What's Really Included i
the Price of Your Burger?

by Rachel Ginzburg, Warren J. Martin Jr. and Rachel Parisi

. . From Bertucci’s to Joe’s Crab
Shack, these past few years have
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ven with great food, world-renowned chefs, and topnotch

customer service, restaurants are still finding it difficult to

stay in business due to varying factors, including high rents,
heavy debt loads, and the rising cost of labor in some states. What-
ever the reasons contributing to both in court and out-of-court

restaurant restructurings, it’s clear that restaurants often run busi-
nesses with tight margins and, as they say, “cash is king.” Thus,
for attorneys representing restaurant debtors, ensuring the debtor
has enough cash on hand to successtully run the business is an

important task.

A restaurant-debtor’s focus on cash
most often relates to its relationship
with its senior secured pre-petition
lender. Indeed, Section 363(c)(2) of the
U.S. Bankruptcy Code prohibits a debtor
in possession from using cash collateral
of a secured party without the secured
party’s consent or approval by the bank-
ruptcy court. With respect to the former,
the process to obtain consent from a
lender often involves lengthy negotia-
tions between the parties. To obtain
approval from the bankruptcy court, a
debtor must show the secured party’s
interest in the cash collateral is ‘ade-
quately protected.’

This article explores the nuances in a
restaurant bankruptcy case related to a
debtor’s use of ‘cash collateral,” particu-
larly with respect to ‘floating liens’ and
the exception set forth in Section 552 of
the bankruptcy code.

What is Cash Collateral?
Cash collateral is defined in the bank-
ruptcy code as:

cash, negotiable instruments, documents
of title, securities, deposit accounts, or
other cash equivalents whenever acquired
in which the estate and an entity other
than the estate have an interest and

includes the proceeds, products, offspring,
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rent, or profits of property..whether exist-
ing before or after the commencement of

a case under this title.!

Section 363 of the bankruptcy code
also states that “a debtor-in-possession
may not use, sell or lease cash collateral
unless 1) each entity with an interest in
the cash collateral consents to or 2) the
court, after notice and hearing, author-
izes the use of, cash collateral.”?

Does the Secured Creditor Have an
Interest in Post-Petition Property?
Section 552 of the bankruptcy code
limits a secured creditor’s interest in
post-petition property of the estate.’
This section of the code is critical for
debtors who grant security interests to
lenders with ‘after-acquired property’
clauses, in which certain property
acquired by a debtor going forward
automatically becomes subject to the
secured party’s lien. This type of lien is
often called a floating lien. Generally,
after-acquired property in a bankruptcy
proceeding, unless subject to an excep-
tion, is not subject to any lien, floating
or otherwise, resulting from a pre-peti-
tion security agreement.* One exception
to this general rule is that if the debtor
enters into a security agreement where
the security interest extends to proceeds,

products, offspring, or profits of pre-
petition property, the security interest
extends to proceeds, products, offspring,
or profits of the pre-petition property,
even if those proceeds are acquired post-
petition.’

In other words, for a pre-petition
security agreement to attach to property
acquired post-petition, a creditor must
show that: 1) the security agreement
extends to the after-acquired property
upon which the creditor seeks the lien,
and 2) the after-acquired property is pro-
ceeds, product[s], offspring, rents, or
profits of pre-petition property subject
to the lien.*

The first prong is usually dictated by
the terms of the agreement, while the
second prong is dictated by state law.”

How are Post-Petition Restaurant
Revenues Treated?

A debtor in a restaurant case may find
it has some leverage with respect to its
proposed use of alleged cash collateral.
Indeed, a restaurant-debtor may have a
legitimate argument that post-petition
revenue should not be deemed ‘pro-
ceeds’ of a senior secured lender’s origi-
nal collateral and, therefore, should not
be subject to any post-petition lien. The
court’s decision would ultimately dictate
who has a superior right to the asset—
either the debtor or the secured party.

A 1988 restaurant case from the Unit-
ed States Bankruptcy Court for the West-
ern District of Kentucky explored the
concept of the term ‘proceeds’ in the
context of restaurant revenues.® In In re
Inman, a secured creditor argued that
the money received from the sale of fast
food by the debtor constituted proceeds
of the restaurant’s inventory rather than
after-acquired property of the debtor. In
support of its argument, the secured
creditor noted that fast-food restaurants
simply provide food, and not service, to
the customer, whereas upscale restau-
rants may be classified as service
providers.” Contrary to the position of
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Contrary to the position of the secured party, the court held that
the money obtained from the sale of the food was after-acquired
property and did not constitute proceeds of mventory. It found

that the restaurants were engaged primarily in the service
industry, and that cash earned from operations was not a proceed
from the sale of mventory.

the secured party, the court held that
the money obtained from the sale of the
food was after-acquired property and
did not constitute proceeds of inventory.
It found that the restaurants were
engaged primarily in the service indus-
try, and that cash earned from opera-
tions was not a proceed from the sale of
inventory." Notably, the court reasoned
that “the degree of service is not the sig-
nificant factor for our consideration...
the restaurant industry, in general, is a
service-oriented industry.”" In sum,
because the post-petition revenues were
not deemed proceeds from the sale of
pre-petition inventory, they could not
be subject to the lender’s pre-petition
lien on the debtors’ inventory.

Similarly, in In re Timothy Dean
Restaurant & Bar," the court found that
the bank’s pre-petition security interest
in a Chapter 7 debtor-restaurant’s inven-
tory did not extend to accounts receiv-
able generated post-petition. The court
explained its decision, noting that the
accounts receivable stemmed from serv-
ices the debtor-restaurant provided post-
petition by preparing and serving food,
and the bank failed to produce any evi-
dence demonstrating what portion of
accounts at issue could be identified as
proceeds of inventory on which it had a
lien on the petition date.

Interestingly, Inman and Timothy
Dean have even been cited favorably by
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other cases that have not gone quite as
far in protecting restaurant-debtors with
respect to post-petition receivables.

In In re Cafeteria Operators, a bankrupt-
cy court reviewed Massachusetts state
law in order to determine whether rev-
enues generated by a restaurant were
‘proceeds’ of pre-petition property in
accordance with the exception outlined
in Section 552 of the code, and thus sub-
ject to a blanket lien on the debtors’ real
and personal property.”” The Massachu-
setts Uniform Commercial Code defines
proceeds, in relevant part, as “(A) what-
ever is acquired upon the sale, lease,
license, exchange, or other disposition of
collateral; (B) whatever is collected on, or
distributed on account of, collateral; (C)
rights arising out of collateral.”*

The Cafeteria Operators court found
that, although the Massachusetts defini-
tion of proceeds does not specifically
include revenues generated by a service-
oriented business such as a restaurant,
an argument could be made that restau-
rant revenues are proceeds under Massa-
chusetts commercial law because they
are acquired “upon the sale of food and
beverage inventory” and “arise out of
the use of fixtures and equipment,” such
tables,
chairs, plates, forks and knives,” all of

as “stoves, ovens, warmers,
which are subject to a creditor’s pre-peti-
tion blanket lien.” Massachusetts’ defi-

nition of proceeds stems from the Uni-

form Commercial Code, which is adopt-
ed by most states. Thus, in most states,
post-petition revenue generated by a
restaurant may be considered a proceed
that is subject to a pre-petition lien on
the debtors’ property.

Notably, the Cafeteria Operators court
was unwilling to find that all post-peti-
tion revenue was subject to the bank’s
blanket lien. The debtors’ CEO testified
that the post-petition revenue generated
by the debtors was “primarily derived
from services provided by the Debtors,”
and that the value of the food compo-
nent used in each meal was less than
one-third of the price charged for the
final plate of food." The court spoke
favorably of the Inman court’s assertion
that post-petition revenues generated
from the operation of the restaurants
resulted, in large part, from the debtors
providing a service to the customers."”
The Cafeteria Operators court recognized,
however, that at least some of the cash
generated by the restaurants was derived
from the inventory, which was subject
to a pre-petition lien." To balance these
interests, the court held that the creditor
would maintain its lien on the debtor’s
cash, but only in an amount equal to
the cost of the inventory used in each
sale.”” In other words, in Cafeteria Opera-
tors, the bank had a lien on less than
one-third of the proceeds of each plate
in the restaurant.
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The court found a more reasonable approach would be to
conclude that, since a restaurant patron is paying for both the

services provided and for the food itself, “the portion received in
exchange for the mventory,” or in exchange for the food,
constitutes proceeds of that inventory.

The court in In the Matter of Strick
Chex Columbus Two, LLC* came to a
nearly identical holding. In that case,
the court restated and further explained
that, although the debtor sold the
inventory that was subject to the pre-
petition lien, the court could not “con-
clude that all of the revenue brought in
from food sales is proceeds of the food
inventory.”” The court restated that
restaurants are service oriented, which
makes them unlike grocery stores or
other food wholesalers.”” The court also
noted that, generally, revenue generated
post-petition “as a result of a debtor’s
labor” is not subject to any pre-petition
interests.” The court also discussed the
Inman opinion, commenting that its
approach was somewhat extreme and
that the opinion ignored the fact that
the final product of the debtor’s labor is
undoubtedly made up of the food and
beverages subject to the pre-petition
security interest." The court found a
more reasonable approach would be to
conclude that, since a restaurant patron
is paying for both the services provided
and for the food itself, “the portion
received in exchange for the inventory,”
or in exchange for the food, constitutes
proceeds of that inventory."

Conclusion
Most courts agree that post-petition

restaurant revenues are not just a prod-
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uct of inventory and equipment. Restau-
rants are, without question, service ori-
ented, and the argument can be made
that restaurant revenues are a product of
the debtor’s post-petition labor and,
thus, not subject to pre-petition liens. If
an attorney handling a restaurant
restructuring can show the debtor’s
post-petition revenues are, at least in
part, not subject to pre-petition liens,
the attorney will give the debtor the
freedom to use its cash without the
requirement of consent of its creditor. 62
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