IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF DELAWARE

)  Chapter 11
IN RE: )
) Case No. 0Z2-10536 (MEW)
KELLSTRCM INDUSTRIES, INC., }
et al., ) (Jointly Administered)
)
Debtors. )
)

OFPINION'

Before the Court is the Objection of American Valley
Aviation (“AVA”) to the Motion of Kellstrom Industries, Inc. and
certain of its affiliates (“the Debtors”) for an Order Approving
the Sale of Certain of Debtors’ Assets. An Order approving the
Debtors! sale of assets, without the AVA inventory, was
previously entered, reserving the issue of whether the Debtors

could sell the AVA inventoery free and clear of AVA's interests.

I. BACKGROUND

The Debtors were in the business of purchasing, overhauling,
reselling and leasing aircraft engines and parts. On April 5,
2001, the Debtors entered into a Sale and Purchase Agreemont
(“the Agreement”) with AVA. Pursuant to the Agrcement, AVA
agreed to séll its P-3 Oricon inventory ol aerospace components

and parts (“the Parts”) to the Deblors. Under the Agrecement, the

- This Opinion censtitutes the [indings of fact and
conclusiens of law of the Court pursuant to kederal Rule of
Bankruptcy Procedurc 7052 as made applicable to contested matters
pursuant Lo Rulce 9014,



purchase price for the Parts was $5,038,000, payable by the

Debtors as followsa: (1) the sum of 51,750,000 within twenty-one
days after execution of the Agreement and (Z2) the remaining
balance of $3,288,000 in twenty-four consccutive egqual monthily
installments of £137,000. (Exhibit D-1, € 2.) While the Debtors
got title to the Parts upon execution of the Agreement, AVA
retained possession of the Parts. {(Id. at § 3.) For an
additional monthly fee of $8,000, AVA provided various services,
including storage, packing, shipping and certification of the
Parts to third-party buycrs at the Debtors’ direction. (Id. at
§ 4.)

On December 14, 1298, prior to its Agreement with AVA, the
Debtors had executed a Loan and Security Agrecment with the Bank
of America (“BOA*). Under that agreement, BOA asserts it
obtained a security interest in substantially all of the Debtors’
propertyv.

Cn February 20, 2002, the Debtors filed voluntary petitions
under Chapter 11 of the Bankruptcy Code. On that same date, the
Debtors entered into an Asset Sale Agreement with KIAC, Inc,
("KIAC”) to sell certain assets. On February 22, 2002, the
Debtors filed a Motion for approval of that sale free and clear
of 211 liens, ¢laims and encumbrances under scction 363 ¢f the

Bankruptcy Code (“the Sale Motion”).



Cn May 8, 2002, AVA sent a letter notifving the Debtors of

AVA's intent to reclaim all Parts not yet received by the
Debtors. (AVA's Exhibit E.) On May 10, 2002, AVA filed an
Objecticen to the Sale Motion (“the OCbjecticon”), asserting that
the Debtors did not have the right to sell the Parts to KIAC. On
May 17, 2002, a hearing was held to consider the Sale Motion.
After rescolution of all other objections to the sale, an
Order was entered on June 13, 2002, authorizing the sale of the
Debtors® asscts to KIAC with the exception of the AVA Parts,
pending a determination of the various parties’ interests in the
Parts. {Order at 1 19.) Briefs have been submitted on the izsue

by the Debtors, AVA and BOA.

Tr, JURISDICTION

The Ceourt has jurisdiction over this matter pursuant to 28

U.5.C. 8% 1334 and 157 (k) (1), (b)(2)(R), (K}, (N), and (O).

ITTI. DISCUSSTON
Although the parties have raised numerous other arguments,?

we focus here only on the issues which we find relevant to

? AVA argused, alternatively that: {1) it retainad title to
the Parts, (Z) it had a purchase money security intersst in the
Parts, (3) it had a warehouseman’s or possessory security
interest in the Parts, (4) it had a right of reclamation, {(5) Lhe
Agreement was executory, reguiring its assumplion before the
Debteors could sell the Parts and {6) it had the right to withhold
and stop delivery of the Parts.



determining what interest AVA has in the Parts and under what

circumstances the Debtors can sell the Parts free and clear of

that interest.

A, AVA's Right to Withhold and Stop Delivery

AVA asserts that it has the right te withhold and stop
delivery of the Parts that remain in its possession, under
section 2-702(1l) of the Uniform Commercial Code (“the UCC”) .-’
That section provides that:

Where the seller discovers the buver to be
insolvent he may refuse delivery except for
cash including payment for all goods
theretofore delivered under the contract, and
stop delivery under this Article (Section
2=705) .

u.c.C, § 2-702(1). The seller may withheold and stop delivery of
the goods until:

{(a) receipt of the goods by the buyer;
or

(b) acknowledgment teo the buyer by any
bzilee of the goods except a carrier that the
bailee holds the goods for the buyer: or

(¢} such acknowledgment to the buyer by
a carrier by reshipment or as warehouseman:
Or

' The Debtors contend that Delaware law conbtrols, whereas

AVA contends that either California or Florida law appliss.
Since all of the applicable statutes relevant to this Opinion
contain the identical provisions we will refer to the UCC as
opposad to a state specific statute. Revised Article 9, which
hecams effective on July 1, 2001, governs the transacllions in
gquestion. U.C.C. § 5-701.



{d) negotiation to the buyer of any
negotiable document of title covering the
goods.

U.C.C. § 2-705%(2). AVA asserts that, bocause the Parts have
never left its possession, it can withhold and stop delivery of

the Parts to the Debtors or any of its designees,

The Debtors assert that title to the Parts determines
whether they can sell the Partz. Section 2-401{(1) of the UCC
provides that “title to goods passes from seller to buyer in any
manner and on any conditions explicitly agreed on by the
parties.” U.C.C. § 2-401(1). The Agreement provides that:

[The Debteors] and [AVA] hereby agree that
after the [&1,750,000 payment], title to =
(cne-half) of the Parts [whose value is equal
to ¥ {(one-half) of the total purchase

price . . . which is 52,519,000.00 {(two
million five hundred and nineteen thcusand
and no/100] shall immediately pass from [AVA]
te [the Debtors]; and that the remaining
(one-half) title to the Parts shall pass from
[AVA] to [the Debtors] on January 2, 2002.

(Exhikit D-1 at § 3.) Thus, the Debtors assert that as of
January 2, 2002, they had title to the Parts and they are frec Lo
sell the Parts Lo KIAC notwithstanding AVA's right to withhold
and stop delivery of the Parts.
However, section 2-401 of the UCC provides that:

Each provision of this Article with regard to

the rights, cobligations and remcdies of the

seller, the buyer, purchasers or cther third

parties applies irrespective of title to the

goods except where the provision refers to
such title.




U.C.C. § 2-401 (emphasis added). Thus, we conclude that the
passage of title does not eliminate or impair AVA's right to

withhold and stop delivery of the Parts. See, e.q., In re

Murdock Mach. and kngineering Co. of Utah, @20 F.2d 767, 773

(10th Cir. 1980).

Moreover, Qfficial Comment 1 to section 2-702 of the UCC
supports this interpretation, stating that “[tlhe seller's right
to withhold the goods or to stop delivery except for cash when he
discovers the buyer's insolvency is made explicit in subsection

1) regardless of the passage of title.” U.C.C. § 2-702 cmt. 1

(emphasis addeaq).

Alternatively, the Debtors argue that the Parts were
constructively delivered to the Debtors when title to the Parts
transferrcd on January 2, 2002, and that such constructive
delivery terminated AVA's right to stop delivery. U;C.C. 5 Z2-
705(2). The Debtors argue that by passage of title, constructive
delivery of the goods was effected, despite the fact that the
Parts remained in AVA's possession. The Debtors rely on In re
GEC Industries, 128 B.R. 8%2 (Bankr. D. Del. 1991) which held
that "there may ke completed delivery although the [Parkts] remain
in the possgession of the seller if the seller's possession 1s as
an agent or at the request of the buyer under an agreement.” 129

B.R. alL 888.



The Debteors’ relliance on GEC Industries is misplaced. The

issue in GEC Industries was whether constructive “delivery” to

the buyer effected 2 transfer of title. GEC Industries did not
deal with the conflict between the seller’s right Lo withhold and
stop delivery of goods and the buyer’s title to those goods.
The Debtors assert “delivery” of the Parts terminates the
seller’s right to withhold and stop delivery as oppased toe taking
physical possession of the Parts. However, a seller’s right to
atop delivery exists until “receipt” of the goods by the buyer.
U.C.C. & 2-705(Z2) (a). The UCC defines “'‘receipt’ of goods as
taking physical possession of them.” UCC & 2-103(1) (¢). Thus,
the Debtors’ argument that “constructive” delivery constitutes
receipt 1s not persuasive.
Further, the 0fficial Comment to section 2-103(1) ()
highlights the distinction between “delivery” (when title passes)
and “receipt” (when the seller’s right to stop delivery ends):
"Recelipt” must ke distinguished from delivery
particularly in regard to the problems
arising out of shipment of goods, whether or
not the ceontract calls for making delivery by
way of documents of title, since the seller
may frequently fulfill his obligations to
"deliver" even though the buyer may never
"receive™ the goods.

U.C.C. § 2-3103 cmt. 2.

Therefore, the “delivery” of the goods or trangfer of title

alone cannot constitute “receipt” of goods, which regquires

transfer of actual physical peossession. Sco, e.g., In re Marin




Motor 0il, Inc., 740 F.2d 220, 224-25 (3d Cir. 1984): Ceres, Ine.

v. ACLI Metal & Cre Co., 451 F. Supp. 921, 923 (N.D. Iil. 1978);:

In re Maloney Enterprises, Inc., 37 B.R. 290, 294 {(Bankr. E.D.

Ky. 1983).

Although title to the Parts passed to the Debtors on
January 2, 2002, we conclude that AVA had the right to withhold
and stop delivery of the Parts so long as they remained in its

possession.

B. Conflicting Interests of the Debtors, AVA and BOA

BOA asserts that any interest that AVA might have is
subordinate to the security interest of BOA in all the property
of the Debtors. BOA further asserts that becauvse it perfected
its lien pursuant to Article 9 of the UCC before AVA's intercst
arcse, the rights of AVA are subordinate to it.

Section 9-110 of the UCC is instructive and provides that:

A security interest arising under Section
2-401, 2-505, 2-711(3), or 2A-508(5) is
sulkrject to this article. However, until the
debtor cbtains possession of the goods:
(1) the security interest is
enforceable, even 1f Section 9-203(b) (3)

has not been satisfied;

(2) filing is not required to perfect
the security interest;

(3} the rights of the secured party
after default by the debtor are governed
by Article 2 or 2A; and



(4) the security interest has priority
over a conflicting security interest
created by the debtor.

U.C.C., § 9-110. This section details the rights of Article 2
security interest holders under Article 9. However, the right of
a seller to stop delivery (section 2-702(1)) is not covered by
this section. 0Cfficial Comment 5 to sectieon 9-110 discusses the
right to withhold and stop delivery and provides that:

This Article does not specifically address
the conflict between (i) a security interest
created by a buyer or lessee and (ii) the
seller's or lessor's right to withheold
delivery under Section 2-702(1), 2-703(a), or
2B-525, the seller's or lessor's right to
stop delivery under Section 2-705 or ZA-526,
or the sgseller's right to reclaim under
Section 2=-507(2) or 2-702(2). These
conflicts are governed by the first sentenge
of Section 2-403(1), under whigh the buver's
secured party obtains no greater rights in
the goods than the buver had or had power fo
convey, or Soction ZA-307(1), under which
creditors of the lessee take subject to the
lease contract.

U.C.C. § 9-110 cmt, 5 {(emphasis added).

Section 2-403(1) <f the UCC provides that “A purchaser of
goods acquires all title which his transferor had or had power to
transfer except that & purchaser of a limited interest acquires
rights only to the extent of the interest purchased.” U.C.C,

§ 2-403(1).

With respect to a =zeller’s right to withhold and stop

delivery, commentatoers have interpreted O0fficial Comment 5 as

follows:



To branslale: the position of the Reporters
for Revised Article 9 is that the buyer's
secured creditor is a purchaser but gains a
security interest only 1n the interest of the
buyer. It is not that the buyer has no
rights, but has insufficient rights to give a
security interest that will defeat the
seller’s right to withheld c¢r stop the goods,
The buyer’s secured crediter steps into the
shoes of the buyer. Where the seller refuses
delivery because of the buyers [sic]
insolvency, the secured creditor could
terminate the seller’s right to withhold by
making a cash payment for the goods Just as
the buyer may.

1A Peter F. Coogan, Secured Transactions Under the Uniform

lds}
]
¥l

Commercial Code, & 7D.03[6][b], 7D=15 (Matthew Bender Z002).

alsgo 92A William 0. Hawkland, Uniform Commercial Code Series,
[Rev] § 9-110:1, pp. 550-52 (2000).

Therefore, BOA's rights to the Parts rise no higher than the
Debtors’ rights. If the Debtors or BOA want to terminate the
right of AVA to withhold and stop delivery of the Parts, then
they have to make a cash payment for the Parts in accordance with
section 2-702{(1). Such an analysis is consgistent with the
reluctance of courts to permit good faith purchasers or secured

lenders of the buyecr to prevall over a seller that has retained

possession of goods. See, e.q., Crocker Naticnal Bank v. Ideco

Div. of Dresser Industries, Ing., 839 F.2d 1104, 1109 (%th Cir.

1988} (where the seller has never relinquished possession of the
goods, a nen-paying buyer does not have a sufficient right in tThe

collateral to enable him teo transfer a security interest in them

10



te a third party); Murdock Mach., 620 F.2d at 774 (seller's

refugal to deliver goods in his possession to an insolvent buyer
is not affected by intervention of third-party good-faith
purchaser). Therefcre, we conclude that the rights of AVA are

not subordinate to the rights of BOA.

., Jale under Section 363

Pursuant to the Sale Motion, the Debtors seek to sell the
Farts to KIAC free and clear of all interests. Section 363(f)
provides that:

the bLrustee may scll properbty . . .o free and
clear of any interest in such property of an
zntity other than the estate, only if—

(1) applicakle nonbankruptcy law
permits sale of such property free and
clear of zuch interest:

(2) such entity consents;

(3) such interest iz a lien and the
price at which such property is to be
scld is greater than the aggregate value
of all liens on such property;

{4 such interest i3 in bona fide
dispute; or

{(5) such entity could be compelled,
in a legal or equitable proceeding, to
accept a money satisfaction of such

interest.
11 U.8.C. % 363(f). Section 363(f) i1s written in the

disjunctive, not the conjunctive, and if any of the five

conditions are met, the debtor has the authority to conduct the

11



gale free and clear of all liens. Bee, e¢.g., In re Fllict, %4

R.R. 343, 345 (E.D. Pa. 1988).
Section 363 (f) (1) is not applicable because non-bankruptcy
law does not permit a sale by the bDebtors free and clear of AVA's

right to withheold and stop delivery.? See, e.q., Murdock, 620

F.2d at 774; Ceres, 451 F. Supp. at 925 (seller of goods in hands
of bailee was not barred from stopping delivery of goods to bona
fide purchascr from buyer when seller discovered buyer's
inseclvency). Section 363(f) (2) is not applicable because AVA has
not consented tc the sale of the Parts free and clear of its
interests.

Section 363(f)(3) allows a sale if the interest iz a lien
and the sale proceeds are greater than the value of all liens on
the property. Secticn 101(37) defines a "lien" as a “charge
against or interest in property to secure payment of a debt or
performance of an obligation.” 11 U.5.C. § 101(37). The Third
Circuit has explained that a "liean" is:

a charge or encumbrance upon property to
secure the payment or perfoermance of a debt,
duty, or other obligaticn. It is distinct
from the abligation which it sccures.
Mortgages, security interests, encumbrances

and liabkilities possess characteristics
similar to a lien.

 Bection 2-702(3) subjects a seller’s right to reclaim to
section 2-403 which allows the sale to a good faith purchaser.
There is no similar provision subjecting 2 seller’s right to
withhold and stop delivery to a sale to a good faith purchaser.

12



Folger Adam Security, Inc. v. DeMalttels/MacGregor JV, 209 F.3d

252, 259-60 (3d Cir. 2000) (internal quotations omitted). We
concluded akove that & right to withhold and stop delivery is not
a security interest subject to Article 9 or its rules of
priority. Therefore, the right to withhold and stop delivery is
not a “lien” for purposes of section 363(f) (3). However, even if
AVA's interest could be characterized as a lien, the sale price
offered by KIAC is not sufficient to cover AVA’s and BOA's
claims.®

Section 363(f) (4) is of no avail to the Debtors because
there is no bona fide dispute with respect to AVA’s claim.

Section 363{f) (5) would allow the Debtors to sell the Parts
free and clear of AVA's right to withhold and stop delivery if
AVA could be compelled to accept a money satisfaction for its
claim. Any interest in property that can be reduced to a money
satisfaction constitubtes a claim for purposes of section

363(5) (%), See, e.q., Folger Adam, 209 F.3d at 25%; In re P.E.R.

Convalescent Cenlers, Inc., 182 B.R. 90, 94 (Bankr. E.D. Va.

128%); In re WBQ Fartnership, 18% B.EK. 87, 107 {(Bankr. E.D. Va.

1995). Section 2-702(1} permits AVA to refuse delivery of the
Parts except [or [ull cash payment for those goeods and all goods

previously delivered under the Agrecment. U.C.C. § 2-702(1). It

° The price offered by KIAC for all assets was %96 million.
BOA asserts it is owed 5167 million, while AVA asszarts it is cwed
52,312,000,

i3



the Debtors tendered full payment in cash to AVA and it refused,
the Debtors could compel AVA Lo accept that payment in
satisfaction of its right to withhold and stop delivery of the
Parts. Thus, we conclude that the Debtors may sell the Parts
pursuant to section 362(f) (5).

AVA asserts that, if the Debtors have the right te sell the
Parts to KIAC under section 363 (f) (5), they must provide it
adequate protection. Section 363 (e) of the Bankruptcy Code
prevides that:

at any time, on request of an entity that has
an interest in property used, sold, or
lecsed, cor proposed to be used, sold, or
leased, by the trustee, the court, with or
without a hearing, shall prohibit or
condition =uch use, sale, or lease as is

necessary to provide adeguate protection aof
such interest.

11 U.5.C. & 363 () {cmphasis added). Section 36l of the
Bankruptcy Code provides that:

When adequate protection is reguired under
section 362, 363, or 364 of this title of an
interest cof an entity in property, such
adequate protection may be provided by—

(1) requiring the trustee to make a3
cash payment or pericdic cash payments
to such entity, to the extenb that
the . . . use, sale, or lease under
section 363 of this title . . . results
in a decrease in the value of such
gntity's interest in sugh property.

(2) providing to such entity an
additional or replacement lien to the
extent that such stay, usc, sale, lease,
or grant results in a decrease in the

14



value of such entity's interest in s=such
property; or

(3) granting such olher reliel, other
than entitling such entity to
compensation allowable under section
503 (b)Y (1) of this title as an
administrative expense, as will result
in the realization by such entity of the
indubitable equivalent of such entity's
interest in such property.
11 U.5.C. § 361 (emphasis added).
AVA asserts it is entitled to adequate protection eguivalent
Lo its right to withhold and stop delivery of the Parts. Once
the Debtors or their designees (KIACZ) receive possession of the
Parts AVA will lose its right to withhold and stop delivery. We
agree. We conclude that adequate protection regquires that the
sale of the Parts free and clear cf AVA's right to withheld and
stop delivery bhe conditioned upeon full payment in cash for all
the Parts to be delivered under the Agreement, including the

Parts theretofore delivered under the Agreement. See, e.qg., In

re Spenlinhauer, 231 B,R, 429, 4326 (D, Me. 1299) (bankruptcy court

may condition sale of estate property to provide adequate

protection to creditors).

IV. CONCTUSTION
For the reasons set forth above, the Debtors® Motion for
Order Approving the Sale of the Parts in AVA’s possession is

granted but conditioncd upon full payment in cash bto AVA for all



the Parts tc be delivered under the Agreement, including the
Parts theretofore delivered under the Agreement.

An appropriate Crder is attached.

BY THE COCURT:

Dated: August 20, 2002 WM&V\RM

Mary F. Walrath
United States Bankruptcy Judge

16



IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF DELAWARE

) Chapter 11
IN RE: )
) lase No. 02-10536 (MEFW)
KELLETROM INDUSTRIMS, INC., )
et al., ) (Jointly Administered)
)
Debtors. )

ORDETR

AND NOW, this 20TH day of AUGUST, 2002, upon consideration
of the OChijection of American Valley Aviation to Kellstrom
Industries, Inc.’s Motion for Order Approving Sale of Certain of
Debtors’ Assets, specifically, the P-3 Orion Parts in American
Yalley Aviation’s possession, and for the reasons set forth in
the accompanying Opinioen, it is hereby

ORDERED that the P-3 Orion Parts in the possession of
Amarican Valley Aviaticon may be sold by the Debtcrs only upon
full payment in cash toe AVA for all the BP-3 Crion Parts to be
delivered under the Sale and Purchase Agreement, including the

Parts previously delivered under that agreement.

BY THE COURT:

Mary Fr Walrath
United States Bankruptey Judge

cor See attached
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