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The Continuing Conflict Between
Secured Lender and Reclamation Rights

The courts have reached conflicting decisions over
whether a debtor’s Chapter 11 lender trumps a trade
creditor’s reclamation rights where the lender is
secured by the debtor’s inventory and its loan is used to
pay off a pre-petition loan also secured by the debtor’s
inventory. The United States Bankruptcy Court for the
Southern District of Indiana, in In re hhgregg, Inc.,
recently denied relief on a reclamation claim based on
it being subordinate to, and rendered valueless by, the
debtors’ Chapter 11 loan secured by the debtors’ inven-
tory. The hhgregg court relied on the rulings of the
United States Bankruptcy Court for the Southern Dis-
trict of New York, in the Dairy Mart and Dana Corpo-
ration cases, that denied relief on reclamation claims
because the debtors’ Chapter 11 lenders’ security inter-
est in the goods subject to reclamation trumped the
rights of the reclaiming creditors in the goods. Both
courts relied on the debtors” use of the proceeds of the
Chapter 11 loans secured by the debtors’ inventory to
repay the debtors’ pre-petition loans also secured by
the debtors” inventory. The courts regarded the debt-
ors’ pre-petition and Chapter 11 secured loans as one
transaction that related back to the inception of the
pre-petition secured loan when there were no reclama-
tion claims.

The courts concluded that the creditors’
reclamation rights arose prior to, and therefore,

trumped the Chapter 11

lenders’ security interest

in the debtors’ inventory.
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The hhgregg court rejected the holdings of the United
States Court of Appeals for the Sixth Circuit, in In re
Phar-Mor Inc., and the United States Bankruptcy Court
in Delaware, in In re Reichhold Holdings U.S., Inc. Both
courts had granted reclamation claims priority over the
debtors’ Chapter 11 lenders’ claims secured by the debt-
or’s inventory and whose loans had paid off pre-petition
loans also secured by the debtors’ inventory. The courts
concluded that the creditors’ reclamation rights arose
prior to, and therefore, trumped the Chapter 11 lenders’
security interest in the debtors” inventory. The courts
also rejected the holdings of the Dairy Mart and Dana
Corporation courts that viewed the pre-petition and
Chapter 11 secured loans as an integrated transaction.
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State Law Reclamation Rights

Reclamation rights are governed by Section 2-702 of the
Uniform Commercial Code (the “UCC”), the state uni-
form commercial law enacted in all 50 states. According
to UCC Section 2-702(2), a trade creditor can reclaim
goods delivered to a buyer if the creditor proves that the
goods were sold to the debtor on credit terms; the
debtor was insolvent when it had received the goods;
and the creditor demanded return of the goods within
10 days of their receipt by the debtor.

According to UCC Section 2-702(3), a creditor’s state
law reclamation rights are subject to the rights of a
buyer in the ordinary course of business or other “good
faith purchaser” A “good faith purchaser” includes the
debtor’s secured creditor with a prior blanket security
interest in the debtor’s inventory.

Reclamation Rights Under Bankruptcy
Code Section 546(c)

Bankruptcy Code Section 546(c) recognizes a creditor’s
reclamation rights under state law. It provides as follows:



(1) ... [S]ubject to the prior rights of a holder of a
security interest in such goods or the proceeds thereof,
the rights and powers of the trustee under sections
544(a), 545, 547 and 549 are subject to the right of a seller
of goods that has sold goods to the debtor, in the
ordinary course of such seller’s business, to reclaim such
goods if the debtor has received such goods while
insolvent, within 45 days before the commencement of a
case under this title, but such a seller may not reclaim
such goods unless such seller demands in writing
reclamation of such goods: (A) not later than 45 days
after the date of receipt of such goods by the debtor; or
(B) not later than 20 days after the date of the commence-
ment of the case, if the 45-day period expires after the
commencement of the case.

According to Section 546(c)(1), a creditor can reclaim goods
sold on credit terms to the debtor in the ordinary course of
the creditor’s business that the debtor had received within 45
days prior to bankruptcy. A creditor must send a written rec-
lamation demand to the debtor identifying the goods subject
to reclamation not later than 45 days after the debtor’s receipt
of the goods. If the 45-day period expires after the bank-
ruptcy filing, the creditor has up to 20 days after the filing to
send a reclamation demand. The creditor must also prove the
debtor was insolvent when the debtor received the goods and
that the goods were identifiable and on hand when the
demand was made.

Section 546(c) also states that a reclaiming creditor’s rights are
subject to the prior rights of a creditor with a security interest
in the debtor’s inventory. That should be clear where the com-
peting secured creditor is the debtor’s pre-petition lender with
a security interest in all of the debtor’s inventory, including
the reclamation goods. It is less clear when the debtor’s Chap-
ter 11 lender, also secured by the debtor’s inventory, had paid
off the pre-petition secured loan and claims priority status
over creditors asserting reclamation rights.

Section 546(c)(1) also provides that reclaiming goods is the
sole remedy for a creditor that has satisfied the requirements
for reclamation. This is in contrast to the prior version of Sec-
tion 546(c)(1), which granted creditors alternative remedies
of an allowed administrative priority claim or a replacement
security interest in lieu of return of the goods.

Dana Corporation and Dairy Mart vs.

the Phar-Mor Lines of Cases

Many practitioners have viewed reclamation rights as an inef-
fective remedy in bankruptcy cases, due in large part to the
many adverse court holdings that denied relief to reclamation
creditors. These courts relied on the Dairy Mart decision in
2003 and the Dana Corporation decision in 2007.

In both Dairy Mart and Dana Corporation, the debtors’ pre-
petition lenders had security interests in substantially all of
the debtors’ assets, including inventory. Following their bank-
ruptcy filings, the debtors obtained financing from their
Chapter 11 lenders and granted them a security interest in
substantially all of the debtors’ assets, including inventory.

The debtors used part of the proceeds of their Chapter 11
loans to repay their pre-petition secured loans.

The Dairy Mart court denied relief to the reclamation credi-
tors, holding that the debtors’ Chapter 11 secured lenders had
trumped reclamation claims and rendered them valueless.
The court found that the debtor had used the reclamation
goods and their cash proceeds to repay the pre-petition lend-
ers’ secured debt. The court also treated the pre-petition and
Chapter 11 secured loans as an “integrated transaction” The
Chapter 11 lenders’ security interest in the debtor’s inventory
was, therefore, deemed to have related back to the pre-peti-
tion lenders’ security interest in inventory, which had arisen
prior to reclamation rights.

The Dana Corporation court also denied relief to the reclama-
tion creditors, treating their reclamation rights as valueless.
The court had similarly relied on an unbroken chain between
the pre-petition lenders’ and the Chapter 11 lenders’ security
interests in the debtor’s inventory, notwithstanding the debt-
or’s use of the proceeds of its Chapter 11 secured loan to fully
repay its pre-petition secured loan. The court ruled that rec-
lamation rights were subject to the Chapter 11 lenders’ secu-
rity interest in the debtor’s inventory because the Chapter 11
lenders’ security interest had related back to the pre-petition
lenders’ security interest in the debtor’s inventory, which, in
turn, preceded the creditors’ assertion of reclamation rights.

Many practitioners have viewed reclamation
rights as an ineffective remedy in bankruptcy

cases, due in large part to the many
adverse court holdings that denied relief to
reclamation creditors.

However, in its 2008 decision in the Phar-Mor case, the United
States Court of Appeals for the Sixth Circuit upheld creditors’
reclamation rights, explicitly rejecting the holdings of Dairy
Mart and Dana Corporation. The Sixth Court relied on the
fact that the debtor’s pre-petition secured loan was fully paid
from the proceeds of the Chapter 11 financing, and not from
the disposition of reclamation goods. In addition, the pre-
petition lenders had released their security interest in the
debtor’s inventory and the Chapter 11 lenders were granted a
new security interest in inventory that was unrelated to the
pre-petition lenders’ security interest and arose after creditors
had asserted their reclamation rights. As a result, the pre-peti-
tion and Chapter 11 secured loans were considered separate
transactions and creditors’ reclamation rights were not subject
to the Chapter 11 lenders’ security interest in the debtor’s
inventory because the secured lenders did not have a prior lien
in the reclamation goods that trumped reclamation rights.

And more recently, in 2016, the United States Bankruptcy
Court in Delaware, in In re Reichhold Holdings U.S., Inc., sim-
ilarly ruled that creditors’ reclamation rights had priority
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over the debtor’s Chapter 11 secured lender where the debtor
had satisfied its pre-petition loan, secured by the debtor’s
inventory, with the proceeds of the debtor’s Chapter 11
financing also secured by inventory. The court agreed with
the Sixth Circuit’s holding in Phar-Mor that the creditor’s rec-
lamation rights had arisen prior to the subsequently granted
security interest in the debtor’s inventory held by the debtor’s
Chapter 11 lender.

The Reichhold court also rejected the Dairy Mart and Dana
Corporation holdings in refusing to treat the pre-petition and
Chapter 11 secured loans as an “integrated transaction.” There
were “two different loans by two different lenders at two dif-
ferent times.” The Chapter 11 lenders had no prior rights in
the reclamation goods under Section 546(c) of the Bank-
ruptcy Code and, therefore, did not trump trade creditors’
reclamation rights, which had arisen before the Chapter 11
lenders were granted any rights in the goods.

The Facts of the hhgregg Case

The debtor hhgregg, Inc. and affiliated entities (the “debtors”)
operated 220 brick-and-mortar retail stores in 20 states and
sold appliances, electronics and related services. The debtors
filed their Chapter 11 case on March 6, 2017, (the “Petition
Date”) with the United States Bankruptcy Court for the
Southern District of Indiana. Prior to the Petition Date, the
debtors had entered into a revolving credit facility with Wells

A debtor's Chapter 11 secured lenders’ rights
trumped reclamation rights based on an
unbroken lien chain.

Fargo Bank, as the administrative agent and collateral agent
for certain financial institutions (collectively, the “Pre-Peti-
tion Secured Lenders”). The Pre-Petition Secured Lenders’
advances to the debtors were secured by a first priority secu-
rity interest in substantially all the debtors’ assets, including
all of the debtors’ existing and after-acquired inventory, which
included goods subject to trade creditors’ reclamation rights.

Pursuant to orders dated March 7, 2017, and May 22, 2017
(the “Financing Orders”), the bankruptcy court approved the
debtors’ entry into a post-petition secured financing arrange-
ment with Wells Fargo and GACP Finance Co. (collectively
the “DIP Lenders”). The bankruptcy court authorized the
debtors to obtain up to $80 million in secured financing from
the DIP Lenders and, effective as of the Petition Date, granted
the DIP Lenders a priming first priority lien in virtually all of
the debtors’ assets, including all existing and after-acquired
inventory and proceeds, and a superpriority administrative
expense claim. The financing order also authorized the debt-
ors to use the post-petition secured loans to repay the Pre-
Petition Secured Lenders’ claims exceeding $66 million.!

Whirlpool Corp. (“Whirlpool”) had sold goods on credit to
the debtors in the ordinary course of the debtors’ business
during the 45-day period prior to the Petition Date (the
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“Whirlpool Reclamation Goods”). On March 10, 2017, Whirl-
pool had sent a written demand to the debtors for the return
of the Whirlpool Reclamation Goods. Following the debtors’
rejection of Whirlpool’s reclamation demand, Whirlpool
commenced a lawsuit against the debtors and the Pre-Petition
Secured Lenders and DIP Lenders (collectively the “Secured
Lenders”) seeking return of the Whirlpool Reclamation
Goods or payment of the proceeds from any post-petition sale
of the Whirlpool Reclamation Goods.

Unfortunately, the debtors were unable to successfully reor-
ganize or sell their business and ended up selling their inven-
tory, including the Whirlpool Reclamation Goods, as part of
a going-out-of-business sale process. The Secured Lenders
moved to dismiss Whirlpool’s complaint, relying on the
Dairy Mart and Dana Corporation holdings that the pre-peti-
tion and post-petition secured loans were an integrated
transaction. The Secured Lenders argued that their security
interest in the debtors’ inventory, including the Whirlpool
Reclamation Goods, had priority over Whirlpool’s rights in
the Whirlpool Reclamation Goods. The DIP Lenders’ secu-
rity interest related back to when the Pre-Petition Secured
Lenders’ security interest in the Whirlpool Reclamation
Goods had arisen, which occurred prior to Whirlpool’s asser-
tion of reclamation rights.

Whirlpool, in turn, relied on the Phar-Mor and Reichhold
holdings that its reclamation rights had priority over the DIP
Lenders’ security interest in the debtors’ inventory. The debtors
had used the Chapter 11 loan proceeds, and not the Whirl-
pool Reclamation Goods, to repay the pre-petition secured
loan. In addition, the DIP Lenders had obtained their secu-
rity interest in the debtors’ inventory, including the Whirl-
pool Reclamation Goods, after Whirlpool’s reclamation
rights had arisen.

The Bankruptcy Court’s Dismissal of
Whirlpool’'s Complaint

The bankruptcy court dismissed Whirlpool’s complaint, rul-
ing that Whirlpool’s reclamation rights were subordinate to
the DIP Lenders’ security interest in the Whirlpool Reclama-
tion Goods. Relying on the Dairy Mart and Dana Corporation
decisions, the hhgregg court focused on the Pre-Petition
Secured Lenders’ and the DIP Lenders’ continuous security
interest in the debtors’ inventory, including the Whirlpool
Reclamation Goods, that arose prior to the onset of Whirl-
pool’s reclamation rights. By the time Whirlpool had sent its
reclamation demand to the debtors subsequent to the Petition
Date, the Whirlpool Reclamation Goods were already subject
to both the Pre-Petition Secured Lenders’ and DIP Lenders’
prior interest in the goods.

The court also relied on the financing order provision that
stated as follows:

Based on the findings of fact and ruling herein concern-
ing the integrated nature of the DIP Facility and the
Prepetition Financing Documents and the relation back
of the DIP liens, in no event shall any alleged right of
reclamation or return (whether asserted under [11 U.S.C.]



Section 546(c) of the Bankruptcy Code or otherwise)
be deemed to have priority over the DIP Liens.
(emphasis added)

The hhgregg court also rejected Whirlpool’s argument that its
reclamation rights had priority over the Pre-Petition Secured
Lenders’ security interest in the debtors’ inventory because
the Pre-Petition Secured Lenders were not good faith pur-
chasers that trumped Whirlpool’s reclamation rights under
UCC Section 2-702(3). Whirlpool had argued that the Pre-
Petition Secured Lenders had not acted in good faith, and
therefore, did not qualify as “good faith” purchasers because
they had continued to make advances to the debtors on the
eve of bankruptcy when the lenders knew goods suppliers,
like Whirlpool, were not being paid. The court held that Sec-
tion 546(c) subjects an otherwise valid reclamation claim to
the prior rights of a creditor with a security interest in the
reclamation goods, regardless of whether the secured creditor
was a “good faith purchaser” under UCC Section 2-702.

Conclusion

The hhgregg court’s decision highlights the division among the
courts over whether reclamation rights are wiped out by the
debtor’s Chapter 11 lender’s blanket security interest in the
debtor’s inventory, including the goods subject to reclama-
tion, where the Chapter 11 loan was used to pay off a pre-
petition loan also secured by the debtor’s inventory. The
hhgregg court followed the Dairy Mart and Dana Corporation
holdings that a debtor’s Chapter 11 secured lenders’ rights

trumped reclamation rights based on an unbroken lien chain,
starting with the debtor’s pre-petition secured loan and then
continuing with the debtor’s Chapter 11 secured loan, that
long preceded the onset of reclamation rights.

However, that is not the end of the story here. Whirlpool has
filed an appeal from the hhgregg court’s decision and this mat-
ter is now before the United States District Court for the
Southern District of Indiana. In addition, other courts follow-
ing the Phar-Mor and Reichhold decisions might be more
sympathetic to reclamation rights. As a result, trade creditors
should not ignore this remedy! ®

1. The financing order also granted the Pre-Petition Secured Lenders,
as adequate protection, a replacement lien in the debtors’ assets and a
superpriority administrative expense claim, both of which were
subordinate to the DIP Lenders’ secured and superpriority
administrative priority claims.
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creditors in bankruptcy and other legal matters. He is a member of
NACM, a former member of the board of directors of the American
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BUSINESS CREDIT MAY 2018 27



