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While the stock market continually reached new highs
last year, the pace of retail bankruptcies did not abate. In
just the last year, Toys R Us, Gymboree, RadioShack,
Payless ShoeSource, BCBG Max Azria, Eastern Outfit-
ters and The Limited all filed for bankruptcy. This trend
has continued into 2018, with the recent bankruptcy fil-
ing of The Bon-Ton Stores, and market watchers expect
continued weakness in traditional retail.!

Given this uncertainty, it is a good time to review strate-
gies for dealing with a financially distressed buyer. Part I
of this article describes strategies to limit risk by selling
on a secured basis or through a consignment arrange-
ment. Part IT of this article, which will be published in the
next issue of Business Credit, discusses shortening credit
terms, strategies for an insolvent buyer, and how different
credit strategies may impact the seller’s preference liabil-
ity in a subsequent bankruptcy filing.

Purchase Money Security Interests

If shortening credit terms is not possible, another
option is to secure the buyer’s obligation by obtaining a
first priority security interest in the goods that are
being delivered under Article 9 of the Uniform Com-
mercial Code (“UCC”), which is referred to as “pur-
chase money security interest” (hereinafter, “PMSI”).?
By obtaining a PMSI, the seller gets a lien on the sold
goods and their cash proceeds (with some exceptions)
that has priority over previously perfected liens on the
buyer’s inventory.

To obtain a PMSI in the sold goods, the seller must take
three steps before delivering the goods to the buyer.
First, the parties must enter into a security agreement
describing the goods and granting a security interest in
them.? Second, a UCC-1 financing statement identify-
ing the collateral must be filed.* Third, to obtain prior-
ity over other creditors’” existing liens, the seller must
deliver an authenticated (i.e., signed) notification to the
previously perfected lienholders stating that the seller
has or expects to acquire a PMSI in the inventory of the
buyer and describing such inventory.® In a long-run-
ning credit relationship, the seller must send a new
notification to holders of conflicting security interests
and file a continuation of the financing statement every
five years to maintain the PMSI’s perfection.®

While PMSI provides the seller with substantial protec-
tion, the devil is in the details. The failure to properly
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perfect the PMSI may cause the seller’s claim to be
treated as unsecured in a subsequent bankruptcy case.’
And, even if the PMSI is perfected, the failure to pro-
vide timely notification to prior lienholders would ren-
der the PMSI junior to existing liens.?

The seller’s PMSI would also apply to identifiable cash
proceeds received by the buyer on or before of the deliv-
ery of its inventory to the buyer’s customer.” However,
to protect the seller’s interest in cash proceeds, it should
consider requiring the buyer to maintain a segregated
account to receive the proceeds from the sale of the
goods to avoid commingling these funds with the buy-
er’s other cash assets.

Consignment

Another option is to sell goods on consignment. Gener-
ally, a consignor delivers a product to a consignee, who
then sells that product to its customers, and remits the
purchase price back to the consignor less its commission.

A consignment of goods that falls within Article 9 of the
UCC" will be treated like PMSI: the consignor is a
secured creditor with a PMSI in the consigned goods."
Thus, to preserve a PMSI in the consigned goods, the
consignor must take the steps (discussed above) to per-
fect its interest in the consigned goods before delivery,
including providing notification to existing lienholders
before the consigned goods are delivered.” The purpose
of this is to protect the creditors of the consignee from
secret liens on its inventory."

Again, the devil is in the details. If the PMSI is timely
perfected, the consignor would have a security interest in
the consigned goods superior to the rights of a creditor
with an existing lien on inventory. However, if the con-
signor fails to timely send notification to existing lien-
holders, the consignor’s interests in the consigned goods
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would be subordinate to the existing liens.”® Moreover, if the
consignor does not timely file a UCC-1 financing statement (or
timely continue that financing statement), the consignor would
lose all of its rights to the consigned goods and be an unsecured
creditor in a subsequent bankruptcy of the consignee.'®

The experience of many consignors in the Sports Authority
bankruptcy case is a cautionary tale. In this case, the debtors
and their secured lender challenged whether the entities that
consigned goods to Sports Authority held perfected PMSI in
the consigned goods. They asserted that the consignors either
lacked a perfected security interest in the consigned goods
because they did not timely file or continue a UCC-1 financing
statement, or if they did timely file a financing statement, the
consignors’ interests were junior to the prior lien of the secured
lender because they failed to deliver the authenticated notice to
the secured lender before delivering the consigned goods.”
Many of these cases settled with the settling consignors relin-
quishing to the secured lender a substantial amount of the sale
proceeds of the consigned goods, with the vast majority of con-
signors receiving only 25-40% of the proceeds.'®

Finally, if the consignment does not fall within the ambit of
Article 9 of the UCC,” the arrangement may be governed by
Article 2 of the UCC, or other applicable state law. However,
even if the consignor believes the arrangement is not gov-
erned by Article 9, it should consider taking the steps to per-
fect its PMSI in the event the nature of the consignment is
later challenged.

Next Issue: Part i

Having considered selling goods on a secured or consignment
basis, Part II of this article focuses on strategies to shorten
credit terms on an unsecured basis, remedies when a buyer is
insolvent, and how different credit strategies may impact the
seller’s preference liability in a subsequent bankruptcy filing. ®
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