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=" USDA Raises Hurdles to

= Bankruptey Sales of PACA-
Regulated Produce Businesses

By Craig A. Wolfe & Blanka K. Wolfe / Sheppard Mullin Richter & Hampton LLP

ne of the main advantages
of purchasing a business out
of bankruptcy is that the
process can be quick, orderly
and predictable. Yet, recently,
the United States Depart-
ment of Agriculture (‘USDA”) has challenged
the ability of debtors that are produce vendors
to sell their businesses quickly unless they fully
satisfy their obligations under the Perishable
Agricultural Commodities Act (‘PACA?).
In doing so, the USDA has sought to elevate
the claims of all produce suppliers to priority
status in contravention of the priorities in the
Bankruptcy Code. Purchasers and sellers of
produce-related businesses in bankruptcy must
both take additional precautions to ensure the
sale is consummated without unexpected costs
or delays.
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Overview of PACA
PACA is a federal statute enacted in 1930

that establishes requirements for entities
seeking to operate in the produce indus-
try. It requires, among other things, that
every dealer of “perishable agricultural
commodities” be licensed by the Secretary
of Agriculture, 7 U.S.C. § 499¢(a), and
that produce vendors “make full payment
promptly” for any produce purchased in
interstate and foreign commerce, 7 U.S.C.
§ 499b(4).

In 1984, PACA was amended to estab-
lish a trust in favor of produce suppliers.
Specifically, PACA provides that a “com-
mission merchant, dealer, or broker” that
receives “perishable agricultural commodi-
ties” shall hold in trust for the benefit of all
unpaid suppliers or sellers (1) the perishable
agricultural commodities, (2) all inventory
and other products derived therefrom, (3)
the accounts receivable generated
from the commodities, and (4)
the proceeds from the sale of such
commodities, which trust continues
until all “sums owing in connection
with such [perishable agricultural
commodity] transactions” have been
paid in full. 7 U.S.C. § 499¢(c)(2).

The protections of PACA are
afforded to “perishable agricultural
commodities,” which are defined as
“fresh fruits and fresh vegetables of
every kind and character,” whether
or not frozen or packed in ice,
and cherries in brine. 7 U.S.C. §
499a(b)(4). This definition excludes
fruits and vegetables that have been
“manufactured into articles of food
of a different kind or character.” 7

CFR § 46.2(u). The extent to which a fruit
or vegetable can be manipulated and still
qualify for the protections of PACA is regu-
larly litigated.!

A PACA trust is a floating, nonsegre-
gated trust that is established as soon as
the produce is delivered to the purchaser. 7
CFR § 46.46(b). In contrast to a standard
trust, the assets that are subject to a PACA
trust do not need to be traced, and the
proceeds from the sale of produce can be
comingled with proceeds from the sale of
other assets.

Asserting and Perfecting PACA Claims

Unpaid produce sellers, suppliers or agents
have standing to assert PACA claims.
When asserting PACA claims, creditors
often seek to recover more than the cost of
the produce itself, such as shipping costs,
freight charges, taxes, interest and attorney
fees. The produce buyer may reduce the
amount of the claim to be paid from the
PACA trust by subtracting “contemplated
expenses or advances” made by the buyer
(e.g., expenses that the buyer already paid).
7 C.FR. § 46.46(e)(5). There has been
extensive litigation over the extent to which
other charges (such as attorney fees, interest
and shipping charges) are subject to the
PACA trust.?

To perfect its claim, a PACA creditor must
either (1) include language on its billing state-
ments that the produce is sold subject to the
PACA trust, or (2) provide written notice to
the buyer of its intent to preserve the benefits
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of the PACA trust, along with sufficient
information to identify the transaction sub-
ject to the trust. 7 U.S.C. § 499¢(c); 7 CFR
§ 46.46(f). The written notice must be
given within 30 days after (a) 10 days after
delivery of the produce, (b) the payment
due date agreed upon by the parties prior to
the transaction, or (c) the date on which a
seller receives notice that the payment (i.e.,
a check) has been dishonored. Id. While the
supplier and buyer can agree on any pay-
ment terms, if the due date is more than 30
days after the buyer receives the produce, it
will not qualify for PACA trust protection.
7 CFR § 46.46(e)(2).

PACA Claims in Bankruptey
Upon a bankruptcy filing, all of the debtor’s
legal and equitable interests become prop-
erty of the bankruptcy estate, 11 U.S.C. §
541, and the Bankruptcy Code sets forth
a priority scheme for distribution of such
assets to the debtor’s creditors. If a debtor
is holding assets in trust for someone else,
such assets are not property of the estate
and are not distributed pursuant to that
priority scheme. Valid and perfected PACA
claims, which are to be paid from the
PACA trust, are thus paid ahead of all other
creditors.’

While qualified PACA claims that are
properly perfected are entitled to prior-
ity over all other creditors, other claims
asserted by produce vendors are not. For
example, claims that otherwise qualify for
PACA trust protection yet were unper-
fected, or other produce-related claims that
fail to satisfy the requirements of PACA
(because, for example, the payment terms
exceed 30 days), do not qualify for payment
from the PACA trust.

USDA’s Stance on PACA Claims in Two Recent
Bankruptcy Cases

In two recent bankruptcy cases, the USDA
has sought to elevate all produce-related
claims (including unqualified PACA
claims) to priority status and to condition
the sale of a produce debtor’s assets on the
satisfaction of all such claims.

In the Contessa Premium Foods, Inc.
(“Contessa”) bankruptcy case,* Contessa,
a producer of frozen meals, sought to sell
its business, including its corporate name,
after a marketing process and auction. The
successful bidder agreed to pay approxi-
mately $51 million in cash and assumed li-
abilities. One of the sale closing conditions
was that the purchaser obtain all essential
licenses and permits to continue Contessa’s

operations, including a PACA license. The
USDA refused to grant the purchaser a new
PACA license using the Contessa name
unless Contessa fully paid all of its produce
debt, including claims that did not qualify
for the PACA trust. To permit the purchas-
er to get its PACA license, Contessa agreed
to escrow $1.5 million of sale proceeds.
Contessa then fully paid the claims of
produce vendors that had qualified and per-
fected PACA claims, and asked the USDA

to consent to the release of the $1.5 million

The USDA has
sought to elevate
the claims of all
produce suppliers
to priorily status
in contravention
of the priorities

in the Bankruptcy
Code.

in escrow. The USDA withheld consent
because the non-PACA-qualified produce
claims remained outstanding. Accordingly,
Contessa sought the court’s determination
that the funds could be returned for distri-
bution under Contessa’s plan of liquidation
on the basis that all PACA trust claims had
been satisfied and the other produce claims
could not be paid outside the Bankruptcy
Code’s priority scheme.

The USDA objected, arguing that
“PACA’s requirement that a buyer promptly
pay its suppliers for all perishable agricul-
tural commodities makes no distinction
between produce suppliers who have or
who have not properly perfected their trust
rights.” The USDA distinguished between
a produce supplier’s private cause of action
to obtain payment from a PACA trust,
and the USDA’s right to start administra-
tive enforcement proceedings to sanction
a licensee for violating PACA. Thus, it
argued, Contessa’s payment of all of its
PACA trust claims did not cure its PACA
violations, and it was entitled to commence
a post-petition enforcement action against
Contessa’s terminated license. In addition,
the USDA argued that Contessa’s PACA

license was encumbered as a result of its

failure to pay all of its produce debt, and
that this encumbrance attached to the sale
proceeds upon the free and clear sale of
Contessa’s assets. The USDA compared the
PACA license to state liquor licenses, and
the case law holding that transfers of liquor
licenses can be conditioned on the payment
of all state taxes and other liquor business-
related claims.’

In response, Contessa argued that it had
not sold or transferred its PACA license to
the purchaser because its PACA license had
been consensually terminated and a new
license had been issued to the purchaser
under the Contessa name at the closing of
the sale. As a result, the USDA's alleged
encumbrance of the PACA license was
terminated. Moreover, Contessa argued
that there was no authority under the
Bankruptcy Code or otherwise to prioritize
unsecured produce-related claims ahead of
other unsecured creditors. The court agreed
with Contessa and released the escrowed
funds back to the estate.

Following the Contessa decision, the
USDA again asserted its position that all
produce-related debt needs to be satisfied in
a sale of a debtor’s assets in the bankruptcy
case of Allen’s Inc., an independent produc-
er of canned vegetables (“Allen’s”).¢ Allen’s
also sought to sell its business, including its
accounts receivable, inventory and permits
“to the extent transferable.” The USDA
objected to the sale, seeking clarifying
language in the sale order that it would
not affect the USDA’s police or regulatory
powers, or authorize the transfer of Allen’s
PACA license “without [Allen’s] and the
[pJurchaser complying with all applicable
legal requirements under non-bankruptcy
law governing such transfers or assign-
ment.” Allen’s did not object to the USDA’s
request, and the sale was approved with the
requested language preserving the USDA’s
rights. In addition, as part of the sale, the
purchaser assumed the debtor’s PACA
claims and agreed to place $7.7 million of
the sale proceeds in an escrow account for
the benefit of PACA creditors. While the
issue has not been litigated in the bank-
ruptcy case, the language proposed by the
USDA certainly would allow it to demand
that all produce debt be paid — regardless of
whether it was protected by a PACA trust.

Lessons for Purchasers and Sellers of Busi-
nesses Subject to PACA

The USDAs position in these cases
amounts to an attempt to circumvent the
Bankruptcy Code’s priority scheme and to
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impose an additional burden on the parties
to the sale of a PACA-regulated business.
A purchaser will typically need to obtain a
new PACA license in order to continue to
operate the business. This gives the USDA
a significant amount of leverage to demand
that the debtor’s PACA obligations be
resolved to its satisfaction, and the USDA
has demonstrated that it is willing to use
that leverage to delay the issuance of a new
PACA license and, thus, the closing of the
sale. To avoid such a delay, parties must
understand the scope of the debtor’s pro-
duce debt, and there should be a sufficient

cash component to the purchase price to
establish an escrow large enough to cover
the PACA trust claims as well as a// other
produce claims. This will permit the sale to
close promptly and will transfer the burden
of resolving any disputes with PACA claim-
ants and the USDA to the debtor.
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