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The postpetition payment of prepetition claims commonly
occurs in Chapter 11 cases involving operating businesses. In
the flurry of first day orders, part of the authority sought is to
pay, postpetition, selected prepetition claims deemed critical
to the debtor’s ability to reorganize, including prepetition
wages, compensation and benefits to employees and indepen-
dent contractors. Issues arise when a postpetition payment is
made on a prepetition claim for goods or services that a credi-
tor seeks to use to establish a subsequent new value defense
to preference liability under § 547(c)(4) of the Bankruptcy
Code.

Generally speaking, under § 547(c)(4), a creditor can reduce
preference liability to the extent that, after receiving the
transfer at issue, the creditor provides “new value” to the
debtor that either remains unpaid or that is paid with a
transfer that is itself avoidable." The defense acknowledges
that the creditor is, in effect, returning the preference to the

*Stephen D. Lerner is the chair of the Restructuring & Insolvency
practice group of Squire Sanders (US) LLP, and a partner in the firm’s Cin-
cinnati and New York offices.

**Elliot M. Smith is a senior associate in the Restructuring &
Insolvency practice group of Squire Sanders (US) LLP. He is resident in the
firm’s Cincinnati office and admitted to practice in Ohio and New York.

WEST.

Mat #41505113



FEBRUARY 2014 | ISSUE 2

NORTON BANKRUPTCY LAW ADVISER

bankruptcy estate through the provision of
new value.? However, what happens if the new
value remains unpaid as of the petition date,
but is then paid postpetition with an unavoid-
able transfer, such as a court-authorized
postpetition payment? Do postpetition pay-
ments impact the new value defense, or is the
new value defense only limited to prepetition
activity? District and bankruptcy courts have
come out on both sides of this issue and, until
recently, it had not been considered by any
circuit court.?

In its December, 2013, ruling in Friedman’s
Liquidating Trust v. Roth Staffing Companies,
LP (In re Friedman’s Inc.),* the United States
Court of Appeals for the Third Circuit became
the first circuit court to hold that a postpeti-
tion payment on account of prepetition new
value does not reduce the amount of new value
that can be used as a defense to a preference
claim under § 547(c)(4). The debtor’s petition
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date is a firm line in the sand for purposes of
calculating a new value defense under
§ 547(c)(4), no matter what payments might be
made on account of such new value during the
bankruptcy case. In reaching this holding, the
Third Circuit analyzed the context of the stat-
ute and engaged in a detailed discussion of the
general policies underlying the preference stat-
ute and clarified the policies and goals of the
subsequent new value defense in particular.

|. Background

The facts in Friedman’s could happen in
almost any Chapter 11 case. Prior to the peti-
tion date, the debtor paid approximately
$80,000 in several payments to a staffing
company. The payments were preferential
transfers under § 547(b). Following the pay-
ments, but before the petition date, the staff-
ing company provided an additional approxi-
mately $100,000 in employee services to the
debtor. This new value remained unpaid as of
the petition date and completely offset the
amount of any preference liability of the staff-
ing company. Because the debtor needed the
continued services and support of its workforce
in its Chapter 11 case, it obtained a first-day
“employee wage” order, pursuant to which it
paid the staffing company approximately
$70,000.

The debtor commenced a preference action
seeking to avoid and recover the prepetition
transfers to the staffing company, which was
subsequently pursued by a liquidating trust as
successor in interest to the debtor. Not surpris-
ingly, the staffing company argued that it had
no preference liability because of new value
which remained unpaid as of the petition date.
The liquidating trust countered, however, that
the new value had to be reduced by the postpe-
tition payments made to the staffing company,
and that only approximately $30,000 in new
value was available under § 547(c)(4). The stat-
ute itself is silent on this issue and imposes no
express temporal limitation on when payments
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on new value must be made to be relevant to
new value analysis. The liquidating trust
moved for partial summary judgment on this
discreet issue.

The bankruptcy court denied summary judg-
ment holding that the entirety of preference
analysis in any given case becomes fixed on
the petition date and, therefore, postpetition
payments have no impact on a subsequent new
value defense. The bankruptcy court consid-
ered and rejected each of the trust’s arguments
based on the plain language of the statute. The
bankruptcy court believed it was subject to
controlling Third Circuit law on the issue—
namely, a three-part test for establishing the
new value defense articulated by the Third
Circuit in New York City Shoes, Inc. v. Bentley
Int’l Inc. (In re New York City Shoes, Inc.)
(hereinafter, “NYC Shoes”):®

(1) The creditor must have received a transfer
that is otherwise voidable as a preference;

(2) After receiving the transfer, the creditor
must have advanced new value on an unse-
cured basis; and

(3) The debtor must not have fully compensated
the creditor for the new value as of the date
that it filed its bankruptcy petition.®

Calling this test a “holding” of the Third
Circuit in NYC Shoes, the bankruptcy court
explained:

The last clause clearly supports fixing the en-
tirety of the preference analysis on the Petition
Date. . . . The clear implication of the Circuit’s
inclusion of “as of the date that it filed its bank-
ruptcy petition” is that subsequent provision or
payment of new value does not affect the pref-
erence analysis even if the debtor completely
compensates the creditor for its pre-petition
claim. This is consistent with the purpose of
the preference law—to reduce damaging, pre-
petition opt out behavior and to level the pre-
bankruptcy playing field for all creditors. Once
the bankruptcy is filed the preference law
becomes unnecessary. The automatic stay steps
in to stop the race to the assets and the super-
vision of the case by the court, among other
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things, ensures that similar claims receive sim-

ilar treatment.?

Accordingly, the bankruptcy court denied
the liquidating trust’s summary judgment
motion.

The bankruptcy court’s ruling was affirmed
on appeal by the United States District Court
for the District of Delaware, which held that,
although the reference to the petition date in
the new value test articulated in NYC Shoes
was dicta, the very same test was repeated a
second time by the Third Circuit in Schubert
v. Lucent Technologies Inc. (In re Winstar Com-
munications, Inc.).® The district court felt that
it had to “pay a certain deference” to what the
Third Circuit said and that it was not “really
free to come to a different conclusion than
what [the Third Circuit] stated twice.”"° Thus,
the district court affirmed the bankruptcy
court’s decision without any additional
analysis.

II. Third Circuit’'s Analysis

On appeal, the Third Circuit affirmed the
district court’s order based on the plain lan-
guage of § 547(c)(4) and the policies underly-
ing preference law in general and the subse-
quent new value defense in particular. It
began, however, with an important discussion
of a threshold issue—namely, were its state-
ments concerning the petition date in the new
value test articulated in NYC Shoes and Win-
star controlling precedent or dicta? Those
statements were the exclusive basis for the
bankruptcy court’s denial of summary judg-
ment and the district court’s affirmance of the
same. The Third Circuit acknowledged that
numerous other courts had adopted and fol-
lowed this language as if it were a holding by
the Third Circuit. Thus, the Third Circuit
seized upon the opportunity to clarify the
record.
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A. Reference to the Petition Date in NYC
Shoes and Winstar was Dicta

The Third Circuit began by restating the ba-
sic definition of dictum. “If a determination by
our Court is not necessary to our ultimate
holding, ‘it properly is classified as dictum. It
is well established that ‘we are not bound by
our Court’s prior dicta.” ”"" Since none of the
relevant transactions in NYC Shoes and Win-
star occurred postpetition, the “extra-
statutory” language concerning the petition
date in part three of the new value test was
not germane to the court’s analysis and there-
fore unnecessary to the ultimate holdings in
those cases." Accordingly, the statements were
dicta and not binding on either the bankruptcy
or district courts.™

B. Context and Policy Considerations Guide
the Court’s Statutory Analysis

The court then focused on the plain language
of § 547(c)(4). The statute’s silence and the fact
that many district and bankruptcy courts were
divided over how to interpret the statute on
this issue did not make the statute ambiguous.
Citing to the Supreme Court’s decision in Kelly
v. Robinson," and various other cases, the
court explained that context is “key in deter-
mining the meaning of a particular provision
and whether or not it is ambiguous.” “If, af-
ter close examination of the statutory context
and underlying policy goals, the plain mean-
ing of a provision is still unclear, we then turn
to pre-Code practice and legislative history to
find meaning. These tools of construction,
however, are tools of last resort.”"®

a. Statute’s Silence is Not Determinative

The court rejected the argument that the
statute’s silence as to temporal limitations is
determinative that there is no constraint on
using a postpetition payment by the debtor, no
matter when it is made, to offset prepetition
new value advanced by the creditor. In the
court’s view, Congress could not have intended

4

a totally open-ended time period within which
a debtor could make a payment and defeat a
creditor’s new value defense."” “Rather than
focusing, as the parties do, on the presence or
absence of individual words and phrases
within § 547(c)(4)(B), we take a broader ap-
proach to our analysis, examining the provi-
sion in the context of the Bankruptcy Code as
a whole.”®

b. Statutory Context

The court found support for its conclusion
that the petition date serves as a cutoff date
for preference analysis from “numerous contex-
tual indicators” within the Bankruptcy Code.
For instance, the court noted the title of
§ 547—“Preferences”—suggests that the entire
focus of the section is on transactions occur-
ring solely within the preference period.
Postpetition transfers, on the other hand, are
addressed in § 549 of the Bankruptcy Code.
The court expressed skepticism that a postpeti-
tion transfer authorized under § 549 could
have the “pernicious effect” of creating a
prepetition preference by reducing a prepeti-
tion new value defense.” “Would not this at
least send mixed signals that are ill-advised, if
not illogical?”®

The court observed that other preference
provisions are silent with respect to temporal
limitations, but courts have nonetheless
treated the petition date as a cutoff date for
those provisions. For instance, § 547(c)(4) itself
is silent on another aspect of the new value
defense—the ability to use postpetition ad-
vances of new value to further reduce prefer-
ence exposure. The vast majority of courts
have held that postpetition new value cannot
be used to bolster a new value defense notwith-
standing the statute’s silence on the matter.”
Similarly, § 547(b)(5) imposes a requirement
that, to be a preference in the first instance,
the transfer at issue must result in the credi-
tor receiving a greater recovery than it would
have received in a hypothetical Chapter 7 case.
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Courts have held that this “hypothetical
liquidation test” should be performed as of the
petition date notwithstanding the statute’s
silence on the matter.?

The court also pointed to § 547(c)(5), which
uses the petition date as a cutoff date for
purposes of calculating the “improvement-in-
position” defense for a secured creditor who
has a floating lien on inventory and
receivables. Although subsection (c¢)(5) has
express language imposing the petition date
as the cutoff date for the improvement-in-
position test, the court still found that the pro-
vision supported its conclusion with respect to
the new value defense because it reflects how
central the policy of improvement to a cred-
itor’s position prior to the petition date is to
the concept of preferences.?

Finally, the court found it significant that
the statute of limitations for a preference ac-
tion begins to run from the petition date under
§ 546 of the Bankruptcy Code. This suggested
to the court “that the calculation of preference
liability should remain constant post-
petition.”® Collectively, these “contextual
indicators” provided the court support from
the Bankruptcy Code that the petition date is
a firm line in the sand for purposes of prefer-
ence analysis, including the determination of a
subsequent new value defense under
§ 547(c)(4).

c. Policy Considerations

The court also relied upon the policies
underlying the preference provisions in gen-
eral and the subsequent new value defense in
particular, which further supported its
conclusion. Citing to the Supreme Court’s
opinion in Union Bank v. Wolas,”® as well as
an excerpt from a Congressional Committee
Report, the court explained that the policies
underlying the ability to avoid and recover
preferences generally are twofold: (1) to dis-
courage creditors from racing to the courthouse

©2014 Thomson Reuters

to dismember the debtor in his slide into bank-
ruptcy, and (2) to facilitate the prime bank-
ruptcy policy of equality of distribution among
creditors of the debtor.?® The Committee Report
described the first policy as furthering the
second.” The court noted that this explanation
of preference policy focuses on the prepetition
period, causing the court to conclude that “it
makes sense that the equality should be mea-
sured, and inequalities rectified, as of the peti-
tion date.””

There are also two policies underlying the
subsequent new value defense: (1) to encour-
age trade creditors to continue dealing with
troubled businesses, and (2) to treat fairly a
creditor who has replenished the estate after
receiving a preference.” The court rejected the
argument that replenishment of the estate in
and of itself is a goal of or policy underlying
the new value defense.* The court also rejected
the argument that if postpetition payments
were not considered, the creditor would receive
a windfall and be unjustly favored over other
creditors.®" The court explained that even if a
creditor is paid postpetition for new value
provided prepetition, the creditor “still replen-
ished the debtor’s estate during the preference
period, and therefore aided the debtor in avoid-
ing bankruptcy to whatever extent possible.”?
Nor can the creditor be viewed as being un-
justly enriched through “double-dipping” (i.e.,
receiving postpetition payment and seeking
credit for prepetition unpaid new value) be-
cause all of the money transferred was for
goods and services actually provided.*

Finally, the court rejected the argument that
cutting off preference analysis at the petition
date results in unequal treatment of creditors.
The decision notes many sections of the Bank-
ruptcy Code provide for unequal treatment of
certain unsecured claims at the expense of oth-
ers, as do bankruptcy courts when balancing
competing interests, including by entering em-
ployee wage orders authorizing the payment of

5
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prepetition employee claims (as the bank-
ruptcy court did in this case).

Inequality per se is not to be avoided; indeed,
reasoned and justified inequality sometimes
prevails, usually based on what is in the best
interest of the estate. . . . Moreover, we submit
that the cases ruling that post-petition pay-
ments should be counted so as to achieve
“replenishment” and “equality” have lost sight
of the real policy objectives as noted above.
Nowhere is the goal or rationale of “replenish-
ment” set forth. Nor is “equality” as such to be
achieved. Rather, if a creditor has been pre-
ferred, he must “disgorge so that all may share
equally.” In other words, it is all about deter-
ring “the race of diligence,” and setting things
straight, before bankruptcy.®*

The court concluded its analysis by stating
that the “scheme of the Bankruptcy Code
contains numerous post-petition mechanisms
for ensuring that similarly situated creditors
are treated equally. For this reason, prefer-
ence analysis need not account for post-petition
activity.”® In this case, the bankruptcy court
determined that it was in the best interests of
the debtors and their estates to enter the em-
ployee wage order that authorized the pay-
ment to the staffing company. “We will not
undermine the Bankruptcy Court’s Order by
including such post-petition activity in the
preference liability equation. Instead, we will
allow the Bankruptcy Code’s provisions deal-
ing with post-petition conduct to govern, as we
believe Congress intended.”®®

lll. Lessons Learned

This case is significant and a positive devel-
opment for preference defendants within the
Third Circuit who now have clarity as to their
right to assert a subsequent new value defense
without concern over the effects of postpetition
payments. The opinion neutralizes any lever-
age plaintiffs may have previously tried to as-
sert during settlement negotiations based on
the existing split among district and bank-
ruptcy courts. Because this case is the initial

6

circuit court decision on the matter, it will no
doubt impact settlement discussions and liti-
gation involving this issue outside the Third
Circuit as well.

The court’s initial discussion of what consti-
tutes dictum and its holding that its state-
ments in NYC Shoes and Winstar concerning
the petition date as a cutoff date were, in fact,
dicta are instructive and a valuable reminder
that circuit court decisions are subject to the
same analysis of dicta no matter how many
times a statement appears and regardless of
how such statements may have been (mis)char-
acterized, however understandably, by lower
courts and counsel.

The opinion is an exercise in statutory
construction based on the age-old adage of not
to lose sight of the forest for the trees. Context
is the key to determining statutory meaning
and silence within a statute is not necessarily
determinative. Perhaps the most significant
aspect of the opinion, however, aside from the
primary ruling regarding the new value de-
fense, was the court’s discussion of the policies
underlying the new value defense. From a pra-
ctitioner’s perspective, the subsequent new
value rule is frequently viewed as a no harm
no foul defense. A creditor receives a prefer-
ence but puts it back, thereby replenishing the
estate. Through its discussion of the underly-
ing policies, however, the court dispelled the
notion that replenishment is key and refocused
attention on what it called the true purpose of
the defense—deterring the “race of diligence”
by creditors and setting things straight before
bankruptcy. While replenishment furthers the
policy of deterring creditors from the race of
diligence, it is not the ultimate goal of the
defense. This decision will likely be cited as
much for its articulation of the policies and
goals of preference law and the new value
defense as it will for its ruling that postpeti-
tion payments do not impact the new value
defense.

Significant remaining issues are how plain-

©2014 Thomson Reuters
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tiffs will respond and whether courts outside
of the Third Circuit will follow suit. Critics
were quick to attack the bankruptcy court’s
opinion on this issue. Whether they feel the
same way about the Third Circuit’s ruling
remains to be seen.
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SECOND CIRCUIT

Marshall v. Picard (In re Bernard L. Madoff
Inv. Sec. LLC), 740 F.3d 81(2d Cir. 2014). 1)
Bankruptcy court had authority to enjoin cred-
itors’ state law actions against another credi-
tor because alleged claims were derivative of
trustee’s fraudulent transfer claims that had
been resolved through settlement in the bank-
ruptcy court. 2) Creditors’ claims were not a
matter of private rights reserved for Article I11
courts because the claims were derivative of
claims that belonged to the trustee. Moreover,
the creditor who settled with the trustee filed
a proof of claim in the case, requiring the bank-
ruptcy court to determine related fraudulent
transfer issues.

THIRD CIRCUIT

Friedman’s Liquidating Trust v. Roth Staff-
ing Cos. (In re Friedman’s Inc.), 738 F.3d 547
(8d Cir. 2013). When an otherwise unavoid-
able transfer is made after the filing of a bank-
ruptcy petition, it does not affect the new value
defense. Debtor’s postpetition payments to a
staffing agency made pursuant to an order
entered after case was filed did not affect pref-
erence calculation.

SIXTH CIRCUIT

Grant, Konvalinka & Harrison, P.C. v. Still
(In re McKenzie), 737 F.3d 1034 (6th Cir. 2013).
Bankruptcy court properly required law firm/

creditor to establish validity of security inter-
est for purposes of stay relief. Under § 362(g),
creditor was unable to meet the burden of
proof on the issue of debtor’s equity in the col-
lateral because it failed to establish a valid
transfer of collateral. Bankruptcy court prop-
erly allowed trustee to use his avoidance pow-
ers defensively to defeat the motion for stay
relief despite expiration of the statutory limita-
tion on filing avoidance actions.

SEVENTH CIRCUIT

In re Crane, Nos. 13-1277 & 13-1518, 2013
WL 6731850 (7th Cir. Dec. 23, 2013). Trustee
could not use strong-arm powers under
§ 544(a)(3) to avoid recorded mortgages that
lacked maturity date and interest rate because
under applicable Illinois law such terms are
not mandatory to put a good faith purchaser
on constructive notice of mortgage.

First Webber Group, Inc. v. Horsfall, 738
F.3d 767 (7th Cir. 2013). Creditor with state
court judgment for conversion could not rely
on issue preclusion to establish all elements of
nondischargeability claim under § 523(a)(6)
because judgment did not require a finding of
willfulness.

NINTH CIRCUIT

Shapiro v. Henson, 739 F.3d 1198 (9th Cir.
2014). Section 542(a) does not limit turnover
actions to claims for property currently in the
defendant’s possession; trustee may seek turn-
over from an entity that had possession,
custody or control of the property at any time
during the bankruptcy case.
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