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Statements Made on Record by Principal of Debtors
Not Enforceable by Lenders
by Denise J. Penn

In In re River Center Holdings, LLC,1 the United States Bankruptcy Court for the
Southern District of New York refused to permit lenders to enforce an oral commitment of
the debtors’ principal to fund certain litigation. In River Center, the debtors’ principal had
stated at a hearing that he would fund a condemnation action relating to property that
served as collateral for the lenders’ financing. The Bankruptcy Court found that the
lenders did not have standing to enforce the principal’s alleged promises, which, in any
event, were not clear and unequivocal enough to be enforced. The Bankruptcy Court also
denied requests by the debtors and their principal to surcharge the lenders’ collateral and
grant the principal a charge against the litigation award as subrogee to the rights of the
debtors’ attorneys. The Bankruptcy Court, however, enforced the debtors’ attorneys’
charging lien against the lenders’ collateral.

Background

Prior to their bankruptcy filings on February 28, 2001, River Center Holdings, LLC and its
affiliated entities (collectively, “River Center”) owned real property in Manhattan, secured
by a mortgage held by Blackacre Bridge Capital LLC and SWH Funding Corp. (together,
the “Lenders”), and personally guaranteed by River Center’s principal, Joseph Korff. In
April 2001, the Dormitory Authority of the State of New York (“DASNY”) took the property
by eminent domain. DASNY offered to pay approximately $82 million to River Center for
the property, but River Center contended that the property was worth approximately $227
million. This dispute was the basis of an action (the “Condemnation Action”) initiated in
2001 in New York state court. 

On October 23, 2001, the Lenders filed a motion seeking conversion of River Center’s
chapter 11 case to chapter 7, arguing that River Center was incurring continuing losses
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as a result of its inability to pay its professional
fees in both the bankruptcy case and the
Condemnation Action. At the November 5,
2002, hearing on the motion (the “Conversion
Motion”), Mr. Korff made several statements
(the “Alleged Korff Promises”) regarding his
willingness and/or commitment to fund expens-
es of the Condemnation Action, including:

To the extent that the professionals that I’ve
engaged do not agree to continue to work
without being self-funded, I will fund them.
Now, this is based on a projection of what
these expenses may be. I have no difficulty in
making that statement without qualification
at this point in time unless of course you
drastically accelerate what’s going to hap-
pen in the rest of the case.2

[B]y the end of next year [2003] hopefully,
our plan will be confirmed, the trial will have
been concluded and the state will have
determined whether or not to take an appeal,
and in that context I expect to continue to
fund whatever administrative expenses are
incurred. . . .3

At the hearing, counsel for River Center termed
Mr. Korff’s testimony as “loose,” and the
Bankruptcy Court also noted the “softness of
some of Mr. Korff’s testimony.”4 Nevertheless,
the Bankruptcy Court denied the Conversion
Motion, “satisfied” that Mr. Korff had agreed to
continue to fund the administrative costs of the
estates through the end of the trial.5

Thereafter, in 2005, River Center and the
Lenders entered into a settlement agreement
(the “Settlement Agreement”), approved by the
Bankruptcy Court, to allow River Center to
emerge from chapter 11. Under the Settlement
Agreement, (i) the Lenders’ allowed secured
claim was fixed at $46.5 million plus interest;
(ii) the Lenders consented to River Center’s use
of their cash collateral to pay its counsels’ costs
and expenses in the Condemnation Action; 
(iii) recovery from DASNY in the Condemnation

Action would go directly to the Lenders; and
(iv) River Center released the Lenders from 
all claims. 

After a lengthy trial, the state court in the
Condemnation Action ruled that the value of the
property was $97 million (the “Condemnation
Award”),6 an amount insufficient to pay the
Lenders in full. Further, neither River Center nor
Mr. Korff had paid their attorneys all fees and
expenses to which each was entitled.
Accordingly, on May 8, 2008, the Lenders filed
a motion pursuant to section 105 of the
Bankruptcy Code (i) seeking enforcement of
the Settlement Agreement; (ii) seeking enforce-
ment of the Alleged Korff Promises; and (iii)
requesting that the Court deny the charging
liens asserted under New York Judiciary Law 
§ 475 by River Center’s professionals against
the proceeds of the Condemnation Award.
River Center and Mr. Korff opposed the motion
and cross-moved for an order (i) pursuant to
section 506(c) of the Bankruptcy Code, permit-
ting River Center to recover from the property
securing the Lenders’ allowed claim for its liti-
gation expenses; and (ii) pursuant to section
509 of the Bankruptcy Code, granting Mr. Korff
a charge against the Condemnation Award as
subrogee to the rights of counsel to the extent
that such counsel had already been paid.

Enforcement of Settlement Agreement
and Korff’s Promise to Fund
Condemnation Action

The Lenders sought enforcement of the
Settlement Agreement and the Alleged Korff
Promises under section 105 of the Bankruptcy
Code. Section 105 is a catch-all section of the
Bankruptcy Code that allows a court to “issue
any order, process, or judgment that is neces-
sary or appropriate to carry out the provisions
of this title.” Among other things, section 105
can be used by a party-in-interest to enforce
and implement earlier orders of a court. 

The Bankruptcy Court first noted that it was
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“debatable” whether a court could use section
105 to enforce an alleged oral promise made in
court, rather than in a contract, and that no
party had found any case where a court did so.
Putting aside this debate, the Bankruptcy Court
reasoned that such enforcement could ever
result only if (i) the party seeking enforcement
of the promise had standing to enforce it as the
party to whom performance of the promise was
due; and (ii) the promise was “sufficiently clear
and unequivocal.”7 In River Center, the
Bankruptcy Court found both elements lacking. 

First, the Bankruptcy Court considered the
standing issue, finding that the beneficiary of
the Alleged Korff Promises was the estate, and
the Lenders were indirect beneficiaries of only a
promise to make payments on behalf of the
estate. Although bankruptcy courts have author-
ity in some circumstances to grant rights to
creditors to bring actions on behalf of the
estate, in the Second Circuit this requires an
“STN order,” which the Lenders did not seek.8

The remedies available to the Lenders during
the pendency of the cases to address a failure
of Mr. Korff to honor the Alleged Korff Promises
(including to move for appointment of a trustee,
dismiss the case, terminate exclusivity, or move
again to convert the case) did not, the
Bankruptcy Court held, confer ownership to the
Lenders of causes of action belonging to the
estate. Accordingly, the Bankruptcy Court held
that the Lenders lacked standing to seek spe-
cific performance or damages for Mr. Korff’s
failure to honor the Alleged Korff Promises.

Next, the Bankruptcy Court considered
whether, if the Lenders were assumed to have
standing, the Alleged Korff Promises were of a
sufficiently clear nature so as to be capable of
enforcement. The Bankruptcy Court determined
that Mr. Korff preceded his remarks with
assumptions, and spoke “in terms of anticipa-
tion, not promise.”9 Though admitting that it had
earlier found these statements sufficient to deny
the Conversion Motion, the Bankruptcy Court

argued that the factual findings at that time
were made in a different context, as a matter of
determining how the case should proceed,
rather than enforcing mere “predictions or
statements of present intention.”10 Accordingly,
the Bankruptcy Court held that the language of
the Alleged Korff Promises was not sufficiently
concrete to warrant a finding of breach of
promise. 

Charging Lenders’ Collateral

River Center and Mr. Korff sought authority to
charge the Lenders’ collateral for the costs of
prosecuting the Condemnation Action under
sections 506(c) and 509 of the Bankruptcy
Code. Section 506(c) of the Bankruptcy Code
provides that a debtor may “recover from prop-
erty securing an allowed secured claim the rea-
sonable, necessary costs and expenses of pre-
serving, or disposing of, such property to the
extent of any benefit to the holder of such
claim.” Section 509 provides for co-debtor lia-
bility, stating that co-debtors that pay a claim of
the debtor are “subrogated to the rights of such
creditor to the extent of such payment.”

The Bankruptcy Court held that, under the
Settlement Agreement, River Center and Mr.
Korff released any claims that either might have
otherwise been able to assert. River Center
argued that the Settlement Agreement waived
claims only up to the effective date of the
release, but the Court found that the release
unambiguously released the Lenders from all
claims, including contingent claims and claims
subsequent to the release. The Bankruptcy
Court also found that only a debtor may assert
a section 506(c) claim. As River Center’s plan
was effective, River Center was no longer a
debtor in possession and did not have standing
to bring an action under section 506(c).
Similarly, the Bankruptcy Court found that Mr.
Korff’s claims were released under the
Settlement Agreement, and, additionally, that
Mr. Korff had offered no evidence, as required
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by section 509 to be able to seek to collect,
that he was liable with River Center on the duty
to pay the counsel’s fees (and, to the contrary,
had argued in opposition to the Lenders’ motion
that he was not liable because the Alleged Korff
Promises were merely equivocal statements of
intention). 

Charging Liens

Finally, counsel for River Center in the
Condemnation Action sought enforcement of
their charging liens pursuant to New York
Judiciary Law 475 which provides that, if a
charging lien is valid, the client’s property right
in a cause of action is what remains after trans-
fer to the attorney of the agreed upon share. In
determining whether to give an attorney’s

charging lien priority over another party’s right
to the proceeds of a judgment, a court can take
into account equitable considerations. Here, the
Bankruptcy Court found that counsel’s efforts
resulted in increases in the value of the proper-
ty, and allowing the Lenders to receive the
entire Condemnation Award, without offset for
compensation to the counsel, would be unfair.
The Court found no counterbalancing equitable
considerations. Accordingly, the Bankruptcy
Court ruled that it would permit counsel to
assert their charging liens against the
Condemnation Award.

Conclusion

In River Center, the Southern District declined
to enforce the debtors’ principal’s verbal prom-
ises to fund the Condemnation Action. This is
especially notable because the statements were

made on the record of a contested hearing and
were the basis of the Bankruptcy Court’s deci-
sion not to convert the debtor’s case to chapter
7. The holding of River Center thus begs the
question of whether a party-in-interest can ever
rely on statements made in court in the multi-
party setting of a bankruptcy proceeding.

In River Center, the Bankruptcy Court noted
that the Settlement Agreement entered into
among the parties did not include any represen-
tations by Mr. Korff of his promise to continue
funding the Condemnation Action. Had the
Lenders required that Mr. Korff affirm these rep-
resentations in the Settlement Agreement, the
issues resolved in this decision might have
never arisen. After River Center, lenders hoping
to hold parties-in-interest to statements made in

open court should require that any such state-
ments be memorialized in a written agreement
that is signed by the appropriate parties and
approved by the court. 

Endnotes

1 394 B.R. 704 (Bankr. S.D.N.Y. Oct. 2, 2008).

2 394 B.R. at 709.

3 394 B.R. at 709.

4 394 B.R. at 709.

5 394 B.R. at 710.

6 On October 13, 2008, River Center filed a notice of appeal.

7 394 B.R. at 712.

8 See Unsecured Creditors Comm. of Debtor STN Enters., Inc. v.
Noyes (In re STN Enters.), 779 F.2d 901 (2d Cir. 1985).

9 394 B.R. at 714.

10 394 B.R. at 714.
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Section 304 Injunction
Channels Creditor’s
Guaranty Claim to Foreign
Proceeding for Adjudication
Under Foreign Law,
Notwithstanding New York
Choice of Law Provision 
by Michael Schrader

In ABN Amro Bank N.V. v. Parmalat Finanziara
S.p.A. (In re Parmalat Finanziara S.p.A.),1 the
United States District Court for the Southern
District of New York affirmed the Bankruptcy
Court’s entry of an injunction pursuant to former
section 304 of the Bankruptcy Code (the pre-

cursor to current chapter 15, applicable in cross-
border insolvency proceedings), which prevent-
ed the beneficiary of a guaranty governed by
New York law from asserting its guaranty claim
against Italian debtor (and guarantor) Parmalat
S.p.A. (“Parmalat”) in the United States. Rather,
the injunction relegated the creditor to avenues
of relief in Parmalat’s bankruptcy case pending 
in Italy.

The District Court’s ruling is particularly
noteworthy because the Italian bankruptcy court
applied principles of Italian evidentiary law to
the documentation submitted in support of the
creditor’s claim, notwithstanding that the under-
lying guaranty agreement included a New York
choice of law provision. In applying Italian evi-
dentiary law, the Italian bankruptcy court deter-
mined that the creditor failed to prove the exis-

tence of the guaranty in accordance with appli-
cable Italian legal standards. As a result, the
Italian bankruptcy court found the guaranty
claim to be unenforceable against Parmalat.

On appeal by the creditor from the
Bankruptcy Court’s entry of an injunction under
section 304 of the Bankruptcy Code, the
District Court affirmed the Bankruptcy Court’s
ruling that the creditor’s claim received “just
treatment” in the Italian bankruptcy proceeding
under the standard of section 304 of the
Bankruptcy Code. In so ruling, the Bankruptcy
Court determined that the application of Italian
evidentiary standards to the guaranty agree-
ment did not violate fundamental notions of U.S.
public policy and fairness, and that the Italian
proceeding provided for an orderly review and
the adjudication of the creditor’s claim.

Brief Factual Overview

The facts underlying the Parmalat decision
involve a promissory note and a guaranty issued
by certain Parmalat entities in 2003, ultimately
endorsed in favor of creditor ABN Amro Bank
N.V. (“ABN”). The documentation comprising
the note stated that it had been issued by
Wishaw Trading (“Wishaw”), a Uruguayan enti-
ty 16% owned by Parmalat, and guaranteed by
Parmalat. With respect to the guaranty docu-
mentation, the guaranty appeared to have been
signed by then-Chairman of Parmalat, Calisto
Tanzi, and certified by a major Italian financial
institution. The guaranty included a New York
choice of law provision. 

Following Wishaw’s failure to pay the princi-
pal when due under the terms of the note, ABN
commenced a lawsuit against Wishaw in New
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York state court seeking to recover the full
amount due and owing to it. In January 2004,
while the state court proceeding was pending,
Parmalat and certain of its affiliates commenced
insolvency proceedings in Parma, Italy. Shortly
after the commencement of Parmalat’s bank-
ruptcy cases in Italy, Parmalat and certain of its
affiliates (not including Wishaw) commenced
ancillary cases in the United States Bankruptcy
Court for the Southern District of New York
pursuant to section 304 of the Bankruptcy
Code, seeking to facilitate the Italian proceed-
ing by enjoining a wide range of creditor
actions in the United States and abroad. Upon
Parmalat’s request, the Bankruptcy Court
entered a preliminary injunction staying a wide
range of creditor actions in the United States,
including, but not limited to, any further enforce-
ment of ABN’s guaranty claim against Parmalat. 

In July 2006, the Bankruptcy Court entered a
permanent injunction under section 304 of the
Bankruptcy Code (over the objection of, among
others, ABN). The permanent injunction required
ABN to prosecute its guaranty claim against
Parmalat in the Italian bankruptcy case. 

ABN’s Objection to the Permanent
Injunction Under Section 304

In opposing Parmalat’s request for entry of the
permanent injunction, ABN asserted that
although the guaranty agreement by its terms
identified New York as the governing law, the
Italian bankruptcy court had unfairly applied
Italian principles of evidentiary law in its consid-
eration of ABN’s guaranty claim. ABN contend-
ed that, as a result of refusing to apply New
York law, the Italian court had found the guaran-
ty claim to be unenforceable due to the failure
of the guaranty to comply with Italian evidentiary
requirements, resulting in direct prejudice to ABN. 

Specifically, ABN took issue with the Italian
bankruptcy court’s application of the Italian evi-
dentiary requirement (created by the Italian
statute) referred to as “data certa” – a require-
ment that the party seeking to enforce the obli-

gation of a third party (in this case, Parmalat, on
account of its guaranty of the note issued by
Wishaw) to comply with certain standards of
proof as a prerequisite to enforcement of the
underlying obligation. In effect, the data certa
requirement of Italian law imposes a high bur-
den of proof upon the party seeking to establish
the existence of the debt obligation. Among
other things (and as the Bankruptcy Court and
District Court noted in their decisions, as dis-
cussed below), the Italian statutory language
includes a “catch-all,” whereby a creditor seek-
ing to prove the existence of the third-party
obligation may seek to establish the existence
of the obligation by any “alternate means of
proof.” Pursuant to the data certa doctrine, if
the evidentiary standard of proof is not met, the
third-party obligation cannot be enforced. 

As of the Bankruptcy Court’s entry of the
permanent injunction under section 304 in July
2007, the Italian bankruptcy court had deter-
mined that ABN’s guaranty claim failed to com-
port with the high standard of proof of data
certa, thus rendering the claim unenforceable
against Parmalat. 

Former Section 304 – An Overview

The Bankruptcy Court overruled ABN’s objec-
tion to entry of the section 304 injunction
which, as noted above, would have the effect of
“channeling” ABN’s guaranty claim against
Parmalat. to the Italian proceeding. In reaching
its determination, the Bankruptcy Court consid-
ered ABN’s objection in light of the relevant
factors enumerated in section 304 of the
Bankruptcy Code. For context, a brief overview
of the statutory construct is below.

Former section 304 of the Bankruptcy Code
permitted a foreign representative to file a peti-
tion in a bankruptcy court instituting a case
ancillary to a foreign proceeding. 11 U.S.C. 
§ 304(a) (repealed 2005).2 Parmalat com-
menced an ancillary proceeding in the United
States in 2004, seeking a broad injunction to
facilitate the centralization of creditor claims in
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Parmalat’s Italian bankruptcy case. Indeed, pur-
suant to section 304(b), the Bankruptcy Court
would then be empowered to “enjoin the com-
mencement or continuation of (A) any action
against (i) a debtor with respect to property
involved in such foreign proceeding.” 11 U.S.C.
§ 304(b). Former section 304(c) listed six fac-
tors which guided courts in deciding whether to
grant an injunction, including:

(1) just treatment of all holders of claims
against or interests in such estate;

(2) protection of claim holders in the United
States against prejudice and inconvenience
in the processing of claims in such foreign
proceeding;

(3) prevention of preferential or fraudulent dis-
positions of property of such estate;

(4) distribution of proceeds of such estate sub-
stantially in accordance with the order pre-
scribed by this title;

(5) comity; and

(6) if appropriate, the provision of an opportuni-
ty for a fresh start for the individual that such
foreign proceeding concerns.

11 U.S.C. § 304(c).

District Court Analysis of Bankruptcy
Court Ruling

ABN’s objection to entry of the section 304
injunction implicated the provisions of section
304(c) relevant to the fairness (or lack thereof)
of the Italian court’s treatment of ABN’s guaran-
ty claim, namely sections 304(c)(1), (2), and
(5). As discussed below, the Bankruptcy Court
determined that the Italian court’s treatment of
ABN’s claim comported with fundamental
notions of public policy and due process, and
that the Italian court’s application of data certa to
ABN’s guaranty claim should not be undermined.

Upon appeal of the Bankruptcy Court’s
issuance of an injunction, ABN argued that the

Bankruptcy Court failed to properly analyze the
section 304(c) factors. In particular, with
respect to section 304(c), subsections (1), (2),
and (5), ABN asserted that the application of
the data certa statute to the guaranty, and the
failure to apply New York state law, demon-
strates that (i) the Italian court had not provided
just treatment of all creditors, (ii) U.S. creditors
are prejudiced by such application, and (iii) the
rulings of Italian courts on this matter should
not be recognized under principles of comity.
The District Court determined that the
Bankruptcy Court did not abuse its discretion in
determining that the Italian proceeding was
deserving of comity under section 304 in light
of the totality of the Bankruptcy Court’s analysis
of the relevant section 304(c) factors.

Specifically, in upholding the issuance of the
injunction by the Bankruptcy Court, the District
Court stated that the “just treatment” factor is
satisfied upon a showing that the applicable law
“provides for a comprehensive procedure for
the orderly and equitable distribution of [the
debtor]’s assets among all of its creditors.”3 The
District Court reasoned that this was satisfied
in the Italian bankruptcy case because ABN
and all other claimants were afforded a general-
ly comprehensive procedure for claims process-
ing subject to a right of appeal. It noted that no
showing had been made that the data certa
statute had been applied inconsistently to favor
one group of claimants. The District Court very
briefly noted that the prejudice argument under
section 304(c)(2) was without merit because
ABN, an international financial institution, could
not show any significant logistical “inconven-
ience” in having to litigate its claim in Parma,
Italy. Finally, the District Court addressed the
issue of comity, which is the “ultimate consider-
ation in determining whether to provide relief
under § 304.”4 The court noted that comity is
appropriate where “the foreign proceedings do
not violate the laws or public policy of the
United States and if the foreign court abides by
fundamental standards of procedural fairness.”5
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Furthermore, the District Court noted that comi-
ty does not require that foreign proceedings
afford a creditor identical protections to those
available under U.S. bankruptcy law. 

Interestingly, in analyzing the Bankruptcy
Court’s analysis of ABN’s objection, the District
Court looked to how courts within the United
States would apply their own jurisdictions’ rules
of evidentiary proof with respect to a contract
including a foreign choice of law provision. The
District Court noted that U.S. courts often apply
foreign law in commercial transactions.
However, it noted that, normally, the law of the
jurisdiction of the adjudicating court applies
with respect to the standard of proof for an
obligation, regardless of the jurisdiction whose
substantive law governs the terms of the obli-
gation. Thus, the District Court concluded that
“there is nothing antithetical to fundamental
notions of due process of law as applied in the
courts of this nation in applying the law of the
forum to the manner in which an obligation is
proven, even if some other jurisdiction’s sub-
stantive law is applicable to that obligation.”6

The District Court went on to state that the
data certa statute is intended to avoid a back-
dated obligation, which is a legitimate concern
in the insolvency context. Moreover, the statute
bears only on the issue of proof of the agree-
ment, not on the interpretation of its terms.
Thus, the District Court found it important that
no principle of Italian law had actually been
used to interpret any term of the agreement.
While the District Court acknowledged that
ABN may have strong arguments that the date
of execution of the guaranty is proven by extra-
neous evidence, such as emails, testimony of
witnesses and other circumstances, it noted
that those arguments would be considered only
in the remaining avenues for appellate review in
the foreign proceedings, and not in courts in
the United States.

Implications and Conclusion

Although the Parmalat decision concerns for-
mer section 304 of the Bankruptcy Code, as
opposed to current chapter 15, it is relevant to
all parties conducting business in the global
marketplace, especially in the current dis-
tressed environment. Indeed, the decision
serves as a reminder that parties conducting
business with foreign entities need to under-
stand applicable foreign legal requirements and
enforcement proceedings, including basic evi-
dentiary principles applied by foreign courts.
The mere inclusion of a domestic choice of law
provision in underlying documentation does not
necessarily insulate a creditor from the uncer-
tainties attendant to a foreign court’s adjudica-
tion of its claim. 

Even under circumstances in which the evi-
dentiary standards of a foreign insolvency pro-
ceeding are significantly different than those
applied by U.S. courts sitting in a jurisdiction
whose substantive law governs a contract, and
when application of these evidentiary standards
leads to a drastically different result than would
the application of the standards of the U.S.
jurisdiction, such a disparate result may not, in
and of itself, present a sufficient reason to over-
come a channeling injunction, whether in the
form of a section 304 injunction, or, under the
revised Bankruptcy Code, recognition of a for-
eign insolvency proceeding. As a result, credi-
tors may find themselves needing to meet evi-
dentiary burdens of a foreign court despite hav-
ing bargained for a domestic choice of law pro-
vision in an agreement.

Endnotes

1 394 B.R. 696 (S.D.N.Y. 2008).

2 The Bankruptcy Abuse Prevention and Consumer Protection
Act of 2005 repealed section 304 of the Bankruptcy Code. The
section was in effect at the time Parmalat filed its ancillary pro-
ceedings in the Bankruptcy Court on June 22, 2004, and, there-
fore, governed the appeal in the District Court.

3 Parmalat at 701 (citing Argo Fund Ltd. v. Bd. of Dirs. of
Telecom Argentina, S.A., 528 F.3d 162, 170 (2d Cir. 2008)). 

4 Id. (quoting Argo Fund Ltd., 528 F.3d at 171).

5 Id. (quoting Argo Fund Ltd., 528 F.3d at 171-72).

6 Id. at 703.
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Delaware Bankruptcy 
Court Refuses to Grant
Administrative Claim Status
to Employee WARN Act
Claims
by Meghan Sercombe

In Henderson v. Powermate Holding Corp. (In
re Powermate Holding Corp.)1, the United
States Bankruptcy Court for the District of
Delaware became the second bankruptcy court
to address the status of WARN Act claims after
the 2005 amendments to section 503 of the
Bankruptcy Code. The Bankruptcy Court in
Powermate declined to grant administrative
expense priority to the WARN Act claims of the
debtors’ former employees, reasoning that
these claims vested at the time the employees
were terminated, prior to commencement of the
bankruptcy proceeding, and, therefore, the
claims did not merit administrative priority.

Background

Powermate Holding Corp. and certain of its
affiliates (collectively, the “Debtors”) filed volun-
tary petitions for chapter 11 relief on March 17,
2008. Earlier that month, Powermate had
closed one of its plants. On March 17, before
filing its petitions, and without prior notice to its
employees, Powermate discharged the remain-
der of its workers. On April 3, 2008, the dis-
charged employees filed an adversary complaint
in the Powermate bankruptcy, alleging that their
termination had violated the Worker Adjustment
and Retraining Notification Act (“WARN Act”).2

Under the WARN Act, employees are enti-
tled to at least 60 days’ notice of a potential
termination. When an employer fails to give this
notice, the terminated employees may be enti-
tled to back pay and benefits for up to the full
60-day notice period. The WARN Act provides
exceptions to the notice requirement where, for

example, the terminations are due to shut-
downs that were not reasonably foreseeable,
natural disasters, or where notice would inter-
fere with the employer’s attempts to obtain cap-
ital investments that would have prevented the
terminations. 

The former Powermate employees claimed
that, because they were terminated as “part of a
mass layoff and/or plant closing,” they were
entitled to 60 days of wages, ERISA, and other
benefits, and that these claims should be grant-
ed administrative status priority under the
Bankruptcy Code. Administrative expense
claims are governed by section 503 of the
Bankruptcy Code, and are given second priority
under section 507(a)(2), requiring them to be
paid ahead of most other claims against a
debtor’s bankruptcy estate. 

The Debtors, in their answer and motion to
dismiss, responded that, even if the Bankruptcy
Court concluded that the employees’ termina-
tions had violated the WARN Act, the employ-
ees’ claims were entitled to, at most, fourth or
fifth priority status under sections 507(a)(4) and
(5), and not second priority under section
507(a)(2). The Debtors also disputed WARN
Act liability, arguing that they were excepted
from the obligation to give notice because of
unforeseen business circumstances and
because they were actively seeking capital in
the 60-day period prior to the terminations. 

Ripeness

As a threshold matter, the Bankruptcy Court
determined that priority of the employee WARN
Act claims was ripe for adjudication, even
though the Court had yet to find the Debtors
liable for WARN Act violations. The Court con-
cluded that it was appropriate to consider prior-
ity before liability because the issue was purely
legal, requiring only interpretation of the
Bankruptcy Code, and because the facts were
not in dispute. Additionally, the Court pointed
out that the Debtors admitted several allega-
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tions implicating WARN Act liability, and that
failure to give any notice whatsoever often ren-
dered the “faltering business” or “unforeseen
circumstances” defenses to WARN Act liability
unavailable. Finally, the Bankruptcy Court noted
that the Debtors’ ability to develop a plan of
reorganization and negotiate with creditors
could be frustrated if the status of the WARN
Act claims was left undetermined. 

Analysis

In 2005, Congress revised the Bankruptcy
Code and added a new provision to section
503(b) which provides administrative priority to
certain post-petition employee wage and 
benefit claims, specifically those

wages and benefits awarded pursuant to a
judicial proceeding . . . as back pay attributable
to any period of time occurring after the

commencement of the case under this title,
as a result of the violation of Federal or State
law by the debtor, without regard to the time
of the occurrence of unlawful conduct on
which such award is based or to whether
any services were rendered. . . .3

11 U.S.C. § 503(b)(1)(A)(i). Employee claims
for wages earned before commencement of an
employer’s bankruptcy case are governed by
sections 507(a)(4)-(5) of the Bankruptcy Code,
which grant fourth priority to such claims, cap
individual recovery at $10,950, and require that
the claim be “earned” within the 180 days
before the debtor-employer filed its bankruptcy
petition. Any amount exceeding the $10,950
cap is a general unsecured claim.

For the Bankruptcy Court, the key issue to
be determined was when WARN Act damages
are effectively “earned.” The court stated that if
the WARN Act damages vest or accrue pre-
petition, then the “back pay” referred to in sec-
tion 503(b) is attributed to the time before com-
mencement of the bankruptcy case. On the
other hand, if the WARN Act damages vest or
accrue post-petition, then the “back pay” is
attributable to the period after the case. Only in
the latter situation would a claim based on the
WARN Act damages be entitled to administra-
tive priority. 

To assess when WARN Act damage claims
vest, and, therefore, their priority, the
Bankruptcy Court compared them to claims for
severance pay, based on the Court’s conclu-
sion that “‘the purpose of WARN is to provide a
statutory form of severance pay.’”4 In the Third
Circuit, bankruptcy courts recognize two forms

of severance pay: payment at termination in lieu
of notice, and payment at termination based on
length of employment. Claims for severance pay
are granted administrative priority only to the
extent that they are based on post-petition serv-
ices. Payment at termination in lieu of notice
“vests at the time of termination because it is
based solely on lack of notice” and “the entirety
of such a claim becomes an administrative
expense claim in a post-petition discharge.”5 If
the termination is pre-petition, the severance
claim does not qualify for priority status. 

The Bankruptcy Court determined that
WARN Act damages are “specifically like termi-
nation in lieu of notice” and, therefore, the right
to such damages vests entirely upon termina-
tion. Because the Powermate employees were
terminated pre-petition, their WARN Act claims
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vested or accrued before the commencement
of the debtors’ cases. Refuting both parties’
arguments, the Bankruptcy Court found it irrele-
vant whether the back pay was due for the time
prior to termination or following it. WARN Act
claims, the Court pointed out, “cannot be divid-
ed by the petition date, they are either entirely
completely administrative expense (if the claims
vest post-petition) or wage priority claims (if the
claims vest pre-petition).”6 The “going forward
or relating back analyses”7 would be pertinent
only if the applicable statute or decision provid-
ed that wage claims vest on a daily basis, which
the WARN Act does not do. 

The Bankruptcy Court also noted that the
introduction of section 503(b)(1)(A)(ii) to the
Bankruptcy Code does not represent a “sea
change” for WARN Act damage claims. Prior to
the 2005 amendments to the Bankruptcy Code,
courts consistently held that claims for WARN

Act damages resulting from pre-petition termi-
nations received only fourth or fifth level priority
status because administrative priority was
reserved for services “rendered” post-petition.
The Bankruptcy Court theorized that if
Congress had intended to award administrative
expense priority to such claims – a change that
could dramatically increase the value of wage
claims and would “effectively cripple”8 many
debtors’ ability to reorganize – there would be
at least some legislative history to that effect.
Instead, the record is entirely silent. The
absence of legislative history supports the
Court’s conclusion that wage claims should
receive administrative expense priority only
where services are actually “rendered” post-
petition and have actively benefited the bank-
ruptcy estate. 

Conclusion

Powermate is one of only two bankruptcy court
decisions to date that analyze the status of
WARN Act claims after the 2005 amendments
to the Bankruptcy Code and the introduction of
section 503(b)(1)(A)(ii). The other case to
address the issue, In re First Magnus Financial
Corp.,9 reached the same conclusion by apply-
ing a slightly different analysis to the text of the
new provision. 

Although the holding of Powermate makes
clear that a company is better off terminating
employees pre-petition, the issue remains as to
whether the alarm bells of distress signaled by
these terminations foreclose the possibility of
the company altogether averting a bankruptcy
filing. In light of the Powermate decision, the
desire to avoid bankruptcy should be balanced
against the substantial advantage that can be
gained when a company is relieved of signifi-

cant administrative claims for WARN Act dam-
ages. This will be a slippery slope for debtors
seeking economic survival in increasingly chal-
lenging financial circumstances.

Endnotes

1 394 B.R. 765 (Bankr. D. Del. 2008).

2 29 U.S.C. § 2101, et seq..

3 11 U.S.C. § 503(b)(1)(A)(ii). 

4 In re Powermate Holding Corp., 394 B.R. at 775.

5 Id.

6 Id. at 777 n.67.

7 Id. 

8 Id. at 777. 

9 390 B.R. 667 (Bankr. D. Ariz. 2008).
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