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The Seventh Circuit’s decision in In re Kmart Corp.' (“Kmart”) and
other recent decisions from courts around the country have intensified the
debate regarding whether a bankruptcy court has the authority to allow a
debtor to pay prepetition unsecured claims outside the context of a con-
firmed plan of reorganization. The recent backlash against the payment of
prepetition claims of “critical vendors” is a direct result of the fact that
courts are routinely granting “critical vendor” motions, often with very
little evidentiary basis for such extraordinary relief. Upon the filing of a
case, it is also not uncommon for debtor’s counsel to receive unsolicited
calls from vendors asking how they too can get on the “critical vendor”
list. Much in the same way as the Third Circuit’s decision in /n re
O’Brien Environmental Energy* resulted in more rigorous scrutiny of
break-up fees in the context of Section 363 asset sales, the Seventh Cir-
cuit’s Kmart decision is likely to have the same effect on “critical ven-
dor” motions.

Much of the debate has focused upon whether there is statutory author-
ity in the Bankruptcy Code for the Necessity of Payment Rule—the theo-
retical underpinning for the payment of “critical vendors.” Critics of the
Necessity of Payment Rule stress the fact that the Bankruptcy Code does
not contain any specific provision authorizing payment of prepetition
claims outside of a plan of reorganization. However, critics ignore the
fact that, at the commencement of Chapter 11 bankruptcy cases, courts
routinely authorize the payment of prepetition claims of parties other
than trade creditors. The filing of virtually every Chapter 11 bankruptcy
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case is accompanied by a motion authorizing the debtor to pay prepeti-
tion claims owed to employees, including unpaid wages and business ex-
penses, and to honor prepetition employee benefit plans. Similarly, many
debtors seek first day orders authorizing them to honor customer pro-
grams including prepetition warranties, deposits, and other practices de-
signed to convey to customers that the debtor will operate “business as
usual” during the Chapter 11 process. In light of the attention drawn to
“critical vendor” motions, it is surprising that these other first day orders
do not attract nearly the same level of opposition. Critics of the Necessity
of Payment Rule attempt to distinguish these cases by arguing that the is-
sue is merely one of timing, as many of these claims enjoy priority under
Section 507 of the Bankruptcy Code and such claims must be paid in full

prior to the payment of general unsecured claims.? That distinction, how-
ever, is unpersuasive since the debtor’s ability to satisfy priority claims at
all is often unknown when such motions are granted. This is especially
true in the not so uncommon case where the prepetition lender is underse-
cured and is not likely to be paid in full. The argument also fails because
many routine employee wage motions seek authorization to pay claims
which exceed the statutory priority cap or are not priority claims at all
(i.e., reimbursement of business expenses).

Prepetition claims of employees are not the only claims which are of-
ten authorized for payment at the beginning of a case. Many postpetition
financing orders contain mechanisms pursuant to which proceeds of post-
petition financings are used first to pay prepetition claims. The effect of
such practice is to convert prepetition secured claims into postpetition se-
cured claims enjoying superpriority administrative status which must be
paid in full, and ahead of other administrative claims, as a condition of
confirmation of a plan of reorganization. Such provisions in financing or-
ders are often the subject of negotiation with creditors’ committees; how-
ever, if the committee ultimately concludes that the debtor requires post-
petition financing to continue operating, and such financing is not avail-
able from a source other than the existing lender, it is likely that some
form of a debt-rollover will be approved as part of a comprehensive fi-
nancing package.

While people can debate whether or not the Necessity of Payment Rule
survived the codification of the Bankruptcy Code or whether the Bank-
ruptcy Code provides an independent basis to support preplan payment of
prepetition claims, the practical reality is that courts must have the flexi-
bility to deal with those rare situations where a creditor exerts its leverage
over the debtor and the debtor has no legal mechanism to compel the
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creditor to continue trading with the debtor. Accordingly, rather than fo-
cus on whether there is any authority to permit payment of prepetition
claims outside the context of a plan, the courts should fashion clear, ob-
jective, rigorous standards which a debtor would have to meet to obtain
such extraordinary relief. Part I of this Article briefly examines the histor-
ical underpinnings of the Necessity of Payment Rule. Part II reviews the
various provisions of the Bankruptcy Code that are often cited as support
for the payment of prepetition claims prior to confirmation of a plan. Part
IIT critiques the dominant argument against the practice—that it frustrates
the goal of “equality of distribution.” Part IV discusses judicial attempts
to articulate uniform guidelines in the application of the Necessity of
Payment Rule and offers suggestions for other procedural and substantive
safeguards which can be used to appropriately balance the interests of
creditors and debtors.

I The Historical Underpinnings of the Necessity of Payment
Rule.

A court’s authority to authorize the payment of debts incurred prior
to the appointment of an equity receiver dates back to the United States
Supreme Court’s decision in Miltenberger v. Logansport, C. & S. W. R.

Co.*. In Miltenberger, the Supreme Court established the principle that
a court has the authority to grant an equity receiver discretion to pay
preexisting debts “necessary and indispensable” to the continued opera-
tion of the business as part of the receiver’s general duty to protect and
preserve property under their charge. The Necessity of Payment Rule,
as it came to be known, was frequently applied by the Supreme Court in
the decades following Miltenberger and became part of equity receiver-
ship jurisprudence.’

Whether the Necessity of Payment Rule applied to non-railroad reor-
ganizations is not entirely clear. Dudley v. Mealey® is often cited by pro-
ponents to support the application of the Necessity of Payment Rule be-
yond railroad reorganizations. In Dudley, the Second Circuit, during the
course of its opinion reversing confirmation of a plan, discussed whether
a reorganization plan could grant a preference to unsecured creditors who
had furnished supplies to the hotel prior to the appointment of a receiver.
The court ultimately concluded that a receiver’s authority to pay debts in-
curred prior to the appointment of the receiver was not limited to railroad
cases; however, the court did not reference the Necessity of Payment
Rule or cite Miltenberger, but instead discussed cases that applied the
“Six Months Rule.” The “Six Months Rule,” unlike the Necessity of Pay-
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ment Rule is a rule about priorities and provided that certain expenses in-
curred during the six months preceding the appointment of the receiver
were entitled to priority. Unlike the Necessity of Payment Rule, the “Six
Months Rule” was codified in Section 77B of the Bankruptcy Act and lat-

er in Section 1171(b) of the Bankruptcy Code’. Critics of the Necessity
of Payment Rule argue that Dudley v. Mealey was not a case about the
Necessity of Payment Rule. Accordingly, the absence of any reported de-
cision applying the doctrine outside the context of railroad cases, coupled
with Congress’s decision to codify only the “Six Months Rule” in the
Bankruptcy Code, conclusively establishes that the Necessity of Payment
Rule has no vitality under the Bankruptcy Code. The counter to this argu-
ment is that railroad reorganizations and traditional equity powers exer-
cised by receivers are the bedrock upon which the Bankruptcy Act of
1933 and 1934, the Chandler Act of 1938, and the Bankruptcy Code are
based. As Congress took its cues from railroad reorganizations in enact-
ing bankruptcy legislation, it would be inappropriate to reject the Neces-
sity of Payment Rule without a clear indication from Congress that it in-
tended to do so. Moreover, proponents contend that the Congress’s deci-
sion to restrict the “Six Months Rule” to railroad reorganizations without
a corresponding restriction of the Necessity of Payment Rule demon-
strates that the doctrine is not so limited.

Both sides do agree, however, that the Bankruptcy Code does not spe-
cifically mention the Necessity of Payment Rule and does not contain a
specific provision permitting or prohibiting the payment of prepetition
claims outside of a plan of reorganization. On several recent occasions,
the Supreme Court has stressed that the “normal rule of statutory con-
struction is that if Congress intends for legislation to change the interpre-
tation of a judicially created concept, it makes that intent specific. The
[U.S. Supreme] Court has followed this rule with particular care in con-

struing the scope of the Code.”® Accordingly, if one views the Necessity
of Payment Rule as engrained in pre-Code jurisprudence, then it may be
ignored only if the Bankruptcy Code evidences Congress’s clear intent to
do so. Conversely, if the Necessity of Payment Rule is merely an anti-
quated doctrine which, at most, had limited application to railroad cases
before Congress adopted the nation’s first uniform bankruptcy laws, then
the lack of clear authority in the Bankruptcy Code to support the practice

may be fatal.’
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IL. The Bankruptcy Code Supports the Payment of General
Unsecured Claims Prior to Plan Confirmation Under
Certain Circumstances.

Separate and apart from whether the Necessity of Payment Rule sur-
vived codification of the Bankruptcy Code, proponents argue that several
sections of the Bankruptcy Code authorize the pre-plan payment of gen-
eral unsecured claims.

A. Section 105, In Conjunction With Other Provisions of the
Bankruptcy Code, Can Support the Pre-Plan Payment of
Prepetition Claims.

Section 105(a) of the Bankruptcy Code provides, in pertinent part,
that: “the Court may issue any order, process, or judgment that is neces-
sary or appropriate to carry out the provisions of this title.” (emphasis
added). The Supreme Court has repeatedly admonished that “when the
statute’s language is plain, ‘the sole function of the courts’, at least where
the disposition required by the text is not absurd, ‘is to enforce it accord-
ing to its terms.””'” Congress’s choice of words in Section 105—"any,”
“necessary,” “appropriate,” “carry out,” “provisions of this title”—all sug-
gest that Congress intended an expansive interpretation of the section
which would not hamstring the courts in addressing issues which arise in
bankruptcy cases.

Several courts find authority in Section 105 for the payment of prepeti-
tion claims outside of a plan without resort to other sections of the Bank-
ruptcy Code. These courts generally reason that Section 105 can be used
to further the general policy provisions of Title 11 which include (1) “to
permit the successful rehabilitation of debtors,”'! and (2) to “preserv[e]

going concerns and maximiz[e] property available to satisfy creditors.”"?
Thus, Section 105(a) empowers the bankruptcy court to authorize pay-
ment of prepetition claims when such payments are essential to ensure
the survival of the debtor pending its reorganization, which, in turn, will
enhance the probability of maximizing the value of estate assets and ulti-

mately, return to creditors."?

Critics argue that Section 105 can only be used to implement specific
provisions of the Bankruptcy Code. This argument proves too much. Sec-
tion 105 would be rendered superfluous if there was already a specific
provision in the Bankruptcy Code authorizing the action. Rather, provid-
ed that there is a bridge from Section 105 to another provision of the
Bankruptcy Code and the proposed action is necessary to carry out the



78 JOURNAL OF BANKRUPTCY LAW AND PRACTICE [VOL. 13]

policies of Chapter 11, a court should find authority to take certain ac-

tion."* As discussed below, several provisions of the Bankruptcy Code
provide courts with such a bridge to support payment of prepetition
claims outside of a plan.

B. Sections 1107 and 1108

Recently, a court has found sufficient authority in Sections 1107 and
1108 of the Bankruptcy Code to authorize payment of prepetition claims
if necessary to enable the debtor to fulfill its fiduciary duty to maximize
creditor recoveries through the debtor’s continued operation. Under Sec-

tion 1107, a debtor in possession has the powers of a trustee.'” Section
1108 provides that “unless the court, on request of a party in interest and
after notice and a hearing, orders otherwise, the trustee may operate the

debtor’s business.” In In re CoServ,L.L.C.,'® the court reasoned that pay-
ment of prepetition claims may, on occasion, be the only way to satisfy a
debtor in possession’s fiduciary duty to protect and preserve the estate.
Examples cited by the CoServ court included foreign creditors beyond
the jurisdiction of the bankruptcy court, prepetition warranty or refund
claims of customers and prepetition claims necessary to preserve a debt-
or’s license from revocation by the state’s police powers. The CoServ

court concluded that:'”

It may be that payment of a prepetition unsecured claim is the only
means to effect a substantial enhancement of the estate, and here,
too, payment would be justified. These are simply examples of
claims that might require satisfaction for the debtor in possession to
perform its fiduciary obligations. In such instances it is only logical
that the bankruptcy court be able to use Section 105(a) of the Code
to authorize satisfaction of the prepetition claim in aid of preserva-
tion or enhancement of the estate.

C. Section 363.

Section 363(b)(1) of the Bankruptcy Code provides that “[t]he trustee,
after notice and a hearing, may use, sell, or lease, other than in the ordi-
nary course of business, property of the estate.” Section 363(b)(1) was
first cited as authority for pre-plan payment of prepetition claims by the
Bankruptcy Court for the Southern District of New York in /n re lono-
sphere Clubs, Inc.'® The language of Section 363(b)(1) is broad enough
to make a payment to prepetition creditors if necessary to aid in the debt-
or’s reorganization. While the Seventh Circuit in Kmart ultimately con-
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cluded that the Bankruptcy Court erred in authorizing the payment of
prepetition claims pursuant to the “critical vendor” motions filed at the
beginning of the bankruptcy case, it did leave open the possibility that,
under appropriate circumstances, Section 363 could be used to support
pre-plan payments. After rejecting Sections 105, 364 and 503(b)(1) as
providing sufficient authority for the Necessity of Payment Rule, the Sev-

enth Circuit turned to Section 363:"°

[Use of Section 363] is more promising, for satisfaction of a pre-pe-
tition debt in order to keep “critical” supplies flowing is a use of
property other than in the ordinary course of administering an estate
in bankruptcy. Capital Factors insists that Section 363(b)(1) should
be limited to the commencement of capital projects, such as build-
ing a new plant, rather than the payment of old debts—as paying ven-
dors would be “in the ordinary course” but for the intervening bank-
ruptcy petition. To read Section 363(b)(1) broadly, Capital Factors
observes, would be to allow a judge to rearrange priorities among
creditors (which is what a critical-vendors order effectively does),
even though the Supreme Court has cautioned against such a step.
See United States v. Reorganized CF&I Fabricators of Utah, Inc.,
518 U.S. 213 (1996); Noland, supra. Yet what these decisions prin-
cipally say is that priorities do not change unless a statute supports
that step; and if Section 363(b)(1) is such a statute, then there is no
unsuperable problem. If the language is too open-ended, that is a
problem for the legislature. Nonetheless, it is prudent to read, and
use Section 363(b)(1) to do the least damage possible to priorities
established by contract and by other parts of the Bankruptcy Code.
We need not decide whether Section 363(b)(1) could support pay-
ment of some pre-petition debts, because this order was unsound no
matter how one reads Section 363(b)(1).

The foundation of a critical-vendors order is the belief that vendors
not paid for prior deliveries will refuse to make new ones. Without
merchandise to sell, a retailer such as Kmart will fold. If paying the
critical vendors would enable a successful reorganization and make
even the disfavored creditors better off, then all creditors favor pay-
ment whether or not they are designated as “critical.” This suggest a
use of Section 363(b)(1) similar to the theory underlying a plan
crammed down the throats of an impaired class of creditors: if the
impaired class does at least as well as it would have under a Chapter
7 liquidation, then it has no legitimate objection and cannot block
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the reorganization. See generally, Bank of America v. 203 N. LaSalle
St. Partners, 526 U.S. 434 (1999). For the premise to hold true, how-
ever, it is necessary to show not only that the disfavored creditors
will be as well off with reorganization as with liquidation—a demon-
stration never attempted in this proceeding—but also that the suppos-
edly critical vendors would have ceased deliveries if old debts were
left unpaid while the litigation continued. If vendors will deliver
against a promise of current payment, then a reorganization can be
achieved, and all unsecured creditors will obtain its benefit, without
preferring any of the unsecured creditors.

As stated by the Seventh Circuit, critics challenge use of Section 363
as support for “critical vendor” motions because payment of trade ven-
dors is not an “out of the ordinary course” transaction for which authority
under Section 363 may be obtained. That argument does not withstand
scrutiny. Bankruptcy cases are replete with examples of use of Section
363 as authority to support transactions that could be considered “ordi-
nary course” outside of bankruptcy. For example, Section 363 is primary
authority use to support the continued honoring of customer programs
and practices. Section 363 is also cited as authority to support implemen-
tation of senior management incentive-based compensation and the con-
tinued use of a debtor’s prepetition cash management system. While
those types of motions are sometimes opposed, rarely are they opposed
on the grounds that Section 363 does not authorize such “ordinary

course” transactions.?”

D. Section 364.

Section 364 of the Bankruptcy Code authorizes a debtor to obtain un-
secured credit on such terms as the bankruptcy court, after notice and a
hearing, may allow. Section 364 provides:

(a) If the trustee is authorized to operate the business of the debtor
under section... 1108... of this title, unless the court orders other-
wise, the trustee may obtain unsecured creditor and incur unsecured
debt in the ordinary course of business allowable under section
503(b)(1) of this title as an administrative expense.

(b) The court, after notice and a hearing, may authorize the trustee to
obtain unsecured credit or to incur unsecured debt other than under
subsection (a) of this section, allowable under section 503(b)(1) of
this title as an administrative expense.
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Section 364 is intended to encourage post-bankruptcy lending to facili-
tate a debtor’s reorganization efforts. A trade creditor who extends post-
petition credit is granted an administrative expense for his post-bankrupt-
cy shipments as an incentive to extend credit. In some instances, howev-
er, an administrative expense claim might not be sufficient to induce a
creditor to ship essential goods and services and that trade creditor may
insist on more lucrative credit terms, such as COD payment, payment as-
sured through a standby letter of credit, or by granting a security interest.
It may also, however, be necessary and/or desirable to simply pay the
prepetition invoices to induce the trade creditor to extend postpetition
credit. In this instance, Section 364 authorizes the payment as a part of a
financing package.

If a trade creditor agreed to extend unsecured credit to a debtor and re-
quested 15% interest on the credit extended, a court would have no trou-
ble finding that it had the authority to approve such a financing package.
What is the difference if, in lieu of seeking interest, the debtor wants to
retire a portion of its prepetition debt to that creditor? In fact, the latter al-
ternative actually benefits the debtor’s creditors by reducing outstanding
debt while the first option depletes the estate by the payment of interest.
Section 364 does not contain any restrictions on what type of incentives
may be provided to parties in order to induce them to provide a debtor
with financing. The Seventh Circuit in Kmart specifically rejected Sec-
tion 364 as providing authority for critical vendor orders holding that
Section 364 “authorizes the debtor to obtain credit (as Kmart did) but has
nothing to say about how the money will be disbursed or about priorities
among creditors.” The Seventh Circuit also reasoned that a debtor that
has obtained debtor in possession financing should either be able to pay
the critical vender COD or obtain authority from the debtor in possession
lender to create a superpriority “vendor’s lien” or letter of credit to allevi-

ate the critical vendor’s concerns.?! While those alternative solutions are
theoretically possible, they are often times difficult to implement and
may not convince a truly critical vendor to continue transacting business
with the debtor.

Notwithstanding Kmart, other courts have relied upon Section 364 as
authority for the pre-plan payment of the prepetition debts of certain crit-
ical vendors. In In re Payless Cashways, Inc.*, the bankruptcy court held
that Section 364 authorizes the payment of the prepetition invoices if the
vendors agreed to extend postpetition unsecured credit on certain terms
to the debtor. The debtor, a retailer of building materials, sought to pro-
vide certain lumber suppliers with an administrative claim equal to 90%
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of the amount of their prepetition claims if they provided the debtor with
postpetition credit. The court granted the motion over the objection of the
United States Trustee. Initially, the court noted that the Bankruptcy Code
does not prohibit the payment of prepetition claims. Section 549, which
authorizes a Chapter 7 trustee to set aside postpetition payments of prepe-
tition claims not authorized by the court, implicitly recognizes that, under
certain circumstances, payment of prepetition claims may be appropriate.
The court then recognized that Section 364(b)’s grant of authority to al-
low a debtor to obtain credit out of the ordinary course of business and al-
lowable as an administrative expense, authorized payment of prepetition
claims provided the debtor could meet the following six-part test:

(1) did the debtor comply with Bankruptcy Rule 4001;
(2) was the transaction negotiated at arms length;

(3) is the borrowing critical to the future of the business, given the con-
dition of the business at the time the motion is heard and the status
of the debtor’s other postpetition financing, if any;

(4) does the transaction confer a benefit on the estate and its creditors,
not just the critical vendors;

(5) are the interested parties represented and, if not, what is the level of
sophistication of unrepresented parties;

(6) what is the extent of support from the creditor body?

Critics argue that payment of prepetition claims under the guise of
Section 364 is analogous to cross-collateralization of postpetition financ-
ing with prepetition collateral. Courts, however, have not uniformly re-
jected cross-collateralization as an appropriate incentive in those circum-
stances where a debtor is unable to obtain financing to sustain
operations®. In fact, prepetition debt rollovers, a common part of many
debtor in possession financing orders, are often approved with the sup-
port of the unsecured creditors’ committee.

E. Section 507 Does Not Limit Administrative Claims to
Postpetition Claims.

In Kmart the debtor argued that payment of prepetition claims can con-
stitute an administrative expense if they are necessary to preserve the es-
tate. Section 503(b) provides that, “after notice and a hearing, there shall
be allowed administrative expenses... including—the actual, necessary
costs and expenses of preserving the estate, including wages, salaries or
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commissions for services rendered after the commencement of this

case.”** The first clause of Section 503(b)(1) limits administrative claims
to those that are “actual, necessary costs and expenses of preserving the
estate.” That language does not limit those costs to postpetition costs.
While the statute goes on to say that administrative claims include “wag-
es, salaries or commissions for services rendered after the commence-
ment of the case,” the language, rather than being limiting, is inclusive.
The Seventh Circuit, however, rejected this argument, stating, “Section
503, which deals with administrative expenses is similarly irrelevant. Pre-
filing debts are not administrative expenses; they are the antithesis of ad-
ministrative expenses... Treating pre-filing debts as ‘administrative’
claims against the post filing entity would impair the ability of bankrupt-

cy law to prevent old debts from sinking a viable firm.”*®

I1. Equality of Distribution—While an Important Principal-Is
Not Absolute and Does Not Conflict With Recognition of the
Necessity Doctrine.

The principal argument advanced by critics of the Necessity of Pay-
ment Rule is that it undermines the principle of equality of distribution
which is fundamental to the Bankruptcy Code. This argument is flawed
for several reasons.

A. The Necessity of Payment Rule is Not a Rule About
Priorities.

The Necessity of Payment Rule is not, strictly speaking, a rule about
priorities; rather, it is a rule that gives a debtor discretion, under appropri-
ate circumstances, to pay prepetition claims. The Supreme Court and sev-
eral circuit courts have consistently stated that a creditor may not invoke
the Necessity of Payment Rule as a basis for having their claims paid

ahead of other claims.?®

Critics contend that recognition of the Necessity of Payment Rule re-
sults in the categorical subordination of claims prohibited by the Su-

preme Court in U.S. v. Reorganized CF & I Fabricators of Utah, Inc.*’

and U.S. v. Noland.?® In those cases, the Supreme Court ruled that it was
error for a bankruptcy court to approve the categorical subordination of
unsecured tax penalty claims to other general unsecured claims without
any showing of special circumstances. Critical vendor orders, however,
do not seek to categorically place certain claims ahead of others by the
very nature of their claims. Rather, the specific circumstances surround-
ing each claim is evaluated to determine whether such circumstances jus-
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tify providing the debtor with discretion to satisfy those claims in full or
in part outside the context of a Chapter 11 plan.?

B. The Bankruptcy Code Only Prohibits “Unfair
Discrimination” Among Creditors of Equal Priority.

The Supreme Court has recognized, as does the Bankruptcy Code, a
debtor’s ability to provide different treatment of claims of like priority in
appropriate circumstances. Rather than a bright line rule, differential
treatment is authorized provided that the disparate treatment does not

amount to unfair discrimination.*® In Mason v. Paradise Irr. Dist.,*' the
Supreme Court affirmed confirmation of a plan that provided preferential
treatment to a creditor who provided the debtor with funds to refinance
certain obligations. In ruling that these circumstances justified differen-

tial treatment, the Supreme Court reasoned:*

But as we have seen, he who furnishes new capital to a distressed
enterprise has long been accorded preferred treatment. The Recon-
struction Finance Corporation contributes something that Mason
does not. It furnishes the underwriting which makes the refinancing
possible. It gives something of value for the preferred treatment
which it receives. The other security holders of the same class give
nothing new. That difference warrants a difference in treatment
(case citations omitted). The plan, of course, must be fair and equita-
ble and it must “not discriminate unfairly “ in favor of any creditor.

Section 1122 of the Bankruptcy Code governs a debtor’s classification

of claims under a plan.*® Section 1122 does not require similar claims to
be put in the same class and treated the same; rather, Section 1122 only
prohibits dissimilar claims from being classified together. A debtor has
discretion to classify similar claims separately if the classification is not
designed to gerrymander and there are “good business reasons” to do

s0.* In In re Ionosphere Clubs, Inc., the court reasoned as follows:*

Furthermore, even in the context of reorganization, a majority of
both cases and commentators have rejected the concept that all cred-
itors of equal rank must receive equal treatment. Section 1123 of the
Code does require the same treatment for each claim or interest of a
particular class. However, it does not automatically follow that all
creditors of equal rank must be treated alike. Section 1123 is only
relevant in the context of Section 1122 which provides, in relevant
part, that a plan may place a claim or an interest in a particular class
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only if such claim or interest is substantially similar to the other
claims or interests of such class.

Cases interpreting the classification and treatment provisions of Sec-
tion 1122 and 1123 of the Code, and their predecessor provisions
under the Bankruptcy Act, have held that a debtor may place claim-
ants of the same rank in different classes and thereby provide differ-
ent treatment for each respective class.

Section 1129 of the Bankruptcy Code specifically permits a plan to
treat similar claims differently provided that it does not amount to “unfair

discrimination.”*® There are many decisions permitting differential treat-
ment based upon the contribution of a creditor to the reorganization ef-

fort.>’

If a plan may provide better treatment to creditors who facilitate the
debtor’s reorganization, why shouldn’t the debtor be able to accomplish
the same thing in the context of approval of critical vendor motions? The
response often given to this question is that a plan contains certain proce-
dural safeguards which are not present in the context of expedited motion
practice. As discussed below, courts can address the procedural concerns
raised by critical vendor motions by implementing certain safeguards de-
signed to provide parties with adequate notice of the issuance of critical
vendor orders. Moreover, since only a rejecting class of creditors can
raise an “unfair discrimination” objection to confirmation, it is inappro-
priate for a single creditor to prevent the functional equivalent at the early
stages of the bankruptcy case especially where the creditors committee
supports the debtor’s desire to pay select prepetition claims to facilitate
reorganization.

C. “Equality of Distribution,” While Perhaps Paramount in a
Chapter 7 Case, Is Overshadowed by the Goal of
“Rehabilitation of the Debtor” In the Chapter 11 Context.

Nobody questions that two overriding principals under the Bankruptcy
Code are “equality of distribution” and “rehabilitation of the debtor”. The
issue is what should occur when these principals are in tension as is the
case with attempts to authorize prepetition claims outside of a plan. The
answer may be different depending upon whether the goal of the bank-
ruptcy case is a financial reorganization or a liquidation. In refusing to
rule that cross-collateralization is impermissible per se, under Section
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364 of the Bankruptcy Code, the Ninth Circuit in /n re Adams Apple, rec-
ognized the tension of these competing principles:*®

First, appellants claim that the cross-collateralization clause violates
a fundamental tenet of bankruptcy law that like creditors must be
treated alike. This argument is simply a restatement of their general
assertion that cross-collateralization clauses are illegal per se. It is
flawed because the “fundamental tenet” conflicts with another “fun-
damental tenet”—rehabilitation of debtors, which may supersede the
policy of equal treatment. Cases have permitted unequal treatment
of pre-petition debts when necessary for rehabilitation in such con-
texts as (i) pre-petition wages to key employees; (ii) hospital mal-
practice premiums incurred prior to filing; (ii1) debts to providers of
unique and irreplaceable supplies; and (iv) peripheral benefits under
labor contracts.

I11. The Focus of the Debate Should be on When—Not If-a Court
Can Authorize the Payment of Prepetition Claims Outside of
a Plan.

Courts could advance the discourse regarding the Necessity of Pay-
ment Rule by establishing clear uniform guidelines regarding the circum-
stances under which the debtor may be allowed to pay prepetition claims
outside the context of a plan. The current patchwork of decisions
throughout the country and the varying degrees that some courts autho-
rize the practice are factors in a debtor’s decision on where to file its
bankruptcy case, and is also an impediment to a debtor’s ability to nor-
malize relationships with trade creditors postpetition. While critics con-
tend that a bright line rule rejecting the pre-plan payment of unsecured
claims under any circumstance will reduce the expectations of trade cred-
itors and eliminate the problem altogether, that view is naive. Trade cred-
itors are creative and will find ways to obtain repayment of their prepeti-
tion claims by, among other things, increasing the cost of product shipped
postpetition. A categorical rejection of the practice will drive the practice
underground where it will be virtually impossible for creditors or the
debtor to exercise any real degree of control.

The majority of reported decisions contain very little guidance as to
the circumstances under which courts should grant critical vendor mo-
tions; rather, the decisions contain conclusory language which is difficult
to apply. In In re Structurlite Plastics Corp.,*® the court established a
two-part-test to determine if the payment was “absolutely vital” and
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could be approved under the Court’s general equitable powers of Section
105(a): (1) absent payment, would the debtor’s rehabilitative attempt
have to be “immediately aborted?”’; (2) would authorizing the payment
create the greatest likelihood of payment to creditors in full or at least

proportionately?*’ In In re Eagle-Picher Industries, Inc.,*' the bankruptcy
court held that all that is required is a showing that payment is “necessary
to avert a serious threat to the Chapter 11 process.” Similarly, in In re

UNR Industries, Inc.,** the court held that the Necessity of Payment Rule
authorized the payment of prepetition claims “as long as payment of
those claims will help to stabilize the debtors’ business relationships

without significantly hurting any party.”*

Recently, in In re CoServ,**, the Bankruptcy Court for the Northern
District of Texas articulated a four-part test to govern requests for approv-
al of critical vendor motions. First, the debtor would need to demonstrate
that “dealing with the claimant is virtually indispensable to profitable op-
erations or preservation of the estate.” Presumably, this would cover ap-
proval of prepetition customer programs and sole suppliers of goods to
the debtor. On the other hand, the mere inconvenience or potential de-
crease in profitability if alternative vendors were used would likely not
suffice. Second, the “failure to deal with the claimant risks probable harm
or eliminates an economic advantage disproportionate to the amount of
the claim.” The court said a debtor could meet this prong of the test by
showing either “meaningful economic gain to the estate” or “serious eco-
nomic harm will be avoided through payment of the prepetition claim.”
Third, there must not be any “practical or legal alternative to payment of
the claim.” In other words, if the non-debtor can be forced to continue
providing goods and services pursuant to an executory contract or is
within the reach of the court’s jurisdiction and its refusal to deal with the
debtor amounts to a violation of the automatic stay, this prong would not
be satisfied. The court also alluded to the ability to provide the creditor
with alternative security for the payment of its postpetition claims such as
deposits or COD terms. It is unclear, however, whether a creditor’s refus-
al to deal with the debtor, even assuming those other assurances are avail-
able, would be fatal if the other prongs of the test are satisfied. Lastly, the
debtor must demonstrate that “payment is the only alternative.” It is un-
clear, however, what this last prong adds to the standard.

In Kmart, the Seventh Circuit left open the possibility of approving
payment of prepetition claims under Section 363 if the debtor can dem-
onstrate that paying the critical vendors would enable a successful reor-
ganization and that creditors will be better off with a reorganization rath-



88 JOURNAL OF BANKRUPTCY LAW AND PRACTICE [VOL. 13]

er than a liquidation. The Kmart test, however, may be tantamount to a
rejection of the payment of prepetition claims as a practical matter. This
is because while a debtor may, in limited circumstances, demonstrate that
its business cannot be sustained without the critical vendor, the converse
is not necessarily true—that payment of the creditor will lead to a success-
ful reorganization. Similarly, it may be difficult for the debtor to establish
a causal connection between the payment of such claims and an increase
in distributions unsecured creditors would receive under a plan. This is
especially true in those increasingly common cases where the secured
creditor is significantly undersecured and the case is being prosecuted as
a vehicle to dispose of the debtor’s assets through a Section 363 sale and
the likelihood of any recovery to general unsecured creditors is remote at
best.

Much of the concern with the entry of critical vendor orders stems
from the emergency nature of the requests, the inability to provide ade-
quate notice to parties, and the unrestricted nature of the orders that are
entered. These issues, however, can be addressed short of a bright-line
rule rejecting the practice all together. Similar to guidelines which have
been established by courts throughout the country with respect to postpe-
tition secured financing, courts could establish guidelines addressing the
procedural and substantive aspects of critical vendors’ motions. Such
guidelines could include the following. First, such requests should not be
approved on an emergency basis as part of first day orders; rather, courts
should wait until a creditors’ committee is appointed and has sufficient
time to evaluate the request. If a creditors’ committee, having a fiduciary
duty to general unsecured creditors, determines that preferring certain
unsecured creditors over others is in the best interests of the debtor’s es-
tate and will aid in the debtor’s reorganization, that should mitigate to-
wards granting the motion. Second, notice of the motion should be served
on all creditors and clearly identify that the effect of the motion is to pay
certain claims of unsecured creditors which would not otherwise be paid
prior to confirmation of a plan. Third, the motion should clearly identify
which creditors are covered by the request and the proposed amount to be
paid to each such creditor. Courts should not grant generalized motions
seeking a dollar amount to be used in the debtor’s discretion. Fourth, just
as a creditor must demonstrate the lack of alternatives to support secured
postpetition financing, the motion should contain admissible evidence
that the debtor cannot obtain the goods in question from alternative sup-
pliers, or, if it can, what the added costs would be to the estate if the debt-
or was forced to go elsewhere. Fifth, if the motion is based upon the
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threat of a creditor not to continue transacting business with the debtor
without payment of the prepetition claim, the debtor should submit a dec-
laration from the creditor setting forth such position. Sixth, the motion
should identify the credit terms a vendor must agree to provide as a con-
dition to receiving a payment on account of their prepetition claim and
whether any alternatives exist to provide the creditor with assurances of
postpetition payment. Seventh, the debtor must disclose whether there is
any contractual relationship with the creditor which would legally obli-
gate the creditor to continue doing business with the debtor regardless of
whether the prepetition claim is paid. Lastly, to the extent practicable,
courts should conduct an evidentiary hearing on any critical vendor mo-
tion to determine if the debtor has satisfied its burden of demonstrating
that payment of prepetition claims is in the best interests of the debtor’s
estate.

IV. Conclusion.

Courts must have the flexibility to adequately address real life circum-
stances that threaten to derail reorganization cases. The bargaining lever-
age created by commercial relationships between debtors and certain of
their suppliers are examples of such circumstances. While courts must be
skeptical of conclusory statements that failure to authorize payment of
prepetition claims will be devastating to the success of the reorganization,
appropriate procedures can and should be adopted to carefully balance
the interests of all stakeholders and attempt to harmonize the sometimes
conflicting goals of debtor rehabilitation and equality of treatment.
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