sole

3 Section 546(c) provides:

The rights and powers of a trustee under
sections 544(a), 545, 547, and 549 of this
title are subject to any statutory or
common-|law right of a seller of goods that
has sold goods to the debtor, in the ordinary
course of such seller's business, to reclaim
such goods if the debtor has received such
goods whil e insolvent, but--

(1) such a seller may not reclaim
any such goods unl ess such seller
demands in witing reclamation of
such goods- -

(A) before 10 days after
recei pt of such goods by
t he debtor; or

(B) if such 10-day period
expires after the
commencenent of the case,
before 20 days after
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renmedy for a creditor who seeks reclamation from a bankr upt

debtor. Flav-ORich, Inc. v. Rawson Food Serv. (In re Rawson

Food Serv.), 846 F.2d 1343, 1346 (11th Cr. 1988); In re Victory

Markets, Inc., 212 B.R 738, 741 (Bankr. N.D.N. Y. 1997); In re

Dynam ¢ Tech. Corp., 106 B.R 994, 1004 (Bankr. D. Mnn. 1989);

Toshi ba Anerica, Inc. v. Video King of Illinois, Inc. (Inre

Video King of Illinois, Inc.), 100 B.R 1008, 1013 (Bankr. N.D

I11. 1989). Section 546(c) does not create an independent right
of reclamation. Rather, it permts an exception to the trustee’s
strong armpowers, if the seller has a right of reclamation under

state law. See, e.q., Video King, 100 B.R at 1013; Galey & Lord

Inc. v. Arley Corp. (Inre Arlco, Inc. and HFQ 1Inc.), 239 B.R

261, 266 (Bankr. S.D.N. Y. 1999). The reclaimng seller has the
burden of establishing each el enent of section 546(c) by a

preponderance of the evidence. Victory Markets, 212 B.R at 741.

recei pt of such goods by
t he debtor; and

(2) the court may deny reclamation
to a seller with such a right of
recl amati on that has made such a
demand only if the court --

(A) grants the claimof
such a seller priority as
a claimof a kind
specified in section
503(b) of this title; or

(B) secures such cl ai m by
alien.

11 U.S.C. § 546(c).



The right of a selling creditor to reclamation of goods is
codified, in nost states,* in Section 2-702 of the UCC which
provides, in relevant part:

(2) Where the seller discovers that the buyer
has recei ved goods on credit while insolvent
he may reclaimthe goods upon demand nmade
within ten days after the receipt, but if

m srepresentation of sol vency has been made
to the particular seller in witing within
three nonths before delivery the ten-day
[imtation does not apply. Except as
provided in this subsection the seller may
not base a right to reclaimgoods on the
buyer's fraudul ent or innocent

m srepresentati on of solvency or of intent to

pay.

(3) The right of the seller to reclai munder
subsection (b) is subject to the rights of a
buyer in ordinary course or other good faith
purchaser under this division [UCC § 2-
403]. Successful reclanmation of goods

excl udes all other renedies with respect to

t hem

It is well-established that, absent a showi ng of bad faith,
a creditor with a prior perfected security interest in inventory
whi ch contains an after-acquired property clause is a good faith

pur chaser under the UCC. See, e.g., In re Sanuels & Co., 526

F.2d 1238, 1241-42 (5th Cr. 1976) (en banc); In re Affiliated of

Florida, Inc., 237 B.R 495, 497 (Bankr. M D. Fla. 1998);

M t subi shi Consuner Elec. America, Inc. v. Steinberg’s Inc. (ln

4 The Debtors assert, and All egi ance does not contest, that
three states’ laws could apply to this case, Pennsylvani a,
[I'linois, or Chio. Al three states’ have enacted virtually
i dentical versions of section 2-702 of the UCC. Conpare 13 Pa.
Con. Stat. 8§ 2702 with 810 IIl. Conp. Stat. 8 5/2-702 and Chio
Rev. Code § 1302. 76.



re Steinberg’'s, Inc.), 228 B.R 8, 10 (Bankr. S.D. Chio 1998);

Sandor Pharm Corp. v. Blinn Wiolesale Drug Co. (In re Blinn

Wiol esale Drug Co.), 164 B.R 440, 443 (Bankr. E.D.N. Y. 1994); In

re Roberts Hardware Co., 103 B.R 396, 398-99 (Bankr. N.D.N.Y.

1988). Al l egiance has not made any all egation of bad faith.

The Debtors assert that Allegiance is not entitled to a
secured or admnistrative claimbecause First Union's floating
lien exceeds the value of the inventory. Therefore, they assert
that Allegiance’s reclamation rights are either extinguished or
valued at zero. |In contrast, Allegiance asserts that its claim
is entitled to admi nistrative or secured status because its
rights are only “subject to” the rights of First Union, not
ext i ngui shed.

The majority of cases support the Debtors’ position. See,

e.g., Pester Refining Co. v. Ethyl Corp. (In re Pester Refining

Co.), 964 F.2d 842, 847 (8th Cir. 1992); Affiliated of Florida,

Inc., 237 B.R at 502; Inre Leeds Building Products, Inc., 141

B.R 265, 269 (Bankr. N.D. Ga. 1992); Dynam c Tech. Corp., 106

B.R at 1003-1004; Video King, 100 B.R at 1016-17; Pillsbury Co.

v. FCX, Inc. (Inre FCX, Inc.), 62 B.R 315 (Bankr. E.D.N. C.

1986); In re Flagstaff Foodservice Corp., 14 B.R 462, 467

(Bankr. S.D.N. Y. 1981).
There are, however, cases which support Allegiance’s

position. See, e.qg., Sunstate Dairy & Isaly Kl ondike Co. V.




Sunstate Dairy & Food Products Co. (In re Sunstate Dairy & Food

Products Co.), 145 B.R 341, 343 (Bankr. M D. Fla. 1992);

Anerican Saw & Mg. Co. v. Bosler Supply Goup (Bosler Supply

Goup), 74 B.R 250 (N.D. Ill. 1987). The nunber of cases which
favor each position is not dispositive; rather, the reasoning of
the Courts is.

In Sunstate and Bosler, the fact patterns are simlar: the
debtors’ inventories were both fully secured by floating |liens
when the vendors sold goods to the Debtors on credit shortly

bef ore bankruptcy. See Sunstate, 145 B.R at 343-44; Bosler, 74

B.R at 251-52. Most of those goods which were still in the
debtor’ s possession as of the petition date, and the sellers
tinmely sought reclamation. [d.

In Sunstate, the Court found that the seller’s right to
reclamati on was |imted because the secured creditor, which had a
floating lien on the inventory, qualified as a good faith
purchaser. 145 B.R 344. The Court stated that under section 2-
702, the seller’s right is not “extinguished by” but only
“subject to” the secured creditor’s lien. In the absence of
bankruptcy, the seller could have pursued a reclamation action in
state court and regai ned possession of the goods, although they
woul d have renai ned subject to the superior lien. The Court held
that section 546(c)(2) provides that a seller may be denied

reclamation of its goods “only if the Bankruptcy Court grants the



reclaimng seller an adm ni strative expense priority or secures
the reclaimng seller’s claimby a lien.” |1d. at 345. Because
the debtor’s property was fully secured by the bank lien, the
Court concluded that granting the reclaimng creditor a secured
claimwould be a “hollow victory unl ess narshaling or equitable
subordination is available.” 1d. at 346. Consequently, the
Court concluded that granting the seller an adm nistrative claim
was “appropriate.” 1d.

Simlarly, in Bosler, the Court concluded that under section
2-702(3) of the UCC, the rights of the seller are “subject to,”
not extingui shed by, the existence of a secured creditor. 74 B.R
at 251. The Court found “nothing in the statute that indicates
that the reclaimng seller loses his state-created [recl amati on]
right entirely sinply because the secured creditor holds a right
which is senior to his.” [d. at 253. Even where the floating
lien exceeded the value of the collateral, the Court found that
the seller’s right to reclamation was not extingui shed, though
its ability to exercise that right was. 1d. at 254. Therefore,
the Court ordered that the seller either be given a lien or its
claimbe given an admnistrative priority. 1d.

In contrast to the Sunstate and Bosl er decisions, the cases
cited by the Debtors hold that, even where a seller has a
reclamation right, if the value of the floating |ien exceeds the

value of the inventory, the seller’s reclamation right is



val uel ess® and, therefore, the seller is not entitled to an
adm nistrative claimor |ien under section 546(c)(2).

In Leeds, eight creditors filed notions for reclamation
where there was a pre-existing floating |lien against the
inventory including the goods sought to be reclained. 141 B. R
at 266. The Court concluded that section 2-702 of the UCC
renders a seller’s right to reclanmation subordinate to the rights
of a perfected after-acquired security interest in inventory.
Id. at 268. The Court acknow edged that “subordinate” does not
mean “extinguished.” Rather, “the effect of the |language is to
rel egate the seller to sonme | ess conmandi ng station.” 1d.
Utinmately, the Court determ ned that no administrative or
secured clai mwas warranted because outside bankruptcy those
sellers’ reclamation clains were without value and unenforceabl e.

Id. at 268-69 (quoting FCX, 62 B.R at 322; Video King, 100 B.R

at 1017).

> At least two cases are cited for the proposition that,
where the floating Iien on inventory exceeds the value of the
I nventory, the seller’s reclamation rights are “extingui shed.”
See, e.g., Collingwod Gain, Inc. v. Coast Trading Co. (ln re
Coast Trading Co.), 744 F.2d 686 (9th Cir. 1984); Shattuc Cable
Corp., 138 B.R 557, 562 (Bankr. N.D. Ill. 1992), overruled by In
re Reliable Drug Stores, Inc., 70 F.3d 948 (7th Cr. 1995).
Those cases are distinguishable and do not, in fact, hold that
the liens are extinguished. W agree with the Court in Pester
Ref i ni ng whi ch concluded that “[i]n the UCC context, when the
right to reclaimis ‘subject to” the rights of secured creditors,
that means the right is subordinate or inferior to the security
interests, not that it is automatically and totally extingui shed.
See Toyota Ind. Trucks U S A, Inc. v. Gtizens Nat’'l Bank, 611
F.2d 465, 473 & n.6 (3d Cr. 1979).” 964 F.2d at 846.
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The Court in Video King enployed a two-step process: first,

the creditor nmust establish the existence of a reclanmation right
under state |law, and second, that right nust be valued. The
necessity for the second step was explained as foll ows:

If . . . the reclamation rights of [the
reclaimng creditors] would be val uel ess
out si de of bankruptcy because the goods in
guestion for whatever reason would go first
to satisfy the Bank’s claim those rights are
equal |y val uel ess in the bankruptcy context,
and the claimants would be entitled to no
admnistrative claimor lien for the deni al

of the chance to exercise this val uel ess
right. Section 546(c) is one of those

provi sions of the Bankruptcy Code that seeks
to give recognition to nonbankruptcy
entitlements. . . . It is not intended to
enhance such nonbankruptcy entitlenents or to
give value to rights which had no val ue
out si de of the bankruptcy context.
Conmpensating [the reclaimng creditors] for a
val uel ess reclamation right is, in effect, to
distribute the same goods twice. On the one
hand, the goods are given to the bank on
account of its prior rights (if proven). On
t he ot her hand, the goods (or the val ue of
the goods fromother property of the estate)
are given to the seller in recognition of its
right of reclamation.

Such a result is untenable. One or the other
al one can succeed. Either the Bank is
entitled to the goods or the seller’s right
of reclamation has value. In either case,
the loser is left with nothing nore than a
nonpriority unsecured claimw th respect to

t he val ue of the goods in question sold and
delivered to the debtor by [the reclaimng
creditors] and subject to whatever rights of
reclamation either may establish. This is
exactly what the loser in this dispute would
have gotten in a nonbankruptcy context.[FNL1]

10



[ FN11] O course, it is not
necessarily all or nothing. |If the
proof indicates that [the
reclaimng creditors] would have
recovered sone, but not all of the
goods delivered to the debtor in a
nonbankruptcy 8 2-702 reclamation
action with the bal ance going to

t he Bank, that is exactly what wl|
happen in these proceedi ngs
economcally. In addition, the
Bank’s rights, if any, to prevent
reclamation are, in turn, subject
to whatever rights the trustee my
establish vis a vis the Bank in
this or any other proceeding.

Video King, 110 B.R at 1017 (citations omtted).

The Court in Victory Markets used a simlar analysis and

concl uded:

If the seller’s right to reclaimis worthless
because the superior secured creditor’s claim
exceeds the value of the goods, the seller’s

request to reclaimis not denied by the court
but rather is of no value, and therefore the

renmedi es of an administrative priority claim
or lien under Code 8§ 546(c)(2) are

unavail able to the seller.

212 B.R at 743. See al so Pester Refining, 964 F.2d at 847

(“[T] he bankruptcy court does not ‘deny reclamation’ in

recogni zing that the reclamation right no | onger has val ue;
therefore, the alternative renedi es of Code § 546(c)(2) do not
come into play”); Bindley, 181 B.R at 379 (granting reclamation
creditor an adm nistrative claimbut allowi ng the claimat zero);

Blinn, 164 B.R at 449 (finding that, even if reclamation
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creditor were granted an adm nistrative or secured claim it
woul d be val ued at zero).

This two-step process stands in stark contrast to the
approach of Sunstate and Bosler, which stop their analysis after
the first step. In those cases, the courts find that reclamation
sellers are entitled to an adm nistrative or secured clai munder
section 546(c)(2) regardl ess of the value of their clains.

W agree with the analysis of the cases cited by the
Debtors. Section 546(c) was not intended to grant any additi onal
rights to creditors. Under state law, a reclaimng seller would
not have been able to reclaimits goods if the goods were not
worth nore than the value of the floating lien, because the
hol der of the first lien would have asserted its rights and been
entitled to all of the inventory. Therefore, such a creditor,
al though it has a right of reclamation, has no right to a secured
or admnistrative claimin bankruptcy because its right of
reclamation is valueless. Permtting such a creditor (whose
cl ai m out si de of bankruptcy is nothing nore than a general
unsecured clain) to elevate its claimto adm nistrative or
secured status in bankruptcy would give it a windfall.

There is another basis for our conclusion. Even if
Al'l egi ance were entitled to a lien on the inventory pursuant to
section 546(c), the Debtor could have stripped that |ien pursuant

to section 506(a) & (d) because (after considering the superior
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lien of First Union), there would be no equity in the inventory
on which the reclanation creditor’s lien could attach. See

Harnmon v. United States, 101 F.3d 574, 582 (10th Gr. 1996)(“the

wei ght of authority suggests that lien-stripping is permssible
in Chapter 11").

The Court in ECX adopted a simlar analysis in concluding
that a reclamation creditor’s rights are cut off where the
floating lien exceeds the value of the goods in question.

I f the Uniform Conmercial Code, rather than
giving a right to reclaim instead gave the
seller a junior lien on the property sold,
the seller’s lien in bankruptcy would only
exi st to the extent that the value of the
prior lienholder’s collateral exceeded the
anount of the prior lienholder’s claim |If

t he amount of the prior lienholder’s security
i nt erest exceeded the value of the security,
the seller’s Iien would have no value. The
rights of a reclaimng seller under U C. C

§ 2-702 . . . have a lower status than that
of a junior lien creditor and consequently a
reclaimng seller’s rights have no value if
the floating lien, to which those rights are
inferior, exceeds the value of the

l'i enhol der’ s collateral. 1In those

ci rcunstances, the lienholder’s rights would
be “cut off.”

62 B.R at 323.

Thus, we conclude that where a secured creditor has a
floating lien on all of a debtor’s inventory and its claim
exceeds the value of the inventory, a creditor’s reclanation

right is valueless and the reclamation creditor is not entitled

13



to receive an adm nistrati ve or secured clai munder section

546(c) (2).

B. | ssue of Di sputed Fact

Summary judgnent is appropriate only if there are no genui ne
i ssues of material fact and the noving party is entitled to

judgnent as a matter of |aw. Robeson Indus. Corp. v. Hartford

Accident & Indemity Co. (In re Robeson Indus. Corp.), 178 F. 3d

160, 164 (3d Cir. 1999). Modtions for summary judgnment nay be
supported by affidavits attesting to facts that the affiant is
conpetent to testify to and that are adm ssible. The party
opposi ng summary judgnent may submt opposing affidavits. See,
e.qg., Fed.R Cv.P. 56(e), incorporated by reference by
Fed. R Bankr.P. 7056. \Were a notion for summary judgnent is
supported by affidavits, the party opposing the notion nay not
rest upon nmere allegations or denials in its pleadings but nust,
by affidavit, set forth specific facts showing that there is a
genui ne issue for trial. 1d.

In this case, the Debtors submtted an Appendi x in support
of their nmotion for summary judgnent which included various First
Uni on | oan docunents and an affidavit of their Chief Executive
Oficer, P. Mchael Autry, dated July 20, 2000. That affidavit
states (in the present tense) that “[t]he anpbunt of First Union’s

lien exceeds the value of all goods in the debtors’ possession.”
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This Affidavit was dated July 20, 2000, sixteen nonths after the
recl amati on denmand.

Al t hough we conclude that the Debtors are correct in their
anal ysis of section 546(c), we are unable to grant their notion
for sunmary judgnment because we conclude that there is a disputed
i ssue of material fact: nanely, whether First Union’s claim
exceeded the value of the inventory at the tine the reclamation

denmand was made. See, e.qg., Video King, 100 B.R at 1014

(concluding that the rights of the reclaimng creditor nust be
determned at the time the reclanmation demand is nade).
Significantly, in the intervening sixteen nonths, the Debtors
have |iquidated alnost all of their assets. The Affidavit is
insufficient to support a finding that the First Union claim
exceeded the value of the Debtors’ inventory at the tinme of the
recl amati on demand. Thus, although All egi ance has not submtted
a counter-affidavit, the Debtors’ affidavit is insufficient to

support its notion for sunmary judgnent.

C. Col | ateral estoppel

The Debtors al so argue that the final DI P financing O der
collaterally estops Allegiance fromasserting its entitlenment to
an admnistrative or secured claim They note that, in the final
DI P financing order, the Court nmade a finding that First Union

held a senior lien on all assets of the Debtors.
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That Order is not inconsistent with the assertions of
Al'l egi ance. All egi ance concedes that First Union’s |ien on
inventory is superior to its rights as a reclanmation creditor
pursuant to section 2-702 of the UCC. However, to the extent
that First Union's claimdoes not exceed the value of the
i nventory, Allegiance asserts it is entitled to reclaimthe
i nventory (or be granted an administrative or secured claimin
the inventory or other assets). This is not inconsistent with
the DI P Order.

Further, the DIP Order was entered on April 30, 1999, after
Al'l egi ance made its reclamati on demand on March 22, 1999, and
thus perfected any rights it had in the inventory. The DIP Oder
did not purport to decide at that tine that Allegiance’ s claim
was extinguished, only that First Union’s lien was superior. It
does not collaterally estop All egiance frompursuing its

conpl ai nt.

V. CONCLUSI ON

For the foregoing reasons, we conclude that a reclamation
claimant is not entitled to receive admnistrative or secured
priority for its claimpursuant to section 546(c)(2) where the
Debtors’ inventory is subject to a floating |lien which exceeds
the value of the inventory. However, because there renains a

guestion of fact whether the value of the inventory exceeded the

16



value of First Union’s lien as of the date that the reclamation
demand was made, we cannot grant the Debtors’ notion for sumary
j udgnent .

An appropriate order is attached.

BY THE COURT:

Dat ed: January 26, 2001

Mary F. Walrath
Uni ted States Bankruptcy Judge
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IN THE UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF DELAWARE

I N RE: Chapter 11

Case Nos. 99-615 (MFW
t hrough 99-622 (MFW and
Case No. 98-2623 (MW

PRI MARY HEALTH SYSTEMS, | NC.,
et al.,

Debt or s.

(Jointly Adm ni stered Under
Case No. 99-615 (MFW)
ALLEG ANCE HEALTHCARE
CORPORATI ON,

Plaintiff,
V. Adversary No. 99-554 (MFW
PRI MARY HEALTH SYSTEMS, | NC.,

PHS MI. SINAI and PRI MARY
HEALTH SYSTEMS OF CHI O L. P.

N N N N N N N ! N e N N N N e N e e e

Def endant s.

ORDER
AND NOW this 26th day of JANUARY, 2001, upon consideration
of the Debtors’ Mdtion for Sunmmary Judgnent, it is hereby
ORDERED t hat the Debtors’ Mtion is DENTED, and it is
further
ORDERED that a further pre-trial conference is schedul ed for

Thur sday, February 15, 2001, at 11:30 a.m

BY THE COURT:

Mary F. Walrath
Uni ted States Bankruptcy Judge
cc: See attached
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