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CONSIGNMENTS 

A. Issues Overview  

Consignments of personal property are generally governed by Revised Article 9 of the 
Uniform Commercial Code.  Consignments that satisfy the definition contained in UCC § 9-
102(a)(20) require perfection, while those that do not, are generally governed by state common 
law and statutory law.  

Pursuant to UCC § 9-102(a)(20) a consignment means a transaction in which a person 
delivers goods to a merchant for the purpose of sale and: 

 The merchant that: (i) deals in goods of a kind under a name other than the name 
of the person making delivery; (ii) is not an auctioneer; and (iii) is not generally 
known by its creditors to be substantially engaged in selling the goods of others.  

 With respect to each delivery, the aggregate value of the goods is $1,000 or 
more at the time of delivery.  

 The goods are not consumer goods immediately before delivery.  

 The transaction does not create a security interest that secures an obligation.  

To the extent there is not a consignment relationship under Article 9, a creditor may still 
attach its interest to a debtor’s goods under UCC § 2-326.   

In relevant part UCC § 2-326 provides that: 

 Unless otherwise agreed, if delivered goods may be returned by the buyer even 
though they conform to the contract, the transaction is a “sale or return” if the 
goods are delivered primarily for resale.  Goods held on sale or return are 
subject to such claims while in the buyer’s possession.  

Accordingly, if the transaction is determined to be a “sale or return” creditors of the 
buyer can maintain a security interest in such goods, which will be superior to an 
unperfected security interest of the seller.   

In an Article 9 consignment, assuming that a consignor does not perfect its interest in 
goods, the consignee can grant a security interest in the goods to another creditor who will have 
an interest superior to that of a consignor pursuant to UCC § 9-319(a).   

In contrast, because a common law consignor retains ownership of the goods, the goods 
are not property of a consignee’s bankruptcy estate, the claims of the consignee’s creditors cannot 
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attach to the consigned goods and the consignee cannot sell the consigned goods except in 
compliance with the consignment agreement. 

An unperfected consignor can prevent the application of UCC § 9-319(a) if it can prove 
that the transaction is not governed by Article 9 of UCC.  This often turns on whether the consignor 
can show that the consignee was “generally known by its creditors to be substantially engaged in 
selling the goods of others.”   

In such instances, the consignor must prove by a preponderance of the evidence that (i) the 
consignee is substantially engaged in selling the goods of others, and (ii) it is generally known by 
the creditors of the consignee that this is the case.   

 In order to be “substantially engaged” in selling the goods of others, a merchant 
must not hold less than 20% of the value of its inventory on a consignment 
basis.  See In re Valley Media, Inc., 279 B.R. 105, 125 (Bankr. D. Del. 2002).   

 To satisfy the “generally known” prong, the consignor must prove that a 
majority of the consignee’s creditors, with the majority being determined by the 
number of creditors not the amount of creditor claims, were aware that the 
consignee was substantially engaged in selling the goods of others.  See id.   

Consignors rarely perfect their interest and, as a result, often face this difficult burden of 
proof.  

Despite the difficulty faced by consignors, in a few recent chapter 11 cases (In re Whitehall 
Jewelers Inc. – Case No. 08-11261, In re Family Christian LLC – Case No. 1:15-bk-00643, and 
In re Sports Authority Holdings Inc. – Case No. 1:16-bk-10527) the Delaware and Michigan 
bankruptcy courts refused to approve sales of consigned goods free and clear of the consignors’ 
interests absent a prior determination (through an adversary proceeding) that the consigned goods 
were property of the debtor’s estate.   

In Whitehall Jewelers, the court refused to authorize the sale of consigned goods 
until the court determined the ownership of the consigned goods.  The court reasoned that 
a debtor cannot sell goods that are not property of the estate.  Additionally, the court found 
that it could not invalidate a lien as part of the relief requested in sale motion.  As such, 
Whitehall was forced to institute 124 separate lawsuits over whether the consigned goods 
were property of the estate.  Ultimately, Whitehall negotiated a favorable global settlement 
of their claims with the consignors, and agreed to return the consigned goods to 
participating consignors and pay them for the consigned goods that were sold, from an 
escrow account.  Specifically, and pursuant to the Global Settlement Agreement [Docket 
No. 507], Whitehall entered into various vendor agreements, with participating vendors 
whereby Whitehall agreed to: (i) undertake a program to return all remaining consigned 
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goods on the effective date to the participating vendors, and (ii) pay each participating 
vendor an amount equal to 100% of the amount that was required to be segregated with 
respect to the proceeds of postpetition sales of the consigned goods from and after the 
petition date through proposed return of the consigned goods.   

In Family Christian, Family Christian sought approval of a sale of substantially all 
of its assets, including goods it had acquired under consignment agreements.  As of the 
petition date, Family Christian had between 150-200 consignment vendors.  The 
consignment vendors argued that Article 9 of the UCC did not apply, and that consignments 
were “true consignments” while Family Christian argued that the consignments fell within 
Article 9 of the UCC.  Eventually, the consignors and Family Christian reached a 
settlement.  The settling consignors agreed to the sale of the consigned goods in exchange 
for sharing in a cash payment of $500,000 plus one of two payment options: (i) payment 
of each consignor’s § 503(b)(9) claim plus 10% of the book value of the consignor’s goods 
sold after a particular date, or (ii) payment of 35% of the book value of the consignor’s 
goods sold after a particular date.  Other consignors who were not part of the settling group 
were offered the same payment options if they accepted the chapter 11 plan.  
Notwithstanding, many opted to reject the plan, and Family Christian was required to 
litigate the issue or return the consigned goods.   

In Sports Authority, the court authorized Sports Authority to sell consigned goods 
in the ordinary course of business so long as Sports Authority complied with prepetition 
agreements, which included remitting part of the sale proceeds to consignment vendors.  
See In re TSAWD Holdings Inc., 565 B.R. 292, 295 (Bankr. D. Del 2017).  Sports Authority 
filed adversary proceedings against substantially all of the consignment vendors, but was 
required to pay the consignors (even those that did not satisfy UCC Article 9’s consignment 
requirements) for consigned goods sold after the bankruptcy filing pending resolution of 
the adversary proceedings.  However, the order provided that these amounts would be 
subject to disgorgement if the rights of the consignment vendors were ultimately 
determined to be junior to the rights of the secured lenders.  After the adversary proceedings 
were filed, Sports Authority’s secured lenders and nearly half of the consignment vendors 
reached a settlement, whereby Sports Authority could continue to sell the consigned goods 
at their liquation sales at discounted rates.  The settling consignment vendors stipulated 
that the consigned goods and proceeds from the sale were subject to a lien of the secured 
lenders, and that distribution of the proceeds were a carveout from the lien.  The settling 
consignment vendors were paid 25%-49% of the amount due under the consignment 
agreements.  Some of these cases continued to be litigated (see (Sports Authority) In re 
TSAWD Holdings, Inc., 565 B.R. 292 (Bankr. D. Del. 2017) discussed below). 
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B. Hypothetical  

Blackhall Stores (“Blackhall”) is a nationwide teen clothing retailer that offers consumers 
a wide selection of surf and beach related apparel and products.  Due to declining sales and an 
inability to make debt service payments on its $200 million asset based credit facility (the “ABL”), 
Blackhall filed for relief under Chapter 11 of the Bankruptcy Code.  The ABL is secured by 
perfected security interests in substantially all assets, including goods, inventory and proceeds 
thereof; while no valuation has occurred, the ABL is generally believed to be undersecured.  As of 
the Petition Date, a substantial portion of the assets held by Blackhall were comprised of consigned 
goods (the “Consigned Goods”) from approximately 11 consignment vendors; under the 
consignment agreements with the consignors, the consignors retain title to the goods until such 
goods are sold, and are entitled to payment per a schedule equal to approximately 50% of the sale 
price of the Consigned Goods.  Blackhall estimates that as of the Petition Date, it held 
approximately $20 million of Consigned Goods in its stores and approximately $80 million of 
other inventory.  There is a dispute as to whether Blackhall’s creditors are aware that a substantial 
portion of Blackhall’s products are Consigned Goods.  As of the Petition Date, only 2 of the 11 
consignment vendors filed UCC-1 financing statements and took the other steps necessary to 
perfect their interests in the Consigned Goods under the UCC.  

Blackhall has filed motions with Bankruptcy Court seeking authorization to sell its assets 
pursuant to § 363 of the Bankruptcy Code in the following manner: (i) to conduct liquidation sales 
of all assets in five (5) stores, (ii) to sell all of the remaining assets to Amazing Excess Stock Co., 
(iii) for the consignors who filed UCC-1 financing statements, to escrow an amount of sale 
proceeds equal to the amount to which such consignors would have been entitled under their 
consignment agreements pending review of the consignors’ perfection steps, and (iv) to 
immediately turn over all other sale proceeds to the administrative agent for the ABL.   

C. Relevant Case Law 

In re Whitehall Jewelers Holdings, Inc., No. 08-11261 (KG), 2008 WL 2951974 (Bankr. D. 
Del. July 28, 2008)  

At issue was whether the debtors were permitted to sell consigned goods pursuant to 
Section 363(f)(4) of the Bankruptcy Code.  Id. at 1.  A substantial portion of the debtors’ inventory 
comprised of consigned goods received from vendors.  The relationship between the debtors and 
each vendor was governed by a Vendor Trading Agreement (the “VTA”), which provided that the 
parties intended that the transfer and delivery of goods to be characterized as a Consignment under 
the UCC.  Id.  The VTA also provided that the consignor was to remain the owner of the consigned 
goods, and that consignee would not acquire any right, title or interest to the consigned goods other 
than the right to possess the consigned goods as a consignee and sell the consigned goods.  Id.  The 
debtors classified the vendors as: (i) vendors who failed to file financing statements or who failed 
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to comply with UCC Article 9; or (ii) vendors whose consignments were governed by UCC Article 
2.  Id. at 2.   

The debtors argued that the court had authority to permit the sale under Section 363(f)(4) 
of the Bankruptcy Code because a bona fide dispute existed as to the consigned goods.  Id. at 3.1  
Notwithstanding the debtors’ claim, the court reasoned that a bankruptcy court may not allow the 
sale of property as “property of the estate” without “first determining whether the property is 
property of the estate.”  Id. at 4.  According to the court, the “Debtors are not permitted to sell the 
Consignment Inventory under section 363(f)(4) of the Bankruptcy Code without first 
demonstrating to this Court that the Consigned Goods are property of the estate.”  Id.   

Here, the debtors were unable to prove that the consigned goods were property of the estate.  
“Given the terms of the VTA that the Consignment Vendors remain owners of their goods, as well 
as Debtors’ filing with the Securities and Exchange Commission disclaiming Debtors’ ownership, 
the . . . interests are simply not sufficient to demonstrate that the Consigned Goods are property of 
the estate.”  Id. at 6.  “Moreover, the [c]ourt cannot determine whether the Consigned Goods are 
property of the estate through a contested matter, such as a sale motion under Section 363.”  Id.  
Instead, relying on Third Circuit precedent,2 the court held that “a lien can only be invalidated by 
an adversary proceeding commenced pursuant to Rule 7001(2), and not by motion.”  Id.  The court 
denied the debtors’ motion pending the court’s resolution in adversary proceedings of the validity 
of interest of the Vendors.  Id. at 7.  As such the debtors were ordered to initiate over 120 adversary 
proceedings. 

Subsequent to this ruling, Whitehall negotiated a global settlement of their claims with the 
vendors whereby Whitehall was able to sell the consigned goods.  Pursuant to the global settlement 
Whitehall agree to return the consigned goods to participating consignors and pay them for the 
consigned goods that were sold from an escrow account.   

(Sports Authority) In re TSAWD Holdings, Inc., 565 B.R. 292 (Bankr. D. Del. 2017) 

On May 3, 2016, the court entered a final order in the debtors’ main case authorizing the 
debtors to sell consigned goods in the ordinary course of business so long as the debtors complied 
with their prepetition agreements, including remitting part of the sale proceeds to consignment 
                                                            
1 The debtors claimed that there was a bona fide dispute on the following grounds: First, if the provision of consigned 
goods is governed by Article 9 of the UCC, the vendors failed to perfect their asserted interests rendering them 
unsecured creditors.  Second, the non-authenticated vendors failed to take the necessary steps to assert priority of their 
interests and thus are the equivalent of unsecured creditors.  Third, if Article 9 does not apply, there is a bona fide 
dispute as to whether Article 2 of the UCC would validate the vendor’s asserted interests (pursuant to UCC § 2-326, 
the consigned goods of all vendors would be deemed a “sale or return” and thus subject to the claims of the debtors’ 
creditors).  Id. at 3.  
2 SLW Capital, LLC v. Mansaray—Ruffin (In re Mansaray—Ruffin), 530 F.3d 230, 2008 WL 2498048 (3d Cir. June 
24, 2008) 
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vendors.  Id. at 295.  However, the order expressly permitted disgorgement of such amounts from 
the consignment vendors if the court determined through adversary proceedings that the rights of 
the lenders were superior to those of the consignment vendors.  Wilmington Savings Fund Society, 
FSB (“WSFS”), as administrative and collateral agent on the term loan credit and security 
agreements, under which WSFS was granted a security interest in the debtor’s inventory, filed a 
motion seeking a declaration that it had a perfected security interest in the debtors’ inventory and 
sale proceeds senior to that of the vendor and seeking disgorgement of the sale proceeds of that 
inventory.  Id.     

WSFS argued that its lien in the debtors’ inventory attached to the consigned goods and 
was superior to the vendor’s because the vendor never perfected its security interest in the goods.  
Id. at 299.  The vendor, on the other hand, claimed that WSFS did not have a superior interest 
because Article 9 of the UCC was not applicable.  Id.  The vendor claimed that the arrangement it 
had with the debtors did not fit the UCC definition of consignment because the debtors were 
substantially engaged in selling goods of others and generally known by their creditors to be doing 
so.  Further, the vendor claimed that WSFS had actual knowledge of the consignment agreement, 
which under Colorado law gave a consignor priority over a secured creditor with actual knowledge 
of the consignment relationship.  Id. at 299-300.  WSFS also argued that the consignor was 
precluded from arguing that the transaction is not an Article 9 consignment because the 
consignment agreement expressly provided that the “arrangement shall qualify as a consignment 
under section 9-102(a)(20) of both the Colorado and Delaware versions of the UCC.”  Id. at 300.  

Before analyzing these claims, the court noted that consignments that satisfy the UCC 
definition require perfection in accordance with the UCC, while those that do not are governed by 
state common and statutory law.  Id. at 298.  “[I]f the consignment meets the UCC definition, the 
consignor obtains a purchase money security interest (“PMSI”) in the goods and retains title.”  Id.  
However, to maintain priority in the consigned goods, the consignor must perfect its PMSI prior 
to delivery of the goods.  Id. at 299.  When the consignor does not, “the consigned goods are 
subject to competing claims of other secured creditors of the consignee and priority is determined 
by reference to the UCC.”  Id.  Moreover, UCC § 9-319(a) permits the consignee to grant a security 
interest in the consigned goods to another creditor who will have an interest superior to that of the 
consignor, if the consignor’s security interest is not perfected.  Id.  An unperfected consignor may 
prevent the application of UCC § 9-319(a) if it can prove, by a preponderance of the evidence, that 
the transaction is not governed by Article 9 because the consignment does not fit the UCC 
definition.  Id.  

On the issue presented the court initially noted that UCC § 1-302 “permits parties to vary 
the effect of the UCC’s provisions, so long as defined terms are not altered.”   Id. at 300.  In this 
instance, the court determined that the Agreement’s statement that the “arrangement shall qualify 
as a consignment under section 9-102(a)(20) [of the UCC]” implicitly “deem[ed] the debtors a 
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‘merchant,’ a defined term within the UCC.”  Id.  Notwithstanding, if the “Debtors were generally 
known to be selling the goods of others or if WSFS knew the [goods] were sold to the Debtors on 
consignment, as Soffe contends, then the Debtors were not merchants, and the [consignment 
agreement] impermissibly change[d] the UCC definitions of consignment and merchant.”  Id.  On 
these grounds the court reasoned that it could not enforce the contractual provision since it was 
inconsistent with the requirements of the UCC.  As such, the court denied WSFS’s motion for 
partial judgment because there was a disputed issue of fact: “whether the [consignment agreement] 
is a consignment under Article 9.”  Id. at 301.  

In re Interiors of Yesterday, LLC, No. 02-30563LMW, 2007 WL 419646 (D. Conn. Feb. 2, 
2007)  

Before the court was the chapter 7 trustee’s motion to dismiss the debtor’s chapter 7 case 
on grounds that no creditors would benefit from the proceeding.  The debtor operated a shop where 
antiques, rugs and other decorative items were offered for sale.  Id. at 1.  A substantial portion of 
the debtor’s inventory was claimed to be the goods of the consignors.  Id.   

The trustee argued that the case should be dismissed since the inventory would only have 
value to a disinterested purchaser if the trustee could give such purchaser clear title (i.e., sell the 
property free and clear).  Id. at 5.  The consignors claimed that the inventory was their property.  
Id.  Although the trustee argued that it “could avoid the Consignors’ interest in the [i]nventory 
pursuant to chapter 5 of the Bankruptcy Code,” the court found that the trustee could not sell the 
inventory pursuant to Section 363(b) or Section 363(f) prior to successful avoidance of the 
consignors’ interest in the inventory.  

The court also reasoned that the trustee could not sell the inventory pursuant to Section 
363(f)(4) “without successful litigation against the Consignors on the theory that the Consignors’ 
interest in the [i]nventory is subject to a ‘bona fide dispute.’”  Id. at 6.  This is because Section 
363(f)(4) requires that the subject property is “property of the estate.”  Id. at 6.  As such, the trustee 
would likely have to commence adversary proceedings to determine the property of the estate 
“because the issue likely may not be amenable to resolution in the context of Section 363 motion.”  
Id.  Since, litigation against the consignors would be necessary to sell the assets the court dismissed 
the proceeding.  

In re Valley Media, Inc., 279 B.R. 105 (Bankr. D. Del. 2002) 

The debtor filed a motion to sell its inventory at an auction and certain objections were 
made by consignment vendors.  Id. at 111-12.  The objections were primarily filed by vendors who 
provided the DNA division of the debtor (“DNA”) with consignment goods under certain 
distribution agreements.  Id. at 112.  The vendors sought to exclude inventory that they provided 
to DNA on a consignment basis from the sale.  
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According to the court, once it is determined that “either former U.C.C. § 2-326(3) or 
revised U.C.C. §§ 9-102(a)(20) & 9-319(a) applies, the goods are deemed to be on sale or return 
with respect to claims made by the creditors of the consignee.”  Id at 123.  This allows the 
consignee’s creditors to “attach the consigned goods as if the consignee actually had title to the 
goods.”  Id.  A consignor may prevent this if it files a UCC-1 financing statement or proves that 
the deliveree is generally known by his creditors to be substantially engaged in selling the goods 
of others.  Id.  If either of these apply then the consignee’s creditors may not reach the consigned 
goods in the consignee’s possession.   

Because the vendors did not perfect their interests, the question was whether they were 
able to demonstrate that the consignee was generally known by its creditors to be substantially 
engaged in the selling of goods of others and therefore the consignment was not governed by 
Article 9.  Id. at 124.  Proving this standard is “ultimately the burden of the consignor,” and the 
consignor must prove by a preponderance of the evidence that “(1) the consignee is substantially 
engaged in selling the goods of others, and (2) that it is generally known by the creditors of the 
consignee that this is the case.”  Id. at 125.  In order to be “substantially engaged” in selling the 
goods of others, “a merchant must not hold less than 20% of the value of its inventory on a 
consignment basis.”  Id.  To satisfy the generally known prong, one must prove that a majority of 
the consignee’s creditors are aware that the consignee was substantially engaged in selling the 
goods of others, with the majority being determined by the number of creditors and not by the 
amount of the creditor claims.  Id.  On this issue, the court determined that the debtor was the 
subject of the test.  Id. at 126.  Even though DNA was the consignee under the consignment 
agreements, it was an unincorporated division of the Debtor, and not a legal entity that could have 
creditors of its own.  Id.  With the debtor as the party subject to the inquiry, the court found that 
the vendors did provide sufficient evidence to meet the standard.  Id. at 131-32.     

Despite this finding, the court then went on to note, that “a consignor that failed to protect 
its interest under former U.C.C. § 2-326(3) or revised U.C.C. § 9-102(a)(20) might prevail over a 
secured creditor of the consignee who had actual knowledge of the consignment, [even though, 
the] consignor will not prevail over a trustee exercising its powers pursuant to 11 U.S.C. § 544(a).”  
Id.  Further, since the “Objecting Vendors [did] not prove[] that Valley was generally known by 
its creditors to be substantially engaged in selling the goods of others, a judicial lien creditor may 
attach consigned goods in the possession of Valley[.]”  Id. at 133.  Finally, the court determined 
that the debtor must bring an adversary proceeding to complete an 11 U.S.C. § 544(a) action.  Id.  
Notwithstanding, the court allowed the debtor to sell the contested inventory since its interest in 
the inventory were superior to the interests of the objecting vendors.   

In re Downey Creations, LLC, 414 B.R. 463 (Bankr. S.D. Ind. 2009) 

Suppliers of goods brought an adversary proceeding against the debtor and bank, which 
held security interest in the debtor’s assets, asserting replevin for goods delivered to the debtor.  
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The debtor argued that the subject transactions were consignments under Revised Article 9 of the 
UCC and that the suppliers’ failure to file financing statements rendered their interests in the 
subject goods subordinate to the bank’s blanket lien.  Id. at 465.  Through contractual agreements 
with retail jewelers, the debtor conducted special event trunk shows, selling goods to the retailers’ 
customers and invoicing the retailer for the wholesale cost of the goods.  The suppliers delivered 
goods to the debtor to be sold to the debtor’s customers at these trunk shows.  Id. at 466. The debtor 
secured its obligations under a promissory note with a bank, which granted the bank a security 
interest in substantially all of debtor’s assets, including all then-owned and after-acquired 
inventory and the proceeds therefrom.  Id.  The bank then filed a financing statement perfecting 
its security interest.  All but two suppliers did not file financing statements, and the two that did, 
filed them after the bank filed its financing statement.  Id.   

According to the court, the case turned on whether the transactions were consignments 
under the UCC, which in turn was a question of whether the debtor was “generally known by its 
creditors to be substantially engaged in selling the goods of others.”  Id. at 467.  First the court 
examined the question of who had the burden of proving the applicability of section 9-102(a)(20).  
The debtor argued that the burden fell on the party to be protected by section 9-102(a)(20).  Id. at 
467-68.  The court rejected the Debtor’s argument, but still determined that the suppliers had the 
burden.  Id. at 468.  Instead of placing the burden on the party to be protected, the court determined 
that it made more sense to “place the burden on the party who bears the risk under § 9-102(a)(20), 
i.e., the consignor.”  Id. at 471.  Thus, the suppliers had to prove that the debtor’s creditors 
generally knew that the debtor was substantially engaged in selling the goods to others.  Id. at 471.   

Under the facts of the case the suppliers were unable to satisfy this burden.  “Even if a 
given creditor knew – by virtue of its own transactions with [the debtor] – that [the debtor] was 
engaged in selling the goods of others, it does not necessarily follow that the creditor knew that 
[the debtor] was substantially engaged in selling others’ goods.”  Id. at 472.  Evidence of general 
knowledge within an industry is insufficient.  Id.  “While the Court is willing to infer for summary 
judgment purposes that [the debtor]’s three insiders . . . had actual knowledge that [the debtor] was 
substantially engaged in selling the goods of others, these creditors are too few to support the 
[supplier]’s argument that Article 9 does not apply to the Contested Transaction.”  Id.  Instead, it 
was up to the suppliers to show that a majority of the 91 creditors listed on the debtor’s bankruptcy 
schedules knew that the debtor was substantially engaged in selling goods of others.  Id.   

In re Morgansen’s, 302 B.R. 784 (Bankr. E.D.N.Y. 2003)  

The debtor filed a voluntary petition for chapter 11 relief, and the case was later converted 
to one under chapter 7.  Id. at 786.  The debtor was in the business of selling various expensive 
items such as jewelry, art and collectibles to retail customers, other dealers and interior decorators.  
At times the debtor also conducted auction sales of its inventory.  Id.  70% of the items that the 
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debtor sold were obtained by consignment.  The trustee proposed an auction sale, and objections 
to the sale were filed by several alleged consignors.   

According to the court, the “law of consignments is governed by the Uniform Commercial 
Code (UCC), especially section UCC 9-102(a)(20) and next UCC 2-326.”  Id. at 787.  The general 
approach is to first go to “section 9-102(a)(20), and if the transaction does not fit under this section, 
then to go next to section 2-326; if the transaction does not fit under section 2-236, then the 
transaction falls entirely outside the Uniform Commercial Code, and the court must then fall back 
on the common law bailments and other traditional practices.”  Id.  In order for a transaction to fit 
under section 9-102(a)(20) each of the attributes of a consignment must be satisfied, and according 
to the court, the burden of proof with respect to each attribute falls on the party claiming protection 
(not the party who bears the risk as stated in In re Downey (see supra)).  Id.   

With respect to section 9-102(a)(20) the court made the following findings.  First, the 
debtor was a merchant who dealt in goods delivered to it for the purpose of sale, and operated 
under a trade-name other than the names of the consignors.  Id.  Second, even though the debtor 
sold some goods via auctions, the debtor did not act exclusively as an auctioneer, and the 
consignors did not support their contentions that selling some goods by auction made the Debtor 
an “auctioneer.”  Id. at 788.  Third, the opposing consignors, did not satisfy their burden of proving 
that a majority of the debtor’s creditors knew the debtor was substantially engaged in selling the 
goods of others.  Id.  “The [D]ebtor [had] significant unsecured claims from utility companies and 
other third party suppliers of goods and services that may not know exactly what kind of business 
is conducted on the premises” and the “personal knowledge of a few protesting consignors does 
not satisfy their burden of proof of what subjectively the other creditors generally knew.”  Id.    

The court then analyzed section 2-326 of the UCC.  First it noted that the provisions of 
section 2-326 that formerly dealt with consignment were replaced by new provisions in Article 9.  
Id. at 789.  Notwithstanding, per the terms of the consignment agreements, which provided that 
the debtor was authorized to sell the consigned items by private sales or by auction, it was clear 
that the arrangement was a “sale or return” which are subject to a buyer’s creditors while in the 
buyer’s possession.  Id.  “Under UCC Section 2-326 as amended, goods which are consigned for 
sale, are property of the bankruptcy estate of the ‘consignee,’ and subject to the claims of the 
creditors of the entity doing the sale[.]  If a person takes goods to one who is considered a consignee 
(a ‘buyer’ for resale) and that buyer files for bankruptcy relief, the buyer/debtor’s trustee will take 
the goods as property of the debtor’s estate.”  Id.  Further, [u]nder section 544(a) of the Bankruptcy 
Code, these goods may be sold by the debtor’s trustee.”  Id. 
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IMPAIRMENT 

A. Issues Overview 

Section 1124(a)(1) of the Bankruptcy Code states that a class of claims or interests is 
“impaired under a plan unless, with respect to each claim or interest of such class, the plan – (1) 
leaves unaltered the legal, equitable, and contractual rights to which such claim or interest entitles 
the holder of such claim or interest.” 

The question of whether a class of claims is impaired has come up, basically, in two 
scenarios.  First, how much needs to be paid in respect of claim in order to render the holder’s 
legal, equitable and contractual rights unimpaired? And second, is claim impaired if the plan treats 
it in accordance with the provisions of the Bankruptcy Code rather than state law? 

As to the first question, the court in In re New Valley Corp., 168 B.R. 73 (Bankr. D.N.J. 
1994), interpreting section 1124(a)(3) – which has since been repealed – held that an unsecured 
creditor was unimpaired if it received “cash equal to . . . the allowed amount of such claim . . . .” 
without accounting for or paying postpetition interest.  That decision was in contrast to other 
opinions holding that to be unimpaired in a solvent debtor case, unsecured creditors had to be paid 
in full with postpetition interest in order for the plan to be fair and equitable in cram down under 
1127(b)(2). 

Congress thereafter repealed section 1124(a)(3), thus overruling the New Valley case.   

The question that now arises is whether the payment of postpetition interest is a 
requirement for a class of unsecured claims to be unimpaired and, if required, the applicable 
interest rate.  Most recently, that question was presented to Judge Sontchi in the Energy Future 
Holdings case, and the decision and Judge Sontchi’s reasoning are discussed below. 

As to the second kind of impairment, it has become known as “statutory impairment 
versus plan impairment.”  That is, are you impaired as a result of what the plan does, or as a result 
of what the Bankruptcy Code does?  The American Solar King case discussed below was the 
leading case at the time (1988) and has been cited by most courts faced with the statutory versus 
plan impairment issue. 

B. Hypothetical 

Company X is an innovative creator of Widgets, which will be used in a new generation of 
mobile and other advanced communication technologies.  In fact these particular Widgets – 
Number 1 Widgets – are mission critical to this technology and central to it.  The technology does 
not work without, and is premised upon, Number 1 Widgets.   
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Company X decides to auction off the Number 1 Widgets, thereby enabling the select few 
winners to incorporate the same into their products and bring a technology to the market that is far 
superior to existing products, if not a technology that is entirely unique.  No one else presently has 
this technology, and no one else makes Number 1 Widgets. 

An auction for several lots of Number 1 Widgets occurs in February 2015 (the “First 
Auction”).  Five winning bidders are declared.  Company X agrees to seller financing and each 
winning bidder agrees to execute a promissory note payable to Company X, and a security 
agreement granting Company X a security interest in the applicable Number 1 Widgets.  These 
notes and security agreements are executed five months after the auction concludes (i.e., in July 
2015), and Company X appropriately files a UCC-1 financing statement against each of the five 
winning bidders.  The total proceeds from the auction of the Number 1 Widgets is $3 billion. 

One of the five winning bidders – Nuevo Sciences, Inc. – executes a promissory note to 
Company X for $400 million.  Although the incurrence of this payment obligation likely renders 
Company X insolvent (because it is basically a startup formed to take advantage of the new 
technology), it is confident, and optimistic, in its ability to grow as a company and make its 
founders rich through deployment of the technology won at First Auction.  Specifically, because 
Number 1 Widgets are limited in number, and because there are only four other companies who 
now have that technology and who can compete with Neuvo Sciences, Neuvo is confident that it 
has a unique upper hand on the rest of the market (along with the other four winning bidders) and 
the same will provide Nuevo with access to the capital markets to finance its business operations. 

However, prior to the time the notes and security agreements are executed in July 2015, 
Company X auctions off several lots of Number 2 Widgets (the “Second Auction”).  There are 20 
winning bidders for Number 2 Widgets, which garner an aggregate price of $750 million, even 
though the total number of Number 2 Widgets auctioned off exceeded the number of Number 1 
Widgets from the First Auction.  The Second Auction was not announced until a month after the 
First Auction was concluded and the winning bidders had been declared. 

In addition, although one could argue that Number 2 Widgets are in fact technologically 
inferior to the Number 1 Widgets, Number 2 Widgets can still nonetheless be used in the same 
manner as Number 1 Widgets.  Therefore, holders of Number 2 Widgets can now bring to market 
the same new products that the holders of Number 1 Widgets thought they would have the unique 
ability to produce.  Put another way, after the auction for Number 1 Widgets only five people in 
the United States had the ability to deploy this new technology, giving them a unique and leading 
market edge.  After the auction of the Number 2 Widgets, a total of 25 people can now deploy this 
technology – the number of players in the market has increased five-fold. 

Given that the price of Number 2 Widgets was much lower than the cost of Number 1 
Widgets – indeed less than a third of the price – the cost of entry into the market was greatly 
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decreased for participants in the Second Auction.  As a result, participants in the Second Auction 
found the capital markets open and willing to provide financing. 

On the other hand, the capital markets were no longer willing to finance Nuevo Sciences 
given its greatly increased cost for the technology (and, hence, the increased amount of debt on its 
balance sheet as compared to winners in the Second Auction). 

Nuevo had no choice but to file for chapter 11. 

During the course of its case Nuevo Sciences sued Company X for a constructive 
fraudulent conveyance, contending that at the time Nuevo incurred the obligation to pay Company 
X $400 million for the widgets – four months after the First Auction – it (i) was either insolvent 
or rendered insolvent as a result of incurring the obligation and (ii) received less than reasonably 
equivalent value because by the time the notes and security agreement were signed in June 2015 
(obligating Neuvo to pay $400 million) the Second Auction had occurred which basically flooded 
the market with widgets, thereby depressing the value of Number 1 Widgets.  Thus, contended 
Neuvo, by the time it executed the loan documents in July 2015, although it had agreed to pay 
$400 million for Number 1 Widgets, their value had declined to $95 million as a result of the 
market being flooded through the Second Auction. 

After trial, the bankruptcy court found that indeed, a constructive fraudulent conveyance 
had occurred, and the value of the property received by Neuvo Sciences was $95 million. 

Neuvo promptly proposes a chapter 11 plan pursuant to which Company X is treated as a 
secured creditor with a claim in the amount of $95 million.  The plan proposes to pay Company X 
on the same terms as the original promissory note executed by Neuvo in June, 2015.  As part of 
confirmation, Neuvo files the forms of promissory note and security agreement as plan documents, 
and they are identical in form to those executed in June 2015, except that the principal amount of 
the loan is reduced from $400 million to $95 million. 

The Plan provides that Company X is unimpaired and not entitled to vote to accept or reject 
the Plan. 

Company X objects to confirmation, contending that it is impaired and it should be entitled 
to vote no. 

C. Relevant Case Law  

In re American Solar King Corp., 90 B.R. 808 (Bankr. W.D. Tex. 1988) 

American Solar King Corp. (“ASK” or the “Debtor”) as debtor and debtor in possession, 
proposed a chapter 11 plan that placed parties to various securities litigation into Class V.  The 
plan provides that claims in Class V would be subordinated pursuant to section 510(b) of the 
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Bankruptcy Code with the holders of such claims to “take nothing and be fully discharged.”  The 
Debtor contended the holders of Class V claims were unimpaired, deemed to accept the plan and 
not entitled to vote.  Cardinal Investments, a defendant in certain litigation against the Debtor who 
had counterclaimed for damages arising from short sales of ASK stock, objected to the plan 
contending that it was impaired and entitled to vote, and its “no” vote should be tallied accordingly.  
At the confirmation hearing the debtor deleted the “take nothing” language from its plan, which 
left the Court to determine whether Class V treatment – pursuant to section 510(b) of the 
Bankruptcy Code – constituted impairment such that the holders of Class V claims were entitled 
to vote (Cardinal was the only member of Class V). 

First, the Court concluded that Cardinal’s claim for damages against ASK stemming from 
short sales of ASK stock was “appropriately one subject to Section 510(b), as the damages 
ultimately derive from the attempted speculation in the company’s stock . . . .”  90 B.R. at 818. 

Turning, then, to the impairment question, Judge Clark quickly determined that Class V 
was not impaired simply by virtue of subjecting the claims to section 510(b) of the Bankruptcy 
Code, because impairment is what the plan does, not what the statute does.  “Insofar as the plan 
accords members of the class treatment in accordance with Section 510(b), Class V is not 
impaired.”  Id.  Judge Clark continued: 

The question presented is whether the de facto subordination 
accomplished by Section 510(b) automatically renders the holders 
of such claims impaired for plan purposes (what we shall here call 
“impairment by statute”) absent a plan provision to the contrary.  Put 
another way, must a plan affirmatively “cure” statutory impairment 
in order to render the affected claims unimpaired? 

A closer inspection of the language employed in Section 1124(1) 
reveals “impairment by statute” to be an oxymoron.  Impairment 
results from what the plan does, not what the statute does.  See 11 
U.S.C. § 1124(1) (“a class of claims . . . is impaired under a plan 
unless . . . the plan leaves unaltered the legal . . . rights to which such 
claim . . . entitles the holder of such claim . . .”) (emphasis added).  
A plan which “leaves unaltered” the legal rights of a claimant is one 
which, by definition, does not impair the creditor.  A plan which 
leaves a claimant subject to other applicable provisions of the 
Bankruptcy Code does no more to alter a claimant’s legal rights than 
does a plan which leaves a claimant vulnerable to a given state’s 
usury laws or to federal environmental laws.  The Bankruptcy Code 
itself is a statute which, like other statutes, helps to define the legal 
rights of persons, just as surely as it limits contractual rights. 
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Any alteration of legal rights is a consequence not of the plan but of 
the bankruptcy filing itself . . . .  If a plan leaves a claimholder 
subject to a given provision of the Code relating to the treatment of 
certain claims, the plan has certainly left unaltered the legal rights 
to which such claim entitles the holder. 

90 B.R. at 819-20. 

In re PPI Enters. (US), Inc., 324 F.3d 197 (3d Cir. 2003) 

The debtor filed for chapter 11 to, among other things, limit a landlord’s lease termination 
damages, under section 502(b)(6) of the Bankruptcy Code.  The debtor proposed that the landlord’s 
claim be paid 100 cents in “cash and other consideration as required.”  The bankruptcy court 
determined, among other things, that the landlord’s claim was subject to the 502(b)(6) cap and that 
claim was unimpaired under the debtors’ plan.  The district court affirmed and the matter was 
further appealed to the Third Circuit.  The central issue before the Court of Appeals was whether 
the landlord was impaired or unimpaired under the debtors’ plan. 

Reviewing the case posture and the rulings below, the Third Circuit began by noting that 
the bankruptcy court had rejected the landlord’s impairment argument, relying on American Solar 
King, finding that the landlord “confuse[d] two distinct concepts: (i) plan impairment . . . and (ii) 
statutory impairment . . . .”  324 F.3d at 203 (alteration in original; internal quotation marks 
omitted).  In affirming the Third Circuit continued: 

Generally, we agree with the Solar King analysis . . . . This language 
in § 1124(1) does not address a creditor’s claim “under 
nonbankruptcy law” . . . . In other words, a creditor’s claim outside 
of bankruptcy is not the relevant barometer for impairment; we must 
examine whether the plan itself is a source of limitation on a 
creditor’s legal, equitable, or contractual rights. 

 . . . . Accordingly, we hold that where § 502(b)(6) alters a creditor’s 
nonbankruptcy claim, there is no alteration of the claimant’s legal, 
equitable, and contractual rights for the purposes of impairment 
under § 1124(1). 

The Solar King court adopted a similar rationale when interpreting 
§ 510(b), which automatically subordinates security purchase and 
sale claims to the claims of general, unsecured creditors . . . . Like § 
502(b)(6), this Code section is mandatory, not discretionary.  To 
hold that its mere application in a bankruptcy proceeding causes 
impairment would nullify its meaning. 



344

2017 SOUTHWEST BANKRUPTCY CONFERENCE

 16 

4105952.3 

* * *  
[Landlord] is only “entitled” to his rights under the Bankruptcy 
Code, including the § 502(b)(6) cap.  [Landlord] might have 
received considerably more if he had recovered on his leasehold 
claims before PPIE filed for bankruptcy.  But once PPIE filed for 
Chapter 11 protection, that hypothetical recovery became irrelevant.  
[Landlord] is only entitled to his “legal, equitable, and contractual 
rights,” as they now exist.  Because the Bankruptcy Code, not the 
Plan, is the only source of limitation on those rights here, 
[landlord’s[ claim is not impaired under § 1124(1) 

 
324 F.3d at 204-205. 

In re Energy Future Holdings Corp., 540 B.R. 109 (Bankr. D. Del. 2015) 

UMB Bank, N.A. (“UMB”), as the indenture trustee for certain payment-in-kind notes (the 
“PIK Notes” and such holders being “PIK Noteholders”), filed an unsecured claim (the “PIK 
Claim”) asserting $1.57 billion in principal plus interest and fees, including, among other things, 
postpetition interest at the contract rate.  The debtors filed a partial objection to UMB’s claim, 
focusing on the request for postpetition interest.  The Bankruptcy Court held that the allowable 
portion of the PIK Claim could not include postpetition interest under the plain language of section 
502(b)(2), which excludes claims for unmatured interest.  But, the Court found that to be just the 
beginning of the analysis, as “there is a distinction between the payment of interest on an allowed 
claim as opposed to as an allowed claim.”  540 B.R. at 111 (emphasis in original).  Although 
section 502(b)(2) governs the calculation of an allowed claim, sections 1124 and 1129 of the 
Bankruptcy Code govern what must be received by a creditor on account of its allowed claim for 
a plan to be confirmed. 

Where the holder of a claim in an impaired class votes to reject the plan, section 1129(a)(7) 
requires that the holder “receive or retain under the plan on account of such claim . . . property of 
a value, as of the effective date of the plan, that is not less than the amount that such holder would 
so receive or retain if the debtor were liquidated under chapter 7 of [the Bankruptcy Code] on such 
date.”  To satisfy this best interests test, courts look to section 726(a) of the Bankruptcy Code, 
which sets forth the liquidation distribution waterfall.  The second priority for distributions under 
section 726(a) is payment of allowed unsecured claims, whereas the fifth priority is the payment 
of postpetition interest at the legal rate – but of course, the fifth priority only comes into play if 
there is enough cash to reach down to that level.  Reviewing these provisions of the Bankruptcy 
Code, Judge Sontchi determined that holders of unsecured claims such as the PIK Noteholders, 
must receive postpetition interest at the legal rate to satisfy the best interests test (if such is 
applicable), but only if such payment would occur in a hypothetical chapter 7 liquidation.  540 
B.R. at 113.  (The Court also reaffirmed that the “legal rate” for purposes of both chapter 7 and 
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the chapter 11 best interests test is the federal judgment rate.  See generally In re Washington 
Mutual, Inc., 461 B.R. 200, 242-43 (Bankr. D. Del. 2011)). 

In situations where a cram down is necessary under section 1129(b), section 1129(b)(1) 
requires that the plan be fair and equitable with respect to each non-accepting impaired class, and 
that the plan not discriminate unfairly.  With respect to a rejecting class of unsecured claims, 
section 1129(b)(2)(B)(i) states that whether a plan is fair and equitable “includes” whether “the 
plan provides that each holder of a claim of such class receive or retain on account of such claim 
property of a value, as of the effective date of the plan, equal to the allowed amount of such claim”.3  
Under this statutory provision, postpetition interest is not required to be paid given that this 
subsection only measures proper distributions by considering allowable portions of unsecured 
claims, and unmatured interest is disallowed under section 502(b)(2).  However, the Court 
acknowledged that the word “includes” in the lead-in to section 1129(b)(2) does have some 
meaning, and held that “[a]t most, it allows a court to weigh equitable considerations in deciding 
whether to award postpetition interest,”  540 B.R. at 117, and that such determination “will vary 
on a case by case basis and must be supported by an evidentiary record.  540 B.R. at 118.   

To be unimpaired, among other things, a plan must “leave[] unaltered the legal, equitable, 
and contractual rights to which such claim…entitles the holder of such claim.”   11 U.S.C. § 
1124(1).  UMB argued that postpetition interest had to be paid on the PIK Claim at the contract 
rate (pursuant to the terms of the underlying note documents) for the claim to be unimpaired.  
However, the court determined that under PPI, because the Bankruptcy Code precludes the 
payment of postpetition interest (i.e., under section 502(b)(2)), that it is the Bankruptcy Code, not 
the plan, that impaired creditors’ entitlement to postpetition interest under the indenture.  Thus, 
payment of postpetition interest at the contract rate was not required for the claim to be unimpaired 
under the plan.  Therefore, the failure of a plan to provide for a distribution on account of amounts 
disallowed by the Bankruptcy Code itself does not per se render the claim impaired.  But, due to 
the language of section 1124(1) that specifically references “equitable rights,” Judge Sontchi held 
that to be unimpaired, a solvent debtor’s plan must provide for that the Court has the ability (under 
its equitable powers) to award postpetition interest:  

Finally, the plan in this case need not provide for the payment in 
cash on the effective date of post-petition interest at the contract rate 
for the PIK Noteholders to be unimpaired.  Indeed, the plan need not 
provide for any payment of interest, even at the Federal judgement 
rate.  But in order for the PIK Noteholders to be unimpaired the plan 

                                                            
3 Section 1129(b)(2) provides that “[f]or the purposes of this subjection, the condition that a plan 
be fair and equitable with respect to a class includes the following requirements . . .. (B) [w]ith 
respect to a class of unsecured claims . . . .” (emphasis added) 
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must provide that the Court may award post-petition interest at an 
appropriate if it determines to do so under its equitable power. 

 
504 B.R. at 124 (emphasis added). 
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CRAM DOWN VALUATION/FORECLOSURE 

A. Issues Overview  

Pursuant to § 1129(b) of the Bankruptcy Code, a debtor can cram down a secured creditor 
in a chapter 11 plan of reorganization, if the plan provides that: “holders of such claims retain the 
liens securing such claims . . . to the extent of the allowed amount of such claims,” and the “holder 
of a claim of such class receive on account of such claim deferred cash payments totaling at least 
the allowed amount of such claim, of a value, as of the effective date of the plan, of at least the 
value of such holder’s interest in the estate’s interest in such property.”  See 11 U.S.C. § 
1129(b)(2)(A).  

In determining the value of a claim for cram down purposes, § 506(a)(1) of the Bankruptcy 
Code provides that: “[a]n allowed claim of a creditor secured by a lien on property in which the 
estate has an interest, . . . is a secured claim to the extent of the value of such creditor’s interest in 
the estate’s interest in such property.”  See 11 U.S.C. § 506(a)(1).  Importantly, “[s]uch value shall 
be determined in light of the purpose of the valuation and of the proposed disposition or use of 
such property[.]”  See id.   

In Assocs. Commercial Corp. v. Rash, 520 U.S. 953 (1997), the Supreme Court reasoned 
that the replacement-value standard, and not the foreclosure-value standard, is the proper valuation 
standard where the debtor retains property pursuant to a plan of reorganization. The value of the 
property and the amount secured by 506(a) is the price a “willing buyer in the debtor’s trade, 
business, or situation would pay to obtain like property from a willing seller.”  Rash, 520 U.S. at 
960. 

Pursuant to Rash, courts have continued to use the replacement-value standard in valuing 
a secured creditor’s collateral, because “the replacement-value standard accurately gauges the 
debtor’s ‘use’ of the property.”  Rash, 502 U.S. at 963.   

In In re Sunnyslope Hous. Ltd. P’Ship, a debtor owned an apartment complex in Phoenix, 
Arizona that was used as low-income housing.  First Southern National Bank (“First Southern”) 
purchased a loan that the debtor had used to secure financing for the property.  The debtor filed 
for bankruptcy and exercised its cram down power.  Unusually, foreclosure value was higher than 
replacement value in this instance because a foreclosure would have removed restrictions limiting 
the use of the property to low income housing.  The debtor claimed that the complex should be 
valued as low-income housing, given the restrictions on and intended use of the property for low-
income housing (i.e., replacement value), while First Southern contended that the covenants should 
be disregarded for valuation purposes (i.e., foreclosure value) because a foreclosure would remove 
those restrictions.  Although the foreclosure value was higher than the replacement value, the Ninth 
Circuit reasoned that First Southern was not entitled to the value of the property at its “highest and 
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best use.”  Instead, and relying on Rash, the Court determined that the property should be valued 
in light of its “proposed disposition or use.”  Since the proposed disposition and use was for low-
income housing, the property was valued accordingly.  

Sunnyslope thus applied Rash to adopt a bright line rule, whereby the valuation of secured 
collateral for cram down purposes will always be the “replacement value” even when the 
“foreclosure value” leads to greater value for creditors.  

B. Hypothetical  

Moonhill Housing Inc. (Moonhill), a California not-for profit corporation, owns real estate 
improved with a state of the art residential rental facility for senior citizens.  The rental facility 
includes 100 units, and provides moderate-cost housing for lower income senior citizens. Moonhill 
is tax exempt under IRC § 501(c)(3).  The acquisition and construction of the property were 
financed by General Bank through promissory notes, which are secured by perfected liens on the 
property.  Moonhill has since defaulted on the notes and has filed for relief under chapter 11 of the 
Bankruptcy Code.  As of the Petition Date, Moonhill owes $20,000,000 on the notes, and has 
approximately $10 million of unsecured claims.   

Moonhill subsequently filed its Chapter 11 plan of reorganization (the “Plan”).  Pursuant 
to the Plan, Moonhill seeks to continue to own and operate the property for senior citizens and to 
retain its real estate.  General Bank voted to reject the Plan, and Moonhill is seeking to cram down 
the Plan pursuant to Bankruptcy Code § 1129(b)(2).  Under the Plan, General Bank will retain its 
security interest in the property and receive payments equaling the value of its collateral.  Moonhill 
has valued the property at $11 million, which is the value of the property if Moonhill continues to 
use the property for housing lower income senior citizens as a not-for-profit entity.  General Bank 
values the property at $22 million, which is the value of property if it is not used by to provide 
housing for lower income senior citizens and if it is operated on a for-profit basis.  A valuation 
expert has confirmed that the property is worth $22 million if operated by a for-profit entity and 
$11 million if operated by a not-for-profit entity.  Moonhill contends that the higher value should 
apply.  General Bank did not make a § 1111(b) election.  

C. Relevant Case Law 

In re Sunnyslope Housing Ltd. Partnership, No. 12-17241, 2017 WL 2294746 (9th Cir. May 
26, 2017)  

A debtor sought to retain and use a creditor’s collateral in its Chapter 11 plan though a 
“cram down.”  Id. at 1.  Relying on Supreme Court and Ninth Circuit precedent, the court 
determined that a replacement-value standard rather than a foreclosure-value standard applied to 
the cram down valuation, despite the fact that the foreclosure value exceeded the replacement 
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value.  Under the unique facts of the case, the foreclosure would have invalidated covenants 
requiring that the secured property, an apartment complex, be used for low-income housing.  

According to the Ninth Circuit, the value of the claim is “determined in light of the purpose 
of the valuation and of the proposed disposition or use of such property.”  Id at 4.  Relying on 
Associates Commercial Corp. v. Rash, 520 U.S. 953 (1997), the Ninth Circuit reaffirmed that the 
value of collateral is to be determined based upon its “proposed disposition or use” in the plan of 
reorganization.  Id. at 5 (quotation marks omitted).  Because, the debtor is “in, not outside of, 
bankruptcy, . . . the foreclosure value is not relevant because the creditor is not foreclosing.”  Id at 
4 (quotation marks omitted).  Accordingly, the “actual use” is the “proper guide” and replacement 
value is proper valuation.  Id. at 5.  “The essential inquiry under Rash is to determine the price that 
a debtor in Sunnyslope’s position would pay to obtain an asset like the collateral for the particular 
use proposed in the plan of reorganization.”  Id.  

Although the creditor argued that the property should be valued at its highest and best use 
(i.e., the value of the property, without any low-income restrictions), the court noted that absent 
foreclosure, the “very event that the Chapter 11 plan sought to avoid, Sunnyslope cannot use the 
property except as affordable housing, nor could anyone else.”  Since the “actual use” of the 
property was to be for low-income housing, the property had to be valued with such use in mind.  
Id.   Put simply, “Rash did not adopt a rule requiring that the bankruptcy court value the collateral 
at the higher of its foreclosure value or replacement value.”  Id.   

The lender also argued that the plan was not “fair and equitable.”  Id. at 6.  On this issue, 
the bankruptcy court, found that the plan was fair and equitable because “First Southern retained 
its lien and received the present value of its allowed claim over the term of the plan.”  Id.  There 
was no dispute regarding whether the lender retained its lien, and the valuation (for the reasons 
discussed above) was deemed appropriate.  Id.  

Finally, the court discussed the lender’s § 1111(b) election.  The Ninth Circuit noted that 
“§ 1111(b) of the Bankruptcy Code allows a secured creditor to elect to have its claim treated as 
either fully or partially secured.  An election affects the treatment of the unsecured portion of the 
claim under the plan and the procedural protections afforded to the creditor.”  Id at 7.  In the case 
at hand, the bankruptcy court required the lender to make its election 7 days after the court issued 
a ruling on valuation, and the lender timely did so, choosing to treat its entire claim as secured.  Id.  
Despite the election, the lender argued that the bankruptcy court erred in not allowing it to make a 
second election after district court required that tax credits be added to the valuation.  Id.  The 
Ninth Circuit determined that the increased valuation of the collateral “was not material to the 
election decision,” and did not permit the court to modify the scheduling order.  Id.  Moreover, the 
Ninth Circuit determined that “[a]llowing a second election would give First Southern a second 
chance to object to the plan, this time both as a secured and unsecured creditor and, given the 
potential size of the unsecured claim, the ability to prevent approval of the reorganization plan.”  
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Id. at 8.  “[T]his [was] precisely the option First Southern had at the time of its first election, when 
it chose to forgo having any portion of its claim treated as unsecured, instead seeking to increase 
the valuation of its secured claim through appeal.”  Id.   

The lender in Sunnyslope did not argue that plan could not be confirmed on grounds that it 
violated Bankruptcy Code § 1129(a)(7)(A), which provides that with respect to each impaired class 
of claims that each holder of a claim or interest of such class “will receive or retain under the plan 
on account of such claim or interest property of a value, as of the effective date of the plan, that is 
not less than the amount that such holder would so receive or retain if the debtor were liquidated 
under chapter 7[.]”  11 U.S.C. § 1129(a)(7)(A)(ii).  The lender did not make this argument because 
§ 1129(a)(7) “has an exception for classes of secured claims which have made the election 
provided for in [§ ] 1111(b).”  See 7-1129 Collier on Bankruptcy P 1129.02.  When a § 1111(b) 
election is made, “each member of the electing class must receive or retain under the plan on 
account of such claim property of a value, as of the effective date of the plan, that is not less than 
the value of such holder’s interest in the estate’s interest in the property that secures such claims.”  
Id.; 11 U.S.C. § 1129(a)(7)(B).  Accordingly, after a § 1111(b) election is made, a secured creditor 
can no longer claim that he/she is entitled to a value that its not less than the amount he/she would 
receive if the debtor were liquidated.  In Sunnyslope, if the lender had not made the § 1111(b) 
election, then the court may have been required to apply the liquidation-value instead of the 
replacement-value to satisfy the requirements of § 1129(a)(7)(A).  Had the lender not received the 
liquidation value, then it is unlikely that the plan would have been fair and equitable.4 

Associates Commercial Corp. v. Rash, 520 U.S. 953 (1997)  

Creditor objected to a Chapter 13 plan, which proposed that debtors would retain creditor’s 
collateral, a tractor truck, for use in debtors’ business.  Id. at 953.  The creditor maintained that the 

                                                            
4 Collier provides an example showing how an § 1111(b) election affects a creditor’s entitlement under § 1129(a)(7).   

Under normal practice, such creditors would have a secured claim equal to the 
value of the collateral, and an unsecured claim equal to the deficiency. When the 
section 1111(b) election is made, however, the secured creditor waives its 
deficiency claim for the right to have a lien on the collateral equal to the full 
amount of its allowed claim. Thus, a creditor owed $100 secured by collateral 
worth $50 who elects under section 1111(b) would have an allowed claim of $100 
secured by a lien on the collateral of $100. 

To satisfy section 1129(a)(7) in such circumstances, the plan must give the 
creditor “property”--say a note--that has a present value that is not less that [sic] 
$50--which is “the value of the holder's interest in the estate's interest in the 
property” securing such claim. The lower figure, $50, is used since the estate's 
interest in the collateral tops out at the collateral's value. Again, caution is urged, 
since the requirements of section 1129(b)'s fair and equitable rule, especially the 
effect of section 1129(b)(2)(A), will be to give the secured creditor more.   

See 7-1129 Collier on Bankruptcy P 1129.02. 
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proper valuation was the price the debtor would have to pay to purchase a like vehicle, while the 
debtors argued that the proper valuation was the net amount the creditor would realize upon 
foreclosure and sale of the collateral.  Id. at 957.  The debtors’ Chapter 13 plan invoked the cram 
down power pursuant to 11 U.S.C. § 1325(a)(5).  

Prior to the Supreme Court’s decision, the Fifth Circuit determined that the proper 
valuation was foreclosure value.  Id. at 958.  Relying on language from the first sentence of Section 
506(a) – “[a]n allowed claim of a creditor secured by a lien on property in which the estate has an 
interest . . . is a secured claim to the extent of the value of such creditor’s interest in the estate’s 
interest in such property”– the Fifth Circuit reasoned that the collateral should be valued from the 
creditor’s perspective.  Because “the creditor’s interest is in the nature of a security interest, giving 
the creditor the right to repossess and sell the collateral and nothing more[,] . . . the valuation 
should start with what the creditor could realize by exercising that right.”  Id. at 958-59 (quotation 
marks omitted).  The Fifth Circuit read Section 506(a) to mean that “the starting point for the 
valuation [is] what the creditor could realize if it sold the estate’s interest in the property according 
to the security agreement, namely through repossin[ing] and sell[ing] the collateral.”  Id at 960 
(quotation marks omitted).  The Supreme Court disagreed with the Fifth Circuit’s reading of 
Section 506(a), finding that the first portion of the section imparts no valuation standard.  “A 
direction simply to consider the “value of such creditor’s interest” does not expressly reveal how 
that interest is the valued.”  Id. at 960-61.  Instead, this phrase was meant to note that “a secured 
creditor’s claim is to be divided into secured and unsecured portions, with the secured portion of 
the claim limited to the value of the collateral.”  Id. at 961.   

Ultimately, the Supreme Court determined that the second sentence of Section 506(a) 
spoke to the question of how secured claims are to be valued.  “Such value . . . shall be determined 
in light of the purpose of the valuation and of the proposed disposition or use of such property.”  
Id. at 961 (quotation marks omitted).  According to the Supreme Court “the proposed disposition 
or use” of the collateral “is of paramount importance to the valuation question.”  Id. at 962.  “If a 
secured creditor does not accept a debtor’s Chapter 11 plan, the debtor has two options for handling 
allowed secured claims: surrender the collateral to the creditor, . . . ; or, under the cram down 
option, keep the collateral over the creditor’s objection and provide the creditor, over the life of 
the plan, with the equivalent of the present value of the collateral . . . .”  Id. at 962 (citation and 
quotation marks omitted).  As such, “applying a foreclosure-value standard when the cram down 
option is invoked attributes no significance to the different consequences of the debtor’s choice to 
surrender the property or retain it.  A replacement-value standard, on the other hand, distinguishes 
retention from surrender and renders meaningful the key words ‘disposition or use.’”  Id.  Of prime 
significance, is the fact that the “replacement-value standard accurately gauges the debtor’s ‘use’ 
of the property.”  Id. at 963.  Furthermore, in a footnote, the Supreme Court noted: “[w]hether 
replacement value is the equivalent of retail value, wholesale value, or some other value will 
depend on the type of debtor and the nature of the property.”  Id. at 965 n.6.  Ultimately, in a cram 
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down, the value of the property and the amount secured by 506(a) is “the price a willing buyer in 
the debtor’s trade, business, or situation would pay to obtain like property from a willing seller.”  
Id. at 960.   

In re Mayslake Village-Plainfield Campus, Inc., 441 B.R. 309 (Bankr. N.D. Ill. 2010) 

The debtor was an Illinois not-for-profit corporation that owned real estate with a 186-unit 
senior housing facility that provided moderate-cost housing for lower income senior citizens.  The 
debtor was also a tax exempt entity under I.R.C. Section 501(c)(3).  Id. at 313.  The acquisition 
and construction of the property were financed by the predecessor of the lender, and the debts were 
evidenced by two notes executed by the debtor.  Id.  The debtor filed for bankruptcy under chapter 
11, and filed a plan which provided for the debtor to (i) continue to own and operate the property 
as a residential rental facility for senior citizens and to (ii) retain its real estate and sales tax 
exemptions.  Id. at 314.  The lender made its election pursuant to Section 1111(b) to have its 
undersecured claim treated as if it were fully secured.  Further, all of the voting creditors, except 
the lender, voted to accept the plan.  Id.  At trial it was indicated that the value of the property was 
$8.9 million if operated by a for-profit entity and $13.4 million if operated by a not-for-profit 
entity.  Id.  Notwithstanding, the debtor argued that this was the appropriate value of the property 
because (i) the figure was consistent with the lender’s book valuation of the property and (ii) the 
lender had the advantage of ownership without passing of title since the Plan provided that the net 
rental income from the property was to be paid to the lender.  Id. at 320.  The lender objected to 
the plan on several grounds including: (i) the projected payments did not provide the lender with 
a present value that was greater than or equal to the present value of the property; (ii) the treatment 
of the lender’s claims was not “fair and equitable;” and (iii) the plan was not feasible.  Id. at 315. 

In reviewing the lender’s objections, the bankruptcy court looked to whether the cram 
down was allowed, and determined that the cram down would only be appropriate if the lender 
retained its liens and received payments equal to or exceeding the value of its interest in the 
property.  Id. at 319.  As such, the court focused its inquiry on the value of the property.  Under 
the plan, the debtor proposed to keep the property and operate it in the same manner and for the 
same purpose that it did prepetition.  As such, the debtor contended that the property should be 
valued at $8.9 million because the figure was consistent with the Lender’s book valuation of the 
property.  Id. at 320.  Conversely, the lender claimed that $13.4 million was the appropriate value 
of the property.    

According to the court, the “operative language of § 506(a)(1)’s last sentence provides that 
value shall be determined in light of the purpose of the valuation and of the proposed disposition 
or use of such property[.]”  Id (quotation marks omitted).  At trial, the expert opined that the 
property was worth $8.9 million if operated by a for-profit entity, but worth $13.4 million if 
operated by a not-for-profit entity (like the debtor).  Id.  The court reasoned that the first value was 
close to the foreclosure value, while the latter was roughly the equivalent of the replacement value.  
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Thus, and because the plan proposed that the debtor retain and continue to operate the property, 
“the higher value should apply.”  Id.  “[T]he Court concludes that the Property, which the Debtor 
proposes to retain, operate, and control, should be valued at $13.4 million for purposes of the Plan.  
The logic of Rash and the text from § 506(a)(1) . . . militate in favor of using the higher figure to 
value the Property.”  Id. at 321.  
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GIFT CARDS 

The Gift that Keeps on Giving? 

A. Issues Overview 

How many nightstand drawers in the USA are full of unused or partially used gift cards?  
Depending on the retailer, a significant percentage of gift cards purchased by consumers or given 
upon return of merchandise by consumers go unused.  In the cases involving major national retail 
chains, these unused gift cards may constitute a multi-million dollar obligation of the issuing 
company.  The management of liabilities surrounding gift cards may be hard to quantify and 
manage, as the ultimate holders of gift cards are not easily tracked, and though many have no 
expiration dates, they become less likely to be redeemed as years pass.   

In Chapter 11 retailer cases, thought must be given to treatment of existing gift cards both 
prior to the filing along with other “first-day” issues, and in terms of how such liabilities will be 
treated in the context of a plan.  Retailers commonly seek to retain goodwill with their customers 
by seeking to honor the prepetition gift cards on their terms, or on modified terms, during the 
Chapter 11 case.  Another bucket of issues concerns the sale of new gift cards after the filing of a 
Chapter 11 case.  While a retail debtor may want to preserve its ability to generate a valuable 
postpetition stream of income, courts are concerned with protecting unwitting consumer 
purchasers of gift cards from risks essentially similar to those of a postpetition unsecured lender.   

 
The issues involved in this analysis start with what type of claim the holder of a prepetition 

gift card holds.  Is it a general unsecured claim?  Is it a consumer “deposit” entitled to priority 
under Bankruptcy Code Section 502(a)(7).  The authorities are split.  Compare, In re City Sports, 
Inc., 554 B.R. 329 (Bankr. D. Del. 2016)(claims based on unredeemed prepetition gift cards ruled 
general unsecured claims) with In re WW Warehouse, Inc., 313 B.R. 588 (Bankr. D. Del. 2004).  

 
It is not unusual for a debtor to propose modified terms, e.g. conditioning the use of a gift 

card on minimum purchases.  See, e.g., In re Sharper Image Corp., Case No. 08-10322 (KG) 
(Bankr. D. Del. March 7, 2008) (including copy of “Customer & Merchandise Gift Card Policy”). 

 
Sale of new gift cards postpetition has engendered some courts to restrict use of all or some 

of the proceeds from gift card sales, so as not to have consumers stuck with a worthless gift card 
if a reorganization fails.  In re Skin Sense, Inc., 2017 WL 47317 (Bankr. E.D.N.C. Feb. 3, 2017). 

 
Other complications may include inter-company transfers and prepetition and postpetition 

liens on sales and proceeds.  These issues have yet to generate case law.  
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B. Hypothetical  

Athletic Brands Unlimited, Inc. (“ABU”), your chapter 11 debtor in possession, has been 
in business a few years.  ABU is the 100% owner of the following subsidiaries, also in Chapter 
11: 

Slick’s Sporting Goods (“SSG”) – a retail chain of 50 stores located in the Eastern and 
Central US; and 

Sports Unlimited Brands (“SUB”) – a retail chain of 50 stores located in the Western and 
Rocky Mountain states. 

ABU has sold Gift Cards redeemable at either SSG or SUB stores, and SSG and SUB have 
sold Gift Cards only redeemable at their respective stores.  None of the Gift Cards have expiration 
dates.   

ABU has traditionally sold about $1 million of its gift cards each year.  On the filing date, 
ABU’s books and records reflect unused gift card liabilities totaling $600,000.   

SSG has traditionally sold about $3 million of its gift cards each year.  On the filing date, 
SSG’s books and records reflect unused gift card liabilities totaling $4,000,000.   

SUB has traditionally sold about $1 million of its gift cards each year.  On the filing date, 
SSG’s books and records reflect unused gift card liabilities totaling $1,000,000. 

In their first day motions, the Debtors have set forth the following: 

ABU   

1. ABU has moved for an order allowing it to honor all prepetition gift cards in the 
ordinary course, supported by an affidavit indicating that POS systems in place in both 
chains can accurately allocate where the cards are used, and that the subsidiaries can 
then forward the corresponding information to ABU, which will reimburse the correct 
subsidiary for the amount redeemed.   
 

2. ABU indicates that it will discontinue sales of gift cards postpetition at this time.   

3. ABU’s bondholders assert a prepetition lien on all assets of ABU. 

SSG 

1. SSG has moved for an order allowing it to honor all prepetition gift cards in the ordinary 
course.   
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2. SSG has moved for an order allowing it to sell postpetition gift cards in the ordinary 
course without differentiation to consumers and to use proceeds of the sales in the 
ordinary course of business.   

 
3. SSG granted a blanket lien on all of SSG’s assets to the SSG OLD Co that sold the SSG 

chain to ABU, to secure the purchase price for the SSG OLD Co Stock.   

SUB 

1. SUB has moved for an order allowing it to honor all prepetition gift cards in the 
ordinary course after notice to customers that gift cards must be redeemed within the 
next 90 days and must be used in purchases that are at least double the amount of the 
gift card.  SUB asserts that this will increase foot traffic in its stores.  
 

2. SUB has been losing money and closing stores.  It is likely to liquidate in a going out 
of business sale to the public, but has not yet filed motions proposing the sale.  It does 
not believe a buyer for the going concern will materialize. 

3. SUB has nominal secured debt, and a very active general unsecured creditors’ 
committee. 

C. Relevant Case Law 

In re Skin Sense, Inc., 2017 WL 47317 (Bankr. E.D.N.C. Feb. 3, 2017) 

This recent case provides a helpful overview of the issues created by outstanding gift card 
obligations and a debtors’ desire to continue to sell gift cards on a postpetition basis.  Unlike most 
cases on this subject, the debtor Skin Sense, Inc. was not a national retailer, but was a small, closely 
held business that had operated two spa locations in North Carolina.  A significant portion of Skin 
Sense’s income was generated through sales of gift cards, particularly around the December 
holidays, Valentine’s Day and Mother’s Day.  Early in its Chapter 11 case, Skin Sense sought 
court authority:  (1) to continue to sell gift cards to customers postpetition, and use the proceeds 
of gift card sales in the ordinary course of business, and (2) to honor gift cards sold prepetition on 
an ordinary course basis for postpetition services, with an estimated obligation on outstanding, 
unused prepetition gift cards of $215,000.  A significant portion of Skin Sense’s annual revenues 
was generated by gift card sales.    

The court first considered the nature of gift cards and related unsecured liabilities: 

A gift card I ‘[a] record evidencing a promise, made for monetary 
consideration, by a seller or issuer that goods or services will be provided 
to the owner of the record to the value shown in the record. . . . unused gift 
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cards exist as a net liability to a business…In the context of bankruptcy, 
funds received from gift cards amount to unsecured debt for a debtor, and 
those individuals that purchased gift cards are accordingly unsecured 
creditors.”   

Id. at p.3.  Further, the court notes that authorities appear split on whether claims arising from 
unused, prepetition gift cards are entitled to a priority as a prepetition consumer deposit under 
Bankruptcy Code Section 507(a)(7), or whether they are simple general unsecured claims.  Id. at 
p.4. 

With that background, the court in Skin Sense focused on whether a debtor should be 
allowed to sell gift cards in the ordinary course of business after a Chapter 11 filing.  The court 
strongly considered the risks to consumers purchasing gift cards postpetition, likening them to 
“unknowing – postpetition debtor-in-possession lenders.”  The court found that in the context of 
a small spa business, the risks to consumers of never receiving value if the business were to close 
was too great in that: (1) as primarily a service business, the prospect of making consumers whole 
was not viable, (2) the proportion of gift card income to regular income was too high to assure that 
the liabilities could be covered, (3) the company was not being sold as a going concern to a buyer 
that could undertake the liabilities in the future, and (4) the creation of a large class of small 
administrative priority claimants would be a burden on a future trustee. Id at 5.    

Based on these concerns, the court allowed postpetition gift card sales, but conditioned the 
sales on Skin Sense sequestering 85% of the proceeds until the gift cards were redeemed.  The 
apportionment was based on testimony that historically 15% of sold gift cards were never 
redeemed.   The court dismissed as unworkable a proposal by the debtor to provide a lien on real 
property to secure the postpetition gift card claims.  Thus, the debtor won the war, but lost the 
battle because it was unable to gain access to most of the revenue garnered from the postpetition 
gift cards sales, which would not produce the working capital desired by the debtor. 

In re City Sports, Inc., 554 B.R. 329 (Bankr. D. Del. 2016) 

The court in City Sports faced the single issue of whether approximately $1,182,000 in 
unused prepetition gift cards asserted on behalf of consumers by the Commonwealth of 
Massachusetts should be treated as general unsecured claims or as priority consumer deposit 
claims under Bankruptcy Code Section 507(a)(7).  The court held that the claims were general 
unsecured claims not entitled to priority treatment.  Id. at 344. 

The court analyzed the issue on the basis of defining “deposit” - first on a “plain meaning” 
basis, and then by extensively analyzing the legislative history.  Notably, “deposit,” is not defined 
in the Bankruptcy Code.  The court determined that the essence of a “deposit” for purposes of 
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Section 507(a)(7) must include a “temporal relationship,” i.e. that the subject transaction is not 
fully complete: 

…The term deposit connotes a temporal relationship between the time the 
consideration is given and the time the right to use or possess is vested in 
the individual giving the consideration.  The temporal aspect is important 
because it is what allows section 507(a)(7) to encompass deposits that are a 
fractional payment, as well as deposits for the full payment amount.  It is 
this temporal relationship that distinguishes consideration tendered as a 
deposit from consideration tendered as a mere payment for goods and 
services.  

In re Nittany Enterprises, Inc., 502 B.R. 447, 455 (Bankr. W.D. Va. 2012) 
citing [In re Palmas del Mar Country Club, Inc.], 443 B.R. at 575 
(surveying section 507(a)(7) cases).   

Id. at 335.   The court concluded that a gift card transaction is complete – when the gift card is 
purchased.  Id. at 338.   

In its extensive analysis of the legislative history, the court recognizes that gift cards were 
discussed but ultimately not expressly mentioned in the statute as adopted, though no reason for 
the omission has been put forward.  Other courts that have analyzed the legislative history have 
relied on a discussion of the W.T. Grant liquidation in 1976 contained in the legislative history 
where commentators posited that holders of “Grant Scrips” (a form of gift certificate) should have 
been afforded a priority as a basis for the new priority provision.  However, the court in City Sports 
dismissed this rationale by distinguishing the W.T. Grant Scrips as having had some lay-away 
component.  Id. at 343.   

Compare:  In re WW Warehouse, Inc., 313 B.R. 329 (Bankr. D. Del. 2004)   

This case presents the identical issue considered in City Sports.  It also sets forth both a 
“plain meaning” and legislative history analysis, but comes to the complete opposite conclusion 
on each, and thus holds that claims based on prepetition gift cards are entitled to Section 507(a)(7) 
priority treatment.   

Sample Orders: 

In re Hancock Fabrics, Inc., Case No. 16-10296 (BLS) (Bankr. D. Del. February 3, 
2016) 

In re Sharper Image Corp., Case No. 08-10322 (KG) (Bankr. D. Del. March 7, 2008) 
(including copy of “Customer & Merchandise Gift Card Policy”) 

In re Quiksilver, Inc., Case No. 15-11880 (BLS) (Bankr. D. Del. September 10, 2015). 
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In re The Wet Seal, Inc., Case No. 15-10081 (CSS) (Bankr. D. Del. January 20, 2015). 

In re Sports Authority Holdings, Inc., Case No. 16-10527 (MFW) (Bankr. D. Del. May 
24, 2016). 

See Also: Quirk, Marion M., “Gift Cards and their Disparate Treatment in Chapter 11 
Cases,” 33 APR Am. Bankr. Inst. J. 54 (April 2014) (comparing treatment of gift card 
holder claims in The Sharper Image and Borders cases. 
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