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Is a reclamation notice required if a 
shipper delivers goods despite a demand to 

stop delivery? 

Does the Lenders’ Lien Attach When a Shipper 
Disregards a Demand to Stop Delivery? 

 
What happens if a shipper refuses to honor a seller’s demand to stop delivery of goods in 

transit? Is the seller out of luck, and does the secured lender keep the proceeds of the goods sold 
after the buyer “went chapter 11”? 

 
To learn the answer, stay tuned to the chapter 11 liquidation of retailer Sports Authority 

Holdings Inc. So far, the seller appears to be coming out on top. 
 
The retailer purchased goods on credit from the manufacturer in China. While the goods 

were in transit, the manufacturer learned that the buyer was on the brink of chapter 11. The 
manufacturer sent notices to the shipper demanding that it stop delivery under Section 2-705 of 
Delaware’s Uniform Commercial Code. 

 
Allegedly at the insistence of the retailer, the shipper refused to honor the demand and 

delivered the goods to the retailer. The goods were sold, and the proceeds went to the secured 
lenders.  

 
The seller initiated an adversary proceeding against the bankrupt retailer and the secured 

lenders, seeking a declaration that the goods never became the debtor’s property and that the 
seller’s rights in the goods and proceeds were superior to the rights of the secured lenders. 

 
Of note, the bankruptcy court had approved a typical financing arrangement with a deadline 

for contesting the validity of post-petition liens given to the lenders. By the challenge deadline, 
the seller did not file an objection to the lending arrangement. Nor did the seller file a timely 
reclamation demand. 

 
The secured lenders filed a motion to dismiss but lost in a March 1 opinion by Bankruptcy 

Judge Mary F. Walrath.  
 
The lenders argued that the seller was obliged to file a reclamation demand once the shipper 

refused to honor the stoppage demands. Because the seller waived its reclamation rights, the 
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lenders contended that the seller lost any claims it might have had against them, and particularly 
so because the seller never mounted a timely challenge to the post-petition financing order. 

 
Judge Walrath cited UCC § 2-705(3)(b) as providing that a shipper must hold the goods after 

receipt of a stoppage notice and may deliver them only on instructions from the seller. She said 
that the seller has the right to stop delivery regardless of who has title or the risk of loss. 

 
On the other hand, Judge Walrath cited UCC § 2-702 for the proposition that a seller’s 

remedy is limited to reclamation once the buyer receives the goods. Furthermore, under UCC § 
2-702(3), the seller’s rights are subordinate to the rights of a good faith purchaser, which can 
include a secured lender. In addition, the seller waives reclamation rights absent a timely 
demand. 

 
The seller argued to Judge Walrath that it was not obliged to pursue reclamation rights after 

giving a stoppage demand. 
 
Judge Walrath declined to dismiss the complaint under Rule 12(b)(6) because the seller 

stated a plausible claim. Unlike reclamation rights, she said that “stoppage rights are not subject 
to the rights of a good faith purchaser.” 

 
Citing a Delaware bankruptcy court decision from 2002, she also said that the UCC does not 

permit a sale free of a seller’s right to stop delivery.  
 
Stacking the odds further against the secured lenders, Judge Walrath cited an official 

comment to the UCC § 2-705 as saying that “the seller’s rights in the goods are the same as if he 
had never made a delivery,” after giving an effective stoppage notice. 

 
Judge Walrath also brushed aside the lenders’ argument that the adversary proceeding was an 

untimely objection to the chapter 11 financing order. She said the seller was pursuing a 
declaration that the goods were not property of the estate and was not challenging the validity of 
post-petition liens. 

 
At this stage, Judge Walrath has only denied a motion to dismiss. There is no guarantee the 

result will be the same on a motion for summary judgment. The opinion could be read as a 
suggestion from the bench that the parties should consider settlement. 

 
The opinion does not deal with claims the seller also has against the debtor or the shipper. 
 
The opinion is O2Cool LLC v. TSA Stores Inc. (In re TSAWD Holdings Inc.), 16-51014, 2017 

BL 63563 (Bankr. Del. March 1, 2017). 
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Provision depressing debtor’s income at 
a lease auction is unenforceable under 

Section 365(f). 

Profit-Sharing Clause Unenforceable in a Bankruptcy 
Lease Auction 

A profit-sharing agreement in a lease is a restriction on assignment that is “routinely 
invalidated” under Section 365(f), according to a decision by a district judge in New York 
upholding a ruling by Bankruptcy Judge Robert D. Drain. 

Even though the profit-sharing clause would have reduced the profit from assignment 
without blocking a sale of the lease outright, District Judge Nelson S. Román invalidated the 
provision based in part on “countervailing public policy” shown by the section’s design to 
maximize the value of the bankruptcy estate for the benefit of creditors. 

The issue arose in the chapter 11 case of Great Atlantic & Pacific Tea Co., a supermarket 
operator that has been in bankruptcy twice. The lease called for A&P to pay the landlord one-
half of the net profit each month resulting from assignment of the lease. The profit-sharing 
agreement was applicable to any assignment, not just in bankruptcy. 

A purchaser bought the lease at auction. The bankruptcy judge approved the sale, denying the 
landlord’s objection to approval of assignment without enforcing the profit-sharing agreement. 
The landlord appealed and lost once again in Judge Román’s Oct. 17 opinion. 

The case tuned on Section 365(f)(1), which overrides any provision that “prohibits, restricts, 
or conditions the assignment” of a lease. Judge Román said that Congress designed Section 
365(f) to be a “powerful tool” to maximize the value of a bankrupt estate.  

Judge Román relied in large part on a 1996 decision in the Jamesway bankruptcy by 
Bankruptcy Judge James L. Garrity and on a 1991 Ninth Circuit Bankruptcy Appellate Panel 
opinion, both holding that profit-sharing agreements were impermissible restrictions on 
assignment. 

The decision by the A&P bankruptcy judge, according to Judge Román, was based on “long-
standing precedent” holding that a profit-sharing clause is “an unenforceable anti-assignment 
provision under at least Section 365(f)(1).” 
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Although the profit-sharing clause was “carefully negotiated” between the parties, Judge 
Román said it must “give way to countervailing public policy considerations” in bankruptcy. 

The opinion is Angelone v. Great Atlantic & Pacific Tea Co. (In re Great Atlantic & Pacific 
Tea Co.), 15-8932, 2016 BL 346530 (S.D.N.Y. Oct. 17 2016). 
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Delaware’s Judge Shannon protects 
workers’ rights, disagreeing with some 

circuit courts. 

Arbitration Agreements Held Unenforceable in WARN 
Act Litigation 

 
Bankruptcy Judge Brendan L. Shannon wrote a decision on the cutting edge of issues where 

courts are split on the ability of workers to sue collectively for improper early termination under 
the National Labor Relations Act, or NLRA. 

 
The Oct. 11 opinion also explores the so-called Chevron deference doctrine in a difficult case 

where the NLRA seemingly conflicts with the Federal Arbitration Act, or FAA. 
 

The Arbitration Agreement 
 
Two years before a retailer filed a chapter 11 petition in Delaware, an employee signed an 

agreement requiring arbitration of any employment disputes. The agreement also barred the 
employee from bringing class claims in arbitration. 

 
The arbitration agreement gave the employee a 30-day window to opt out of the arbitration 

agreement. The employee did not opt out. 
 
The employee was among those who were fired when the retailer terminated all operations in 

chapter 11, before selling the assets. On behalf of a class of workers, the employee initiated an 
adversary proceeding in bankruptcy court, alleging that the debtor violated the federal Worker 
Adjustment and Retraining Notification Act and a comparable California law requiring 
employers to give 60 days’ notice of mass firings.  

 
The debtor filed a motion asking Judge Shannon to compel arbitration and provide that the 

arbitrator could only rule on the named plaintiff’s individual claim. 
 
The motion to compel arbitration raised complex issues given the seeming conflict between 

two federal statutes. On one hand, there is the FAA, with its strong federal policy favoring 
arbitration. On the other, the NLRA arguably bars employers from requiring workers to arbitrate 
and waive their right to file class actions. 
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Issue One: ‘Concerted Activities’ Protected 
 
For Judge Shannon, the first question was deciding whether the NLRA protects workers’ 

rights to file class suits. He interpreted Section 7 of the NLRA, which protects workers’ ability to 
“engage in other concerted activities” for their “mutual aid or protection.”  

 
He followed courts that have held that the statutory reference to “concerted activities” gives 

workers the right to “collective adjudications,” or class suits. He went on to say that allowing 
class suits “furthers the policies underlying the NLRA.” 

 
Consequently, Judge Shannon held that Congress has “spoken directly” in the NLRA and 

created a “substantive right” for employees to “proceed collectively” to vindicate their rights 
under Section 7. 

 
Issue Two: Chevron Deference 

 
Recently, the National Labor Relations Board, or NLRB, interpreted Section 7 to mean that 

workers have a substantive right to bring class or collective suits. The debtor argued that the 
NLRB’s interpretation was not entitled to Chevron deference because the FAA was beyond the 
labor board’s purview. 

 
Judge Shannon disagreed, finding that Chevron requires the court to give the Board’s 

interpretation “considerable deference.” To reach his conclusion, Judge Shannon saw the NLRB 
as interpreting only the NLRA, not also the FAA, contrary to the holding of some courts, 
including the Fifth Circuit. 

 
Even if he were wrong in having previously held that NLRA Section 7 on its face ensures 

workers’ rights to bring collective suits, Judge Shannon said that invocation of the Chevron 
deference doctrine requires the same result, because the NLRB’s decisions were “rational and 
consistent” with Section 7. He therefore declined to follow courts holding that collective suits are 
not protected by Section 7. 

 
Issue Three: Substantive Rights 

 
The debtor contended that protection of a class suit is merely procedural and thus not 

protected by Section 7.  
 
Although the ability to mount a class action is usually a procedural right, Judge Shannon 

followed the Seventh Circuit, holding that the right to collective action is an “independent 
substantive right” granted by NLRA Section 7. 
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Issue Four: Class Waiver Unenforceable 
  
The debtor argued that the waiver of the right to mount a class arbitration is unenforceable 

because the FAA mandates enforcement of arbitration agreements as written.  
 
Again, Judge Shannon disagreed, citing Section 2 of the FAA, which provides that arbitration 

agreements are enforceable except “upon such grounds as exist at law or in equity.” 
 
Although the Fifth Circuit found conflict between the FAA and the NLRB, Judge Shannon 

followed the Seventh Circuit, finding no conflict because, he said, FAA Section 2 does not 
require enforcement of class waivers. He said the “FAA’s savings clause prevents a conflict 
between the statutes.” 

 
Judge Shannon therefore concluded that the class wavier was unenforceable because Section 

7 of the NLRB is a law falling within the exception contained in Section 2 of the FAA. 
 

Issue Five: No Waiver Via ‘Opt Out’ 
 
The debtor relied on a 2014 Ninth Circuit decision holding that an arbitration agreement is 

enforceable if the employee could have opted out. Judge Shannon said that the appeals court did 
not refer to any NRLB decisions nor did it discuss Chevron deference. 

 
While no other circuits have directly addressed the issue, Judge Shannon concluded that the 

ability to opt out does not eradicate rights under NLRA Section 7. In that regard, he interpreted 
the Seventh Circuit’s Lewis decision as intimating disagreement with the Fifth Circuit. 

 
To bolster his conclusion, Judge Shannon cited a recent decision by the NLRB holding that 

requiring an employee to opt out of an arbitration agreement interferes with workers’ rights 
under the NLRA.  

 
Even though the Fifth Circuit summarily reversed the NLRB, Judge Shannon felt compelled 

by Chevron deference to follow the Board. 
 
Judge Shannon did not reach the question of certifying a class or rule on the validity or 

invalidity of WARN Act claims. In a footnote, Judge Shannon said that the issues were “core.” If 
an appellate court decides that the issues were non-core, he said that that his opinion should be 
taken as proposed findings and conclusions. 

 
By concluding that the NLRA renders the arbitration agreement unenforceable, Judge 

Shannon was not called upon to utilize judge-made law for overriding an arbitration agreement 
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in the bankruptcy context. In a Lehman case decided on Oct. 6 by the Second Circuit, the appeals 
court reiterated the two-part test that Judge Shannon would have been obliged to employ were it 
not for Section 7 of the NLRA. 

 
The two-part test first requires that the dispute be “core.” Second, the court must conclude 

that arbitration “would severely conflict” with a purpose of the Bankruptcy Code. Courts have 
tended to enforce arbitration agreements in the non-NLRA context when debtors attempt to 
mount class actions in bankruptcy. 

 
To read ABI’s discussion of the Lehman decision, click here. For an example of a non-

employment case where arbitration was enforced in bankruptcy, click here. 
 
The opinion is Chan v. Fresh & Easy LLC (In re Fresh & Easy LLC), 15-51897, 2016 BL 

340239 (Bankr. D. Del. Oct. 11, 2016). 
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Delaware’s Judge Kevin Gross declines 
to follow prior decision by visiting judge. 

Gift Cards Denied Priority Status in Delaware, 
Contravening Prior Delaware Decision 

 
Unredeemed gift cards do not give rise to priority claims under Section 507(a)(7), according 

to a decision by Bankruptcy Judge Kevin Gross of Delaware in the liquidation of retailer City 
Sports Inc. 

 
Judge Gross concluded in his Aug. 4 opinion that both the plain language of the statute and 

legislative history require denial of priority status. He disagreed with the conclusion in a 2004 
Delaware case called WW Warehouse Inc., written by now-retired Bankruptcy Judge Joel 
Rosenthal of Massachusetts, who was a visiting judge. 

 
Section 507(a)(7) allows a seventh-priority claim, now $2,850, “arising from the deposit” of 

money “in connection with the purchase” of “property, or the purchase of services, for personal, 
family or household use . . . that were not delivered or provided.” 

 
In the prong of his decision focusing on statutory language, Judge Gross focused on the word 

“deposit,” which has a “temporal relationship” that “expressly applies to incomplete transactions, 
that is, transactions requiring additional steps to reach completion.” 

 
In his view, transactions involving money orders, store credit or gift cards are transactions 

that were completed when they were issued. Judge Gross said he was “unwilling to apply a 
potentially unlimited transactional duration to gift card purchases.” 

 
Although he believes the statute by itself is “clear and unambiguous,” Judge Gross 

acknowledged that some courts found the section ambiguous. He therefore studied legislative 
history and reached the same conclusion. 

 
“At first sight,” Judge Gross admitted that legislative history might indicate priority status. 

“On closer examination,” he found “that Congress likely did not intend to protect gift card 
consumers.” He based his conclusion in part on the House Report that listed layaway plans and 
merchandise deposits as being covered but did not mention gift cards, which some scholars had 
urged to be covered by the then-proposed amendment. 
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Judge Gross said that the “reason Congress omitted gift card holders is not clear.” 
 
The decision “may be purely academic,” Judge Gross said, because the case might be 

administratively insolvent, leaving nothing to pay gift card claims even if they qualified for 
priority status. 

 
The opinion is In re City Sports Inc., 554 B.R. 329 (Bankr. D. Del. Aug. 4, 2016). 
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Energy 
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Judge relies on physics in ruling that 
electricity qualifies as ‘goods.’ 

Courts Divided on Electric Service as ‘Goods’ Under 
Section 503(b)(9) 

 
Since judges are more like philosophers than physicists, it’s not surprising that courts 

disagree on whether electricity qualifies as “goods” entitled to administrative priority when 
provided within 20 days of filing under Section 503(b)(9). 

 
Finding no ambiguity in the term “goods” and surveying dozens of bankruptcy and non-

bankruptcy cases involving electricity, Bankruptcy Judge Thomas B. McNamara of Denver 
concluded that electricity qualifies as goods under Section 503(b)(9).  

 
In his 40-page, single-spaced opinion on Feb. 10, Judge McNamara was persuaded in large 

part by expert testimony from a physicist who described electric energy as electrons moving 
along transmission lines from the generating source to the consumer. Electrons, the expert said, 
are a “fundamental particle of nature.” The judge also adopted the expert’s nomenclature by 
using the term “electric energy” rather than “electricity” or “electric service.” 

 
As part of the 2005 amendments, Congress gave administrative priority status to “goods” 

provided within 20 days of filing. The term “goods,” however, is not defined in the Bankruptcy 
Code. Although the Uniform Commercial Code defines “goods,” Judge McNamara said that the 
definition of goods in the bankruptcy context is a question of federal law, not state law 
emanating from the UCC. 

 
In the first major decision on Section 503(b)(9), In re Pilgrim’s Pride, 421 B.R. 231, 236 

(Bankr. N.D. Tex. 2009), now-retired Bankruptcy Judge Michael Lynn of Fort Worth concluded 
that natural gas and water were goods while electricity, trucking services and sewage disposal 
services were not. Although state law provides some guidance, Judge Lynn believed that the 
need for uniformity in bankruptcy law allowed federal courts to make their own rules. With 
regard to water and natural gas, Judge Lynn ruled that the creditors were entitled to an 
administrative claim only for the cost of the goods, but not for the cost of transporting them to 
the debtor’s place of business. 

 
After Pilgrim’s Pride, Judge McNamara said that bankruptcy courts are evenly split on the 

status of electric energy as goods under Section 503(b)(9). 
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Before analyzing state law and the UCC, Judge McNamara searched for a federal law 
definition of “goods” by turning to the dictionary, which defines goods to mean things with 
value, whether tangible or not, that are produced for sale, including commodities. Since 
Congress decided to use “an extremely broad word” when it wrote the statute, Judge McNamara 
found no linguistic basis for limiting goods to substances that can be “packaged and handled,” a 
formulation employed in Pilgrim’s Pride. 

 
Judge McNamara said that electric energy is “most definitely a ‘thing’” that can be seen, 

heard, touched, felt and quantified. Given those tangible, physical attributes, he concluded that a 
claim for electric energy supplied before filing easily qualifies for administrative priority. 

 
Because every court to rule on Section 503(b)(9) has turned to the UCC for guidance, Judge 

McNamara did too.  
 
Outside of bankruptcy, Judge McNamara said the majority of cases hold that electric energy 

is goods under UCC § 2-105. Most of the decisions holding otherwise are tort cases, where the 
issue turns on whether energy is considered goods or services. 

 
New York, he said, is the state where the courts most starkly hold that electricity is not 

goods. Judge McNamara said that dicta from an intermediate state appellate court had been 
unthinkingly and incorrectly adopted by other state and federal courts. Pointing out the flaws in 
cases deciding that electric energy is not goods, Judge McNamara concluded that electric energy 
qualifies as goods under UCC § 2-105. 

 
Moving beyond the UCC, Judge McNamara surveyed dozens of cases where electric energy 

is defined as goods in antitrust law, labor law, energy regulatory law, tort law and international 
treaties.  

 
Judge McNamara also addressed Section 366, which deals with the discontinuation of “utility 

service.” He rejected the notion that “use of the phrase ‘utility service’ in Section 366 means that 
electrical energy is not a ‘good’ under Section 503(b)(9).” He said that “every court” to consider 
the question “has determined that Section 366 is irrelevant.” 

 
Because “services” do not qualify for administrative status under Section 503(b)(9), debtors 

in the future might contend, following Pilgrim’s Pride, that priority status should be given only 
to the cost of energy, but not the cost of transmission, if local utility tariffs support the argument. 

 
The opinion is In re Escalera Resources Co., 563 B.R. 336 (Bankr. D. Colo. Feb. 10, 2017). 
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Pipeline companies strike out again in 
New York on Texas law question. 

Oil & Gas Gathering Agreements Can Be Rejected as 
Executory Contracts 

 
Midstream gatherers are probably wishing they were in a court in Texas, after having lost 

twice in the bankruptcy and district courts in New York on the murky topic of covenants running 
with the land. 

 
District Judge Jed S. Rakoff wrote an opinion on March 10 upholding decisions made in 

March and May 2016 by Bankruptcy Judge Shelley C. Chapman holding that midstream 
gathering agreements are not covenants running with the land and may be rejected like any other 
executory contract under Section 365. 

 
In the course of handing a victory to oil and gas producers at the expense of pipeline 

companies, Judge Chapman said that the status of gathering agreements was an “unspeakable 
quagmire.” If the pipeline companies take another appeal, perhaps they will ask the Second 
Circuit to certify a question to the Texas Supreme Court, which has not spoken directly to the 
issue. 

 
The dispute arose soon after commencement of the chapter 11 reorganization of Sabine Oil & 

Gas Corp. last year. The gathering agreements obligated the pipeline companies to build 
pipelines to transport and treat Sabine’s products. The agreements obligated Sabine to pay 
monthly gathering fees. Sabine was required to make deficiency payments if it did not deliver 
minimum amounts to the pipelines. The gas remained the property of Sabine. 

 
When commodity prices plunged, it was not profitable for Sabine to make minimum 

deliveries. The company therefore filed motions to reject the agreements as executory contracts 
under Section 365(a). The gatherers argued that the agreements contained covenants running 
with the land that would remain enforceable even if the agreements themselves were rejected.  

 
Dissecting the facts and applying state law, Judge Rakoff held that the agreements were not 

covenants running with the land because they failed the two tests under Texas law. First, he said 
they “did not increase [the pipeline companies’] real property interests, but rather granted them 
merely contractual rights to be exclusive providers of certain services.” 
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Judge Rakoff rejected the argument that the pipeline agreements were similar to royalty 
agreements. He said that a royalty is a “specified proportionate share of production once 
minerals are produced,” whereas the pipeline companies “received no right to any share” of the 
gas that came out of the ground. Instead, they were “entitled to process those minerals in 
exchange for a fee,” then redeliver the gas to Sabine. 

 
In short, Judge Rakoff said that the gatherers did not “receive any of the other mineral rights 

or interests recognized under Texas law.” 
 
The agreements likewise failed the second test – that the agreements must “touch and 

concern the land” – because they did “not reduce Sabine’s ability to make use of or alienate its 
real property interests.” 

 
Alternatively, the pipeline companies contended that the agreements were equitable 

servitudes. Affirming Judge Chapman on that score too, Judge Rakoff tersely said the 
agreements did not limit Sabine’s use of the property and benefitted only the pipeline companies, 
“not their land.” 

 
For ABI’s discussion of Judge Chapman’s two decisions, click here and here.  
 
The opinion is HPIP Gonzales Holdings LLC v. Sabine Oil & Gas Corp. (In re Sabine Oil & 

Gas Corp.), 16-4127, 2017 BL 83510 (S.D.N.Y. March 10, 2017). 
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Cash outlays to junior creditors at 
confirmation sink chapter 11 plan. 

Skeptical Delaware Judge Refuses to Confirm Reorg 
Plan 

 
Influenced by the seemingly intractable decline in energy prices, Bankruptcy Judge 

Christopher S. Sontchi refused to confirm a reorganization for Paragon Offshore PLC, even 
though the plan was accepted almost unanimously by impaired creditors.  

 
Judge Sontchi held that the debtor failed to show “feasibility,” because he predicted that the 

reorganized company would either run out of cash or be unable to finance debt “when they meet 
their maturity wall in 2021.” He criticized the plan for siphoning “$450 million in cash out of the 
estate, which is at least $150 to $200 million too much.”  

 
Still, Judge Sontchi said the company could reorganize successfully and even reinstate the 

debt owing to the term loan lenders, who mounted the only objection to plan confirmation. 
 
The action by Judge Sontchi in Delaware may have avoided yet another chapter 22 filing, 

where a company needs bankruptcy relief a second time. Paragon currently has 40 offshore 
drilling rigs and entered chapter 11 in February, listing $1.43 billion in secured and $1.02 billion 
in unsecured debt. 

 
The Plan 

 
Judge Sontchi in substance rejected Paragon’s plan twice. He held a contested, five-day 

confirmation hearing in late June. At the conclusion, he conducted a chambers conference where 
he said the “court communicated its concerns regarding the achievability of the business plan.” 
As a consequence, the company modified the plan, which Judge Sontchi refused to confirm in 
his 70-page opinion on Nov. 15. 

 
Originally, the plan called for paying down senior notes by $345 million and giving the 

holders 35% of the new equity and $50 million in deferred cash payments. The revolving credit 
was to be paid down by $165 million. 

 
In the modified plan, senior noteholders were to receive $60 million less in cash and no 

deferred payments, plus 47% of the new equity and $60 million in new unsecured notes. Judge 
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Sontchi still found the revised plan untenable, based on expert testimony and his critical analysis 
of the debtor’s own worst case sensitivity analysis. 

 
Paragon was sunk by some of its own testimony at the confirmation hearings. At the original 

confirmation hearing, the debtor’s chief executive testified that the market was “definitely” at the 
bottom and “very close to turning around.” As it turned out, Paragon’s fleet utilization continued 
to decline into the second quarter of 2016.  

 
Judge Sontchi cited trial testimony where the debtor admitted that it was bidding for new 

work at rates below the downside projections. He was also skeptical regarding assumptions about 
fleet utilization and daily rates, saying they were “aggressive and not achievable.” 

 
Judge Sontchi showed more healthy skepticism when he saw “no reason to believe that 

Paragon is going to be able to outperform the market.” When it comes to refinancing, Judge 
Sontchi cited testimony that the fleet would be worth about $315 million — not enough to 
refinance the $1.3 billion in debt coming due in 2021. 

 
Judge Sontchi nevertheless made a statement that is helpful for Paragon and other debtors. 

He said that balance sheet insolvency is not an automatic bar to confirmation. On the other hand, 
he said that solvency by itself does not satisfy the feasibility test. 

 
The opinion is In re Paragon Offshore PLC, 16-10386, 2016 BL 379940 (Bankr. D. Del. 

Nov. 15, 2016). 
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Union needs a quickie appeal to the 
Eleventh Circuit to stop Walter Energy 

sale. 

District Court Drubs Mine Workers by Allowing Sale of 
Coal Assets 

 
The United Mine Workers suffered a stinging defeat this week when a district judge in 

Birmingham, Ala., ruled that coal producer Walter Energy Inc. can sell assets to secured lenders 
mostly in exchange for debt while insulating the buyers from liability for retiree benefits.  

 
The bankruptcy court in Birmingham approved the sale in early January, in the process 

declaring that the buyers would not be the debtor’s successor and holding that the sale would be 
free and clear of Walter Energy’s liabilities under the Coal Act. The benefit fund appealed and 
lost in a March 8 opinion by District Judge R. David Proctor. 

 
The case revolved around the federal Coal Act of 1992, which requires coal producers to 

make contributions to a private trust fund that provides health and welfare benefits for retired 
mine workers. The fund contended that the contributions are taxes, thus invoking the Tax Anti-
Injunction Act, or AIA. The fund also argued that the debtor’s obligations under the Coal Act did 
not amount to an “interest” under the “free and clear” provisions of Section 363(f). Judge Proctor 
ruled against the fund on those and other issues. 

 
The Coal Act is part of the Internal Revenue Code, thus presumably invoking the AIA, which 

deprives courts of subject matter jurisdiction to enjoin collection of taxes. If the argument held 
water, the bankruptcy court could not have enjoined the fund from attempting to collect from the 
buyers as successors to Walter Energy under the Coal Act. 

 
Judge Proctor conceded that circuit court decisions from the 1990s hold that contributions 

under the Coal Act are taxes in the constitutional sense. Those cases were decided, however, 
before the Supreme Court’s 2012 decision in the Affordable Care Act case known as NFIB. That 
opinion stands for the proposition that not all taxes are covered by the AIA. 

 
NFIB says that labels applied by Congress suggest whether the AIA applies. Since Congress 

said that the “individual mandate” under the Affordable Care Act was a penalty, not a tax, the 
AIA did not apply. 
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The Coal Act is a “funding mechanism for a multi-employer benefit plan, not a taxing 
scheme,” Judge Proctor said. The AIA does not apply, in his opinion, because the Coal Act “was 
not designed to raise revenue to fund governmental or government-sponsored endeavors.”  

 
Even if Coal Act contributions are taxes, the benefit fund still loses, Judge Proctor said, 

because of a 1996 decision from the Fourth Circuit called Leckie. That case held that the AIA 
does not apply when Congress has not provided another method in the Coal Act for challenging 
the tax. 

 
The fund next argued that the assets could not be sold “free and clear” of Coal Act 

obligations because the liabilities are not an “interest” under Section 363(f).  
 
Judge Proctor said that a minority of courts take the narrow view and hold that interests are 

only in rem rights such as liens. “To effectuate the purposes of the Bankruptcy Code,” he said, 
the correct reading is broader and covers other obligations that flow from ownership of property. 

 
Although the Eleventh Circuit has not yet taken a position, five other circuits have adopted 

the broader reading, Judge Proctor said. He cited Leckie as holding that Section 363(f) cuts off 
liabilities of a successor. 

 
Judge Proctor ruled against the benefit fund on a third ground by holding that the purchasers 

are not successors. 
 
Although the Eleventh Circuit has yet to rule on the question, he said that the sale was an 

asset purchase and that the fund has “not explained how a buyer of assets can become a 
‘successor’ to an entire defunct business.” To turn the lenders into successors would be “wholly 
at odds with the congressional policy behind chapter 11.” 

 
The opinion is United Mine Workers of American Combined Benefit Fund v. Walter Energy 

Inc., 551 B.R. 631(N.D. Ala. March 8, 2016). 
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Health Care 
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First Circuit declines to take sides in 
circuit split over jurisdiction in Medicare 

disputes. 

Cutting Off Medicare Funding Is Exempt from the 
Automatic Stay, First Circuit Says 

 
The First Circuit declined to take sides in a circuit split about a bankruptcy court’s ability to 

compel the federal government to continue Medicare and Medicaid funding. Instead, the appeals 
court exercised “hypothetical jurisdiction” by reaching the merits and deciding that cutting off 
Medicare reimbursement was “plainly” an exercise of “police and regulatory power” exempt 
from the automatic stay under Section 362(b)(4). 

 
Given the Nov. 29 opinion from the First Circuit and the Eleventh Circuit’s Bayou Shores 

decision in July, a hospital cannot fight Medicare in chapter 11 and survive. 
 
A hospital in Maine had a strategy for closing down inpatient services in chapter 11 while 

continuing to provide outpatient care. Just before filing the petition, the hospital told Medicare 
authorities that it would halt inpatient admission after filing in chapter 11 and would immediately 
transfer patients to another acute-care hospital. The hospital intended to continue offering 
outpatient services. 

 
The hospital was evidently too forthright, because the government announced that it was 

immediately terminating the provider agreement and cutting off Medicare funding because the 
facility no longer qualified as a “hospital” following the cessation of inpatient services. 

 
The hospital’s strategy required continued Medicare funding to finance the transition of the 

facility in chapter 11. Consequently, the hospital sued Medicare authorities while in chapter 11, 
asking the judge to compel continuation of government funding. The bankruptcy judge declined 
to enjoin federal authorities, and the decision was upheld in district court. Both lower courts held 
there was no jurisdiction and that the government did not violate the automatic stay by 
terminating the hospital’s Medicare provider agreement. 

 
The hospital lost again in the Nov. 29 opinion by Circuit Judge Sandra L. Lynch. 
 
According to Judge Lynch, the “majority of circuits” hold, as in Bayou Shores, that 

bankruptcy courts have no jurisdiction over a Medicare or Medicaid dispute by virtue of Section 
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405(h) of Title 42 of the U.S. Code. The Ninth Circuit takes the contrary view that Section 
405(h) does not preclude bankruptcy jurisdiction. 

 
Rather than leap into the circuit split, Judge Lynch upheld the decisions below “on narrower 

grounds evident from the record.” 
 

Although jurisdiction is typically a threshold issue on appeal, Judge Lynch exercised 
“hypothetical jurisdiction” because “only statutory jurisdiction is at stake,” not “Article III 
jurisdiction.” 

 
Turning to the merits, Judge Lynch said that the police and regulatory exception to the 

automatic stay in Section 362(b)(4) is “designed primarily to protect the public safety and 
welfare.” The exception does not apply if the government is trying to “recover property” or has a 
“pecuniary purpose.” 

 
Judge Lynch said it was “true, but largely irrelevant,” that termination of the provider 

agreement did not result from a “threat to the health or safety of patients.” Concerns for health 
and safety alone, she said, are “too circumscribed a view of the public interest.” Precedents 
distinguish between governmental actions that govern behavior and those that “enforce 
contractual rights against debtors.” 

 
There is a “strong public policy interest,” Judge Lynch said, in ensuring that Medicare dollars 

“are not spent on institutions that fail to meet qualification standards.” Because the hospital itself 
“had taken actions to disqualify itself from the Medicare program,” she said it was “plainly the 
exercise of a regulatory power” to prevent the “waste of public monies.” 

 
To read ABI’s discussion of Bayou Shores, click here. 
 
The opinion is Parkview Adventist Medical Center v. U.S., 842 F.3d 757 (1st Cir. Nov. 29, 

2016). 
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Eleventh Circuit allows the government 
on its own to shut down a health care 

provider in chapter 11. 

Circuits Now Split on Bankruptcy Jurisdiction over 
Medicare Disputes 

 
Creating a circuit split, the Eleventh Circuit held that bankruptcy courts lack jurisdiction 

under 28  U.S.C. § 1334 to compel the federal government to continue Medicare and Medicaid 
funding.  

 
In practical effect, the appeals court’s decision on July 11 enables the government 

singlehandedly to shut down a health care facility that attempts to reorganize in chapter 11. The 
Ninth Circuit reached the opposite conclusion in 1991, and the lower courts are split. 

 
The Bankruptcy Court Overrules Medicare/Medicaid 

 
After an inspection, the Department of Health and Human Services notified a nursing home 

that it was terminating its Medicare and Medicaid provider agreement because conditions in the 
facility were endangering patient health. When a district judge ruled there was no jurisdiction to 
enjoin termination of the agreement, the facility immediately filed a chapter 11 petition in 
Tampa, Fla. 

 
Concluding that he had jurisdiction, Bankruptcy Judge Michael G. Williamson enjoined the 

government from cutting off funding under Section 1334, the provision in the federal Judiciary 
Code creating bankruptcy jurisdiction. Later, the bankruptcy court confirmed the nursing home’s 
chapter 11 plan and approved assumption of the provider agreement over the government’s 
objection, again barring the government from shutting off funding. 

 
Government Wins the First Appeal 

 
Although courts are divided on the issue, District Judge James S. Moody Jr. of Tampa held 

on the first appeal in June 2015 that bankruptcy courts have no jurisdiction over a Medicare or 
Medicaid dispute by virtue of Section 405(h) of Title 42 of the U.S. Code. 
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Section 405(h) deprives any federal court of jurisdiction over a suit against the government 
until the claimant has exhausted administrative remedies. Since there was no exhaustion of 
administrative remedies, Judge Moody set aside confirmation of the chapter 11 plan. 

 
The nursing home appealed and lost again in an opinion for the Eleventh Circuit by Circuit 

Judge Raymond C. Clevenger III of the Federal Circuit, sitting by designation. Judge 
Clevenger’s opinion is a tour de force on the law of codification error. 

 
Congress’s Mistake in Codification 

 
The nursing home argued that an outcome in its favor was compelled by the plain meaning of 

Section 405(h), which provides that no one may sue the government “under section 1331 or 1346 
of Title 28 to recover on any claim arising under” Medicare or Medicaid law until there is an 
exhaustion of remedies in the agency. Since the bankruptcy court was acting under power 
bestowed by Section 1334, not Section 1331, the nursing home contended that Section 405(h) 
did not apply, thus giving the bankruptcy court power to enjoin, compel assumption of the 
provider agreement, and decide whether the facility was in compliance with Medicare and 
Medicaid law and regulations. 

 
In his comprehensive 66-page opinion, Judge Clevenger explained why the plain meaning 

doctrine must give way to what he called the “particular canon in statutory construction 
regarding the codification of law.” 

 
From 1939 to 1984, Judge Clevenger said it was “undisputed” that bankruptcy courts lacked 

jurisdiction over Medicare claims because Section 405(h), as adopted in 1939, deprived federal 
courts of jurisdiction over Medicare suits “under section 26 of the Judicial Code.” At the time, 
Section 26 contained virtually all of the grants of jurisdiction to federal courts, including 
bankruptcy jurisdiction. 

 
In 1948, Congress recodified Section 26, establishing jurisdictional grants in Section 1331 

for federal questions, Section 1332 for diversity, Section 1346 for suits against the government, 
and Section 1334 for bankruptcy. Nonetheless, Congress did not get around to correcting Section 
405(h) until 1984. In the intervening years, Section 405(h) continued referring to “section 26 of 
the Judicial Code” and was interpreted to mean that bankruptcy courts had no jurisdiction over 
Medicare and Medicaid disputes. 

 
Congress finally recodified Section 405(h) in a technical corrections bill in 1984. The 

recodification produced the statute as it now reads, depriving federal courts of jurisdiction over 
Medicare and Medicaid disputes under Sections 1331 and 1346. The recodification made no 
mention of Section 1334, the grant of bankruptcy jurisdiction. 
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Significantly, the legislative history said that the bill was intended only to correct “technical 
errors.” The bill itself recodifying Section 405(h) contained a provision saying that none of the 
amendments “shall be construed as changing or affecting any right, liability, status, or 
interpretation which existed (under the provisions of law involved) before” the amendments’ 
effective date. 

 
The Law of Codification Error 

 
Judge Clevenger began his analysis of the law by citing Supreme Court precedent from 1884 

to mean that a recodification does not effect a substantive change without a clear expression of 
congressional intent. He devoted the bulk of his opinion to explaining why it was “abundantly 
clear that Congress expressed no such intention” when it inadvertently omitted Section 1334 
from Section 405(h) as the result of a “codification error.”  

 
The recodified version of Section 405(h) also omitted Section 1332. Judge Clevenger pointed 

out that three circuits nonetheless have held that federal courts may not exercise diversity 
jurisdiction over Medicaid disputes as a result of codification error.  

 
Taking the opposite tack, the Ninth Circuit held in 1991 in Town & Country Nursing that the 

omission of a reference to Section 1334 allows bankruptcy courts to adjudicate Medicare 
disputes. Differing with the holding in Town & Country Nursing, Judge Clevenger noted that the 
Ninth Circuit did not analyze the legislative history accompanying the recodification.  

 
Judge Clevenger said that the Ninth Circuit is the only appeals court to allow the exercise of 

bankruptcy jurisdiction in the context of a Medicare dispute. He listed the lower courts that have 
come down on both sides of the issue. In his district court opinion, Judge Moody said that a 
majority of lower courts have concluded that bankruptcy courts cannot exercise jurisdiction in 
view of Section 405(h). 

 
Equitable Mootness 

 
Even if the bankruptcy court should not have exercised jurisdiction, the nursing home argued 

that the appeal was moot under the doctrine of equitable mootness because the plan had been 
consummated. Judge Clevenger said that objections to subject matter jurisdiction can never be 
forfeited or waived. 

 
Therefore, Judge Clevenger rejected the equitable mootness argument, holding that the 

absence of jurisdiction “precludes the exercise of that discretionary authority.” 
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What the Opinion Means 
 
The bankruptcy judge had said that all creditors aside from the government supported the 

reorganization, including a secured lender owed $11 million and unsecured creditors asserting $2 
million in claims. The Eleventh Circuit’s opinion means that the government by itself can 
overcome the wishes of creditors and the inclinations of the bankruptcy court by shutting down a 
health care facility when the agency finds violations of Medicare and Medicaid rules.  

 
The opinion is Florida Agency for Health Care Administration v. Bayou Shores SNF LLC (In 

re Bayou Shores SNF LLC), 828 F.3d 1297 (11th Cir. July 11, 2016). 
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Prof. Michelle M. Harner is a professor of law and director of the Business Law Program at 
the University of Maryland Francis King Carey School of Law in Baltimore, where she teaches 
courses in bankruptcy and creditors’ rights, business associations, business planning, corpo-
rate finance and the legal profession. She was also a visiting professor at Georgetown Uni-
versity Law Center for the spring 2015 semester and served as ABI’s resident scholar for the 
fall 2015 semester. Prof. Harner is widely published and lectures frequently on various topics 
involving corporate governance, financially distressed entities, risk management and related 
legal issues. Her most recent publications appear or are forthcoming in the Vanderbilt Law 
Review, Notre Dame Law Review, Washington University Law Review, Minnesota Law Re-
view, Fordham Law Review (reprinted in Corporate Practice Commentator), Washington & 
Lee Law Review, University of Illinois Law Review, Arizona Law Review (reprinted in Corpo-
rate Practice Commentator) and Florida Law Review. Prof. Harner is the Assistant Reporter 
to the Advisory Committee on the Federal Rules of Bankruptcy Procedure, and served as the 
Reporter to the ABI Commission to Study the Reform of Chapter 11 and as a member of the 
Dodd-Frank Study Working Group for the Administrative Office of the U.S. Courts. She is also 
an elected member of the American Law Institute and a Fellow of the American College of 
Bankruptcy. Prof. Harner was previously in private practice in the business restructuring, insol-
vency, bankruptcy and related transactional fields, most recently as a partner at the Chicago 
office of the international law firm of Jones Day. She received her B.A. cum laude from Bos-
ton College and her J.D. summa cum laude from The Ohio State University College of Law.

William J. Rochelle, III is ABI’s Editor-at-Large and resides in New York. Previously, he 
published for Bloomberg from 2007-15. Prior to his second career in journalism, Mr. Rochelle 
practiced bankruptcy law for 35 years, including 17 years as a partner in the New York office 
of Fulbright & Jaworski LLP. He earned his undergraduate and law degrees from Columbia 
University, where he was a Harlan Fiske Stone Scholar.
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Edward T. Gavin, CTP is a managing director and founding partner of Gavin/Solmonese 
LLC in Wilmington, Del., where he leads the firm’s Corporate Recovery Practice and special-
izes in complex bankruptcy matters, representing debtors and creditors as financial advisor, 
asset-sale advisor, Chief restructuring officer or in other responsible party roles. In addition, 
he is frequently appointed liquidating trustee, litigation trustee or plan administrator over 
post-confirmation liquidating trusts. Mr. Gavin is an expert on rapid § 363 asset-sale pro-
cesses and other matters pertinent to creditor representations, SPM gifts and the evaluation 
of claims against insiders. His engagements have included responsibilities as bankruptcy 
and nonbankruptcy financial advisor to debtors and creditors’ committees, bankruptcy and 
nonbankruptcy interim management appointments, business viability assessments, mergers 
and acquisitions, business integrations and strategic sales, corporate strategy and policy 
development and implementation, e-commerce and marketing strategy development, pro-
cess re-engineering, and enterprise resource planning (ERP) system implementation and 
assessment. His roles have also included regulatory affairs management positions in FDA-
regulated organizations, including the leadership of process re-engineering to remediate 
violations of FDA regulations. Mr. Gavin is ABI’s Vice President-Development, co-chaired 
ABI’s Financial Advisors & Investment Banking Committee from 2010-12 and is a former 
co-chair and education director of ABI’s Ethics and Professional Compensation Committee. 
He is a 30th Anniversary Circle contributor to ABI’s Endowment Fund and co-chaired ABI’s 
Mid-Atlantic Bankruptcy Workshop from 2009-14. He also served on ABI’s Civility Task Force 
and National Ethics Standards Task Force, and led that group’s Committee Solicitation Pro-
tocols Subcommittee. A contributing editor for the ABI Journal’s “Last In Line” and “Financial 
Statements” columns, Mr. Gavin also writes the “Turnaround Tactics” blog for Forbes and 
has written extensively for such publications as The Journal of Corporate Renewal, Business 
Credit Magazine, Credit & Collections Risk Magazine, ABF Journal, ABL Advisor and the Dai-
ly Bankruptcy Review, among others. A member of the Association of Certified Turnaround 
Professionals and the Turnaround Management Association, and an associate member of 
the Association of Certified Fraud Examiners, he attended the University of the Arts in Phila-
delphia, studying music theory and education.

Recently elected to ABI’s Board of Directors, Jason S. Brookner is a partner with Gray Reed 
& McGraw, P.C. in Dallas, where he represents and advises companies, buyers, creditors, 
trustees, committees, lenders and other constituents in all aspects of distressed, insolvency 
and restructuring scenarios. He has broad experience representing debtors, trustees, com-
mittees, individual creditors and sellers/purchasers of assets. Mr. Brookner has been profiled 
as one of the leading “Bankruptcy/Restructuring Lawyers in Texas” by Chambers USA (2005-
15) and as a “Texas Super Lawyer” in Texas Monthly (2004, 2008-14), and has been named 
one of the “Best Business Lawyers in Dallas in Bankruptcy” by D Magazine (2009) and in The 
Best Lawyers in America for Bankruptcy and Creditor/Debtor Rights/Insolvency and Reorga-
nization Law (2013-15). Previously, Mr. Brookner was a law clerk to Hon. Charles N. Clevert, 
Jr., formerly the Chief Bankruptcy Judge for the Eastern District of Wisconsin. He chaired the 
Dallas Bar Association’s Bankruptcy and Commercial Law Section (2007), as well as co-



34

EYE ON BANKRUPTCY – SEASON 3 EPISODE 4

chaired ABI’s Commercial Fraud Committee (2010-12). Most recently, he co-chaired ABI’s 
Technology and IP Committee. Mr. Brookner received his B.A. from the University of New York 
at Binghamton and his J.D. from Hofstra University School of Law, where he was the articles 
editor of the Hofstra Property Law Journal.

Perry M. Mandarino, CPA, is a senior managing director and head of Corporate Restructuring 
with B. Riley & Co. in New York. Previously, he was a partner in the New York office of PwC 
and its Business Recovery Services U.S. practice leader. With more than 25 years of financial 
restructuring experience, he has represented over 300 companies through various out-of-court 
and chapter 11 proceedings. His assignments have included both chief restructuring officer 
and advisory roles for clients, complex debt restructurings, strategic planning, preparation of 
turnaround, business and plans of reorganization, and cash flow analyses. Mr. Mandarino 
has provided advice and executed on capital transactions, including financings, sales and 
investments. He has also provided operational turnaround services and led transformation 
initiatives. Some of Mr. Mandarino’s notable assignments have included Chrysler, Filenes 
Basement, Hoop Holdings, Inc. d/b/a/ The Disney Stores, Polaroid, Inc., Summit Global 
Logistics, Hoboken University Medical Center and MIIX Group. He is admitted to the U.S. 
Bankruptcy Courts in the Districts of Delaware and New Jersey and in New York, where 
he has testified and been qualified as an expert in matters related to financial viability, 
valuation, general reorganization matters and financing. Prior to joining PwC in 2009, Mr. 
Mandarino was a senior managing director of Traxi, LLC and was a managing director of 
restructuring in a boutique investment banking firm. He is a member of the American Institute 
of Certified Public Accountants, the New Jersey Society of Certified Public Accountants, the 
New York Society of Certified Public Accountants and ABI. Mr. Mandarino has lectured to 
various groups on bankruptcy issues and the reorganization process. He received his B.S. 
from Seton Hall University.

Patricia A. Redmond is a shareholder in the Bankruptcy and Restructuring Department of 
the Miami office of Stearns, Weaver, Miller, Weissler, Alhadeff & Sitterson, P.A. and is a former 
ABI president. She has practiced in the insolvency field in Miami for more than 30 years 
and has appeared in many reorganizations and out-of-court workouts in all industries. Ms. 
Redmond has represented developers, financial institutions, public and private owners and 
distressed-asset purchasers. She has particular experience in the representation of creditors’ 
committees, secured creditors and debtors in chapter 11 cases. Ms. Redmond is a Fellow of 
the American College of Bankruptcy and served on its Board of Directors (2005-08) and as 
Secretary. She has been listed in The Best Lawyers in America for Bankruptcy Debtor/Creditor 
Rights since 1995, has been recognized as a Band I attorney by Chambers USA, and has 
been listed as a top lawyer in the South Florida Legal Guide and in Florida Trend magazine’s 
“Legal Elite.” Ms. Redmond is a member and former director of IWIRC, and received IWIRC’s 
“Woman of the Year” award in 2013 for Restructuring. In addition, she has co-chaired ABI’s 
Caribbean Insolvency Symposium and has been a member if the advisory board of ABI’s 
Southeast Bankruptcy Workshop. Ms. Redmond is admitted to practice before the Bars of the 
Commonwealth of Pennsylvania and the state of Florida, and she is an adjunct professor at 
the University of Miami School of Law, where she received its Outstanding Professor Award 
in 2003 and 2011 and its Leaders in Law award in 2014. She also founded its Bankruptcy 
Assistance Clinic in 2004. Ms. Redmond received her J.D. in 1979 from the University of Miami.


