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Sales & Secured Transactions Outline I

I. Introduction to Secured Transactions

A. Introduction

1. “Some debtors are so solvent and/or trustworthy that the creditor demands nothing more than the debtor’s promise to pay; creditors doing this are said to be unsecured.”-705

2. In some cases, “the creditor … may demand that the debtor either obtain a surety (called by various names: a co-signor, a guarantor, or, in Article 3 of the … Code, an accommodation party) or secure the debt by nominating some of the debtor’s current or future property as collateral.”

3. “A ‘lien’ is an interest in the debtor’s property given by the law to protect a creditor.  If the debtor voluntarily grants such an interest, a consensual lien is created.  If a consensual lien is taken in the debtor’s real property, the lien is called a mortgage.  A consensual lien in personal property or fixtures is called a security interest and is governed by Article 9 of the UCC.”-706

4. “If the lien arises from judicial proceedings (the creditor sues, recovers judgment, and sends the sheriff out to seize the defendant’s property), a judicial lien is created.  A statutory lien is one imposed by either a statute or the common law in favor of certain creditors the law deems worthy of protection.”-706

5. “Assuming a claimant qualifies, a ‘bona fide purchaser (BFP) in the ordinary course of business’ was (and still is under Article 9) a favorite in the race.  Another current favorite is the bankruptcy trustee, who represents all of the bankrupt’s unsecured creditors and to whom the federal bankruptcy statute gives an awesome arsenal of weapons with which to attack the supposed interest that secured creditors assert in the estate’s property.  Under what is called the ‘strong arm clause’ [of the Bankruptcy Code], as of the date of the filing of the bankruptcy petition, the trustee (and all of the claims the trustee represents) is conclusively presumed to occupy the legal position of a judicial lien creditor who has levied on all of the bankrupt’s property….  [c]reditors whose security interests are unperfected at this moment lose the right to claim the collateral.  But if a creditor’s claim to the property will survive the attack of the bankruptcy trustee, the creditor’s security interest (lien) is said to be perfected.”-707

6. “creditors with perfected security interests not only beat out the bankruptcy trustee, but also win over non-BFPs, creditors without perfected security interests, creditors whose security interests were perfected later in time, and creditors with no security interests at all….”

B. Bankruptcy

1. “There are four primary types of bankruptcy: Chapter 7, straight bankruptcy (a pure liquidation proceeding); Chapter 11, a reorganization proceeding for businesses; Chapter 12, a reorganization proceeding for farmers; and Chapter 13, a debt repayment plan for wage earners.”-707

a. “To commence bankruptcy, the debtor (a voluntary bankruptcy) or the debtor’s creditors (an involuntary bankruptcy) file a petition with the bankruptcy court.  This is a federal court under the direction of the local federal district court.  The date on which the petition is filed is … the measuring moment for many of the Bankruptcy Code’s sections.  Along with the petition the debtor will file lists (called schedules), showing assets and creditors.”-708

b. The first meeting of creditors, or § 341 meeting is where a trustee is elected to gather, sell, and distribute the proceeds.  If the property must be taken immediately for some reason, an interim trustee, who is succeeded by the trustee will perform the same functions.-708

c. “If other people claim the property … the trustee may have to litigate the issue either before the bankruptcy judge or in the state or federal courts.  Property exempt from bankruptcy under federal or, in some jurisdictions, state law and worthless property … are returned to the bankrupt.  The bankrupt then petitions the bankruptcy judge for a discharge (read forgiveness) of all the scheduled debts so that life can be resumed financially unburdened….  [b]ankrupts usually receive a discharge from most (but not all) debts.”-708

d. “The unencumbered assets of the estate are also sold, and those proceeds are used to pay the expenses of the bankruptcy proceeding, wages of the bankrupt’s employees, some tax claims, certain other priority claimants, and, finally, the general creditors (who get nothing until all the above are paid in full).”-709

e. “the validity (perfection) of the security interest is a matter of state law and will be measured by state standards.”-709 

f. “the trustee occupies the same legal position as any actual existing creditor….”-709

g. “Section 547 provides that many payments made by an insolvent debtor to an existing creditor within 90 days of the date of the filing of the petition are void as preferences.  The trustee can recover the payment from the preferred creditor….  [I]n most bankruptcies the unsecured creditors receive NOTHING.”-709

C. Pre-Code Security Devices

Benedict v. Ratner-S.Ct., 1925
Issue: Whether “the assignment on May 23 was in law fraudulent”? YES

Holding: “reservation of dominion inconsistent with the effective disposition of title must render the transaction void.”-712
Rule: “Under the law of New York a transfer of property as security which reserves to the transferor the right to dispose of the same, or to apply the proceeds thereof, for his own uses, is, as to creditors, fraudulent in law and void.”-712

“it is only where the unrestricted dominion over the proceedings is reserved to the mortgagor that the mortgage is void.  This dominion is the differentiating and deciding element.”-714
1. “The evil under attack in Benedict v. Ratner is the secret lien that other creditors do not know about.  If it is enforced by the courts, the other creditors who were deceived by the debtor’s apparently unencumbered prosperity are hurt.”-714

2. Section 9-205 of the UCC repeals the rule in Benedict by providing that security interests are not invalid or fraudulent because of the debtor’s freedom to dispose of the collateral without being required to account to the secured party for proceeds or substitute new collateral.  The section permits floating charges or liens on a shifting stock.  Section 9-302(1) requires the existence of a financing statement in order for all security interests to be perfected, except those exemptions listed in subsections (a) through (h).  Section 9-306(1) defines ‘proceeds’ as “whatever is received upon the sale, exchange, collection or other disposition of collateral or proceeds.”  Section 9-306(2) provides that “a security interest continues in collateral notwithstanding sale, exchange or other disposition thereof unless the disposition was authorized by the secured party in the security agreement or otherwise, and also continues in any identifiable proceeds including collections received by the debtor.”  In other words, an unauthorized transfer does not void the security interest in existence before the transfer.  Section 2-402(2) provides that “retention of possession in good faith and current course of trade by a merchant-seller for a commercially reasonable time after a sale or identification is not fraudulent.”  However, apart from that requirement, state law governs whether retention is fraudulent.

a. Pledge

1. “In a pledge [sometimes called a hypothecation] the debtor (called a pledgor) gives physical possession of the collateral to the creditor (called the pledgee) until the debt is paid.  Possession then perfects the creditor’s interest in the collateral (even against the bankruptcy trustee).”

2. “Pledging is a superior way to perfect the creditor’s security interest, but it has two drawbacks: (1) only tangible objects can be pledged….; and (2) for some types of collateral the debtor needs to keep possession (the machines used in manufacturing, for example).”-715

b. Chattel mortgage

1. “the mortgage given by the debtor (the mortgagor) to the creditor (the mortgagee) was recorded in a designated place and indexed under the name of the debtor so that other potential creditors could check and see whether the collateral was encumbered.”-716

c. Conditional sale

1.  “The unpaid seller may repossess in only three circumstances: (1) when § 2-702 … applies; (2) when the buyer has specifically granted the seller a security interest in the object sold; and (3) when the seller sues, recovers judgement, and has the sheriff seize the property as party of the execution of the seller’s judgment.”-716  

2. One who recovers judgment becomes a judgment creditor, judicial creditor, or lien creditor.-716

3. A conditional sale is where the buyer gets possession of the property, but the “seller reserved full and complete title to it until the buyer paid in full….”-716

4. Section 2-401(1) provides that “Any retention or reservation by the seller of the title (property) in goods shipped or delivered to the buyer is limited in effect to a reservation of a security interest.”

5. Section 1-201(37) defines security interest as “an interest in personal property or fixtures which secures payment or performance of an obligation.  The retention or reservation of title by a seller of goods notwithstanding shipment or delivery to the buyer (Section 2-401) is limited in effect to a reservation of a ‘security interest.’”

d. Trust receipt

1. “In trust receipt financing, the car dealer would ask a bank to buy the cars from the manufacturer.  The bank would then turn them over to the dealer after two things happened: (1) the bank filed a notice in the appropriate place announcing its intention to engage in trust receipt financing with this particular dealer; and (2) the dealer signed a trust receipt (thereby becoming a trustee; the bank was called an entruster), acknowledging receipt of the vehicles and granting the bank a security interest therein.”-717

e. Factor’s lien

1. “The word factor originally meant any selling agent … who helped finance the principal’s business.”-718

2. “factor [came to mean] a financing entity who loaned money against inventory the manufacturer put up as collateral.  In return, the factor was granted a lien (security interest) in the inventory, but this security interest had to be filed to be perfected under most states’ factor lien statutes.”-718

3. “the lien did not extend to new additions to the inventory (after-acquired property); that is, it was not a floating lien that attached to the changing objects in the inventory.”-718

f. Field warehousing

1. “A field warehouse is the same thing as a normal warehouse with one difference: the warehouse comes to the goods instead of vice versa.  If the goods are too bulky to move easily, the field warehouseman goes to the goods, stakes them out in some way, issues a warehouse receipt therefor, and guards them….  The receipt is then pledged to a financing agency; when the debt is repaid, the warehouse receipt is returned to the debtor, who presents it to the field warehouseman, who surrenders the goods and then packs up and leaves the debtor’s property.”-719

3.  “Article 9 of the Code replaced all these devices (though some of the practices, such as field warehousing, live on) with new rules as to creation of the security interest, the collateral to which it can attach, and the steps necessary for perfection.”-719

a. Section 9-101 provides that “This Article shall be known and may be cited as Uniform Commercial Code—Secured Transactions.”

b. Section 9-102 provides that the article applies, essentially, to all transactions purporting to create a security interest.  

II. The Scope of Article 9

A. Security interest defined

1. Section 1-201(37) defines “security interest” as “an interest in personal property or fixtures which secures payment or performance of an obligation.”  A security interest is created if the consideration the lessee is to pay the lessor is an obligation for the term of the lease not subject to termination by the lessee, and (a) the original term of the lease is equal to or greater than the economic life of the goods; (b) the lessee is bound to renew the lease or to purchase the goods; (c) the lessee has an option to renew the lease for no additional consideration or nominal consideration; or (d) the lessee has an option to become the owner for no additional consideration or nominal consideration.  Transactions are not security interests merely because they provide that (a) the amount of the consideration is equal to or greater than the fair market value of the goods; (b) the lessee assumes the risk of loss of the goods, or agrees to pay license, tax, or other fees related to the goods; (c) the lessee has an option to renew the lease or purchase the goods; (d) the lessee has an option to renew the lease for a fixed rent equal to or greater than the fair market value; or (e) the lessee has an option to purchase the goods for a fixed price equal to or greater than the fair market value.

2. Section 9-102 provides that Article 9 applies to (a) any transaction intended to create a security interest in personal property, fixtures, etc.; (b) to any sale of accounts or chattel paper.  Article 9 applies to security interests created by contract including pledge, assignment, conditional sale, trust receipt, etc.  And Article 9 applies to a security interest in a secured obligation even though the obligation is itself secured by a transaction or interest that this article does not apply to.

3. Under § 9-104(c), Article 9 does not apply to liens given by statute for services or materials.  

4. Section 9-502(2) provides that “if the underlying transaction was a sale of accounts or chattel paper, the debtor is entitled to any surplus or is liable for any deficiency only if the security agreement so provides.”  Section 9-105(1)(d) provides that a debtor is “the person who owes payment or other performance of the obligation secured, whether or not he owns or has rights in the collateral, and includes the seller of accounts or chattel paper.  Where the debtor and the owner of the collateral are not the same person, the term ‘debtor’ means the owner of the collateral in any provision of the Article dealing with the collateral, the obligor in any provision dealing with the obligation, and may include both where the context so requires….”
5. “If the transaction creates an Article 9 security interest, the attorney’s client had better have taken whatever steps Article 9 requires for perfection, or the client may lose the property to later creditors.”-722

B. Consignments

1. “A true consignment is neither a sale nor a security device; it is a marketing procedure by which the owner of goods (the consignor) sends (consigns) them to a retailer (the consignee) for sale to the public.  The retailer does not buy the goods (so no sale takes place when the consignor delivers the goods to the consignee), and if the retailer cannot sell them, they are returned to the consignor.  In effect, the consignee is the selling agent for the consignor, or, looked at another way, the consignee is a bailer with the ability to sell the bailor’s goods.”-722

2. “the consignor retains control over the terms of the retail sale (and thus can dictate the retail price), and, at least at common law, there is no requirement that the consignor file a notice anywhere announcing that a consignment is going on….”-723

3. “some consignments are not true consignments at all, but are sales on credit (i.e., secured transactions) disguised as consignments in order to escape the filing requirements….  If the parties intended a true consignment, Article 9 (except for §9-114) does not apply, but Article 2 does, particularly §§ 2-236 and 2-327….”-723

4. Section 9-301(1)(b) provides that an unperfected security interest is subordinate to the rights of (b) “a person who becomes a lien creditor before the security interest is perfected.”
In Re Fabers, Inc.-U.S.D.C., D.C., Bank. Div., 1972

Issue: Whether a consignment agreement for the sale of rugs that creates a security interest is subject to the requirements of Article 9, and is therefore unperfected because there has been no attempt to comply with the filing of a financing statement? YES
Holding: “There was no perfection of the security interest and the agreement did not come under the exceptions set forth in § 2-326(3).  Accordingly, it is held that the goods are subject to the claims of creditors….”-726

Rule: “Ordinarily, goods held on ‘sale or return’ are subject to the claims of creditors of the buyer, §2-326(2).”-724
In Re Auclair-U.S.Bank.Ct., Mid.Dist.Ala., 1991

Issue: Whether a consignment agreement for the sale of guns creates a security interest even though no attempt was made to comply with the Article 9 filing requirements? NO
Holding: “the firearms in question are property of this bankruptcy estate which the trustee may sell under 11 U.S.C. § 363.”-729
Rule: “goods delivered on consignment are ‘deemed to be on sale or return.’  Thus, by deeming the consignee a purchaser of the goods, the consignor is precluded from asserting an ownership claim to the goods vis-à-vis the consignee’s creditors.”-728

C. Leases

1. “Parties may wish to cast a transaction as a lease rather than a sale for many reasons.”-731

2. “The tax/accounting tests [regarding whether a lease or security interest is present] tend to focus on the ‘intention of the parties’ and on two other factors: (1) the ‘equity’ the lessee builds in the leased property and (2) the value of the property surrendered to the lessor at the end of the term.”-732

In Re Winston-U.S.Bank.Ct., N.D.Ala., 1995

Issue: Whether a lease agreement for a car requiring the payment of a sum roughly equivalent to the fair market value of the car at lease end creates a security interest in the debtor? NO

Whether “the amount that the debtor is required to pay under the contract in order to exercise the option to purchase constitutes ‘nominal consideration”? NO
Holding: “The contract between the Debtor and Chrysler is a true lease, and does not create a security interest.”-737

“The purchase option price … bears close resemblance to the value of the automobile … and cannot, for that reason, be considered ‘nominal consideration.’”-737
Rule: “A determination of whether the agreement constitutes a true lease or a security agreement requires consideration of the several factors enumerated in … § 1-201(37)….”-734

“the real yardstick in determining whether the option price is nominal or substantial would appear to hinge on whether that price bears a resemblance to the fair market price of the article.”-735

“In order to be viewed as creating a security interest, the lease agreement must provide the lessee with some ownership of the leased property.”-737

3. “In close cases the advising attorney may wish to tell the lessor (or the consignor in consignment problems) to play it safe and file a financing statement even if it is believed that a true lease/consignment has been created.”-738

a. Under § 9-408, “The provisions of this Part shall apply as appropriate to such a financing statement but its filing shall not of itself be a factor in determining whether or not the consignment or lease is intended as a security.”

D. Other transactions

1. Section 9-104(f) excludes “a transfer of a right to payment under a contract to an assignee who is also to do the performance under the contract or a transfer of a single account to an assignee in whole or partial satisfaction of a preexisting indebtedness….”

E. Exclusions from Article 9

1. Section 9-104 excludes from Article 9: (a) security interests subject to federal statutes that govern the rights of parties to and third parties affected by, transactions in particular types of property; (b) landlord’s lien; (c) lien given by another statute for services or materials; (d) transfer of a claim for wages, salary, or other compensation of an employee; (e) transfer by a government or governmental subdivision; (f) sale of accounts or chattel paper as part of a sale of the business out of which they arose, assignment of accounts or chattel paper for the purpose of collection only, transfer of a right to payment under a contract to an assignee who is also to do the performance under the contract; (g) transfer of an interest in or claim to an insurance policy; (h) right represented by a judgment; (i) any right of set-off; (j) to the creation or transfer of an interest in or lien on real estate, including a lease or rents thereunder; (k) transfer of a claim arising out of tort; (l) transfer of an interest in any deposit account; (m) transfer of an interest in a letter of credit other than the rights to proceeds of a written letter of credit.

2. Federal statutes

a. “the important thing to remember is that certain matters must be researched on a federal as well as a state level.”-740

3. Landlord’s lien and other statutory liens

4. Wage assignments

a. “Claims to wages were once a fertile source of collateral, but special statutory regulation has all but killed off wage assignments.  Thus, some states absolutely prohibit the assignment of future wages, … some permit them in limited circumstances if the employer consents, … and some states require the consent of both the employer and the spouse….”-741

b. Under § 9-104(d), commissions and other wages are excluded if they go to employees. 

5. Non-financing assignments

a. “The § 9-104(f) exclusion of some transfers of accounts and chattel paper is meant to be an exclusion of all such assignments of a non-financing nature.”-742

6. Real estate

a. “Except for fixtures (§ 9-313), real estate security interests are not covered by Article 9….”-742
In Re Anthony-N.M.S.Ct., 1992

Issue: Whether “a security assignment of a real estate contract fall[s] within the provisions of Article 9 of the New Mexico Uniform Commercial Code … thereby requiring the filing of a financing statement in the Office of the Secretary of State in order to perfect the secured interest against the claims of third parties [NO]; or, if such a security assignment falls within the Code, is it then excluded by Section 55-9-104(j) as a ‘transfer of an interest in or lien on real estate’?” YES

Holdings: “we hold that this transaction involved the ‘transfer of an interest in or lien on real estate’ within the meaning of §55-9-104(j).”-746

“we hold that the security assignment of a real estate contract does not fall within the provisions of Article 9 of the New Mexico Uniform Commercial Code.”-750
Rule: “a ‘first tier’ transaction arises when the vendor under an executory contract for the sale of real estate assigns that contract to a lender as security for the payment of the vendor’s note.  A ‘second tier’ transaction involves the subsequent assignment by the lender of that same note and its contract assignment as a ‘security package’ to secure its own note to a second lender.”-748

7. Other exclusions

a. When Article 9 does not apply, either through § 9-104 or otherwise, the common law determines the legal rights involved.-750

III. The Creation of a Security Interest

A. Classifying the collateral

1. Article 9 divides collateral into 10 categories, which fall within one of 3 larger categories:

a. Goods—“all things which are movable at the time the security interest attaches or which are fixtures.”--§ 9-105(1)(h)
1. Consumer goods—those goods “used or bought for use primarily for personal, family or household purposes.”--§ 9-109(1)
2. Equipment—goods “used or bought for use primarily in business (including farming or a profession) or by a debtor who is a non-profit organization or a governmental subdivision or agency or if the goods are not included in the definitions of inventory, farm products, or consumer goods.”--§ 9-109(2)
3. Farm products—crops, livestock, supplies, or the products of crops or livestock in their unmanufactured states, and “if they are in the possession of a debtor engaged in raising, fattening, grazing or other farming operations.”--§ 9-109(3)
4. Inventory—goods “held by a person who holds them for sale or lease or to be furnished under contracts of service of if he has so furnished them, or if they are raw materials, work in process or materials used or consumed in business.”--§ 9-109(4)
b. Quasi-tangible property

1. Instruments—“a negotiable instrument (defined in Section 3-104), or any other writing which evidences a right to the payment of money and is not itself a security agreement or lease and is of a type which is in ordinary course of business transferred by delivery with any necessary indorsement or assignment.  The term does not include investment property.”--§ 9-105(1)(i)
2. Investment property—“(i) a security, whether certificated or uncertificated; (ii) a security entitlement; (iii) a securities account; (iv) a commodity contract; or (v) a commodity account.”--§ 9-115(f)
3. Documents—“document of title as defined in the general definitions of Article 1 (Section 1-201), and a receipt of the kind described in subsection (2) of Section 7-201.”--§ 9-105(1)(f)
4. Chattel paper—“a writing or writings which evidence both a monetary obligation and a security interest in or a lease of specific goods, but a charter or other contract involving the use or hire of a vessel is not chattel paper.  When a transaction is evidenced both by such a security agreement or a lease and by an instrument or a series of instruments, the group of writings taken together constitutes chattel paper.”--§ 9-105(1)(b)
c. Intangible property

1. Accounts—“any right to payment for goods sold or leased or for services rendered which is not evidenced by an instrument or chattel paper, whether or not it has been earned by performance.”--§ 9-106
2. General intangibles—“any personal property (including things in action) other than goods, accounts, chattel paper, documents, instruments, investment property, rights to proceeds of written letters of credit, and money.  All rights to payment earned or unearned under a charter or other contract involving the use or hire of a vessel and all rights incident to the charter or contract are accounts.”--§ 9-106
2. “Classification of the collateral is important because many provisions of Article 9 make legal distinctions based on the type of collateral.”-752

3. “It is important to note that it is the debtor’s use of the collateral that determines its classification.”-752

In Re Morton-U.S.D.C., Dist. Of ME., Bank. Div., 1971

Issue: Whether a truck originally purchased for personal use (consumer good), but later used primarily for work (equipment) may be liquidated subject to a perfected security interest where the creditor filed a financing statement describing the truck as a consumer good? YES
Holding: “The filing of a sufficient financing statement with the Town Clerk of Union sufficed to perfect the PMSI, despite the fact that the vehicle was used thereafter primarily for other than personal, family and household purposes.”
Rule: “the protection afforded by § 9-401(3) precludes a filing made in the proper place from being struck down later because of a change in the collateral’s actual use.”-754

Morgan County Feeders, Inc. v. McCormick-Col. Ct. of App., 1992

Issue: Whether cattle, used primarily for recreational cattle drives, are inventory or equipment? Equipment.
Rule: “buyers of inventory in the ordinary course of business take free of perfected security interests.”-758

“In ascertaining whether goods are inventory or equipment, the principal use of the property is determinative….  The factors to be considered in determining principal use include whether the goods are for immediate or ultimate sale and whether they have a relatively long or short period of use in the business.”-758

“Goods used in a business are equipment when they are fixed assets or have, as identifiable units, a relatively long period of use.  They are inventory, even though not held for sale, if they are used up or consumed in a short period of time in the production of some end product.”-758

B. Technical validity of the forms

1. “The creation of an Article 9 security interest typically involves two documents: the security agreement and the financing statement.  The security agreement is the contract between the debtor and the creditor by which the debtor grants to the creditor (the secured party) a security interest in the collateral….  The financing statement is the notice that is filed in the place specified in § 9-401 in order to give later creditors an awareness that the collateral is encumbered.  Thus, the purpose of the security agreement is to create rights between the debtor and the creditor, and the purpose of a financing statement is to create rights in the creditor against most of the rest of the world.”-760

2. Section 9-203(1) provides that “a security interest is not enforceable against the debtor or third parties with respect to the collateral and does not attach unless: (a) the collateral is in the possession of the secured party pursuant to agreement, the collateral is investment property and the secured party has control pursuant to agreement, or the debtor has signed a security agreement which contains a description of the collateral and in addition, when the security interest covers crops growing or to be grown or timber to be cut, a description of the land concerned; (b) value has been given; and (c) the debtor has rights in the collateral.”  The comment provides that “Subsection (1) states three basic prerequisites to the existence of a security interest: agreement, value, and collateral.  In addition, the agreement must be in writing unless the collateral is in the possession of the secured party….”  It goes on to say that “The formal requisite of a writing stated in this section is not only a condition to the enforceability of a security interest against third parties, it is in the nature of a Statute of Frauds.  Unless the secured party is in possession of the collateral, his security interest, absent a writing which satisfies paragraph (1)(a), is not enforceable even against the debtor, and cannot be made so on any theory of equitable mortgage or the like.”

3. Section 9-402(1) provides that “A financing statement is sufficient if it gives the names of the debtor and the secured party, is signed by the debtor, gives an address of the secured party from which information concerning the security interest may be obtained, gives a mailing address of the debtor and contains a statement indicating the types, or describing the items, of collateral….  A copy of the security agreement is sufficient as a financing statement if it contains the above information and is signed by the debtor.  A carbon, photographic or other reproduction of a security agreement or a financing statement is sufficient as a financing statement if the security agreement so provides or if the original has been filed in this state.”  The comment provides: “the financing statement is valid to cover after-acquired property and future advances under security agreements whether or not mentioned in the financing statement.”

4. Section 9-402(3) provides an example of what a proper financing statement should look like.

5. The security agreement

a. “Where the collateral is in the possession of the secured party (a pledge), no written security agreement is required by law….”-760

b. “Section 9-203, according to the Official Comment … is a Statute of Frauds….”-760

c. “failure of the parties to meet the technicalities of this section means that the security agreement is void even between the two parties.  In reality, especially where this would result in a windfall to an undeserving debtor, the courts have struggled to create what the common law called an equitable lien—one recognizable by a court of equity.”-760

d.  “A good security agreement will … identify the parties, describe the collateral, contain a grant by the debtor to the creditor of a security interest in the collateral, and specify the contractual understandings of the parties, particularly naming what events will constitute default so as to permit the creditor to realize on the security interest by repossessing the collateral.”-761

6. The financing statement

a. “The financing statement—commonly called by its form number, ‘UCC-1’—is the document filed in the appropriate public office by the creditor (secured party) to perfect the creditor’s rights in the collateral against later parties.  It must contain (a) the signature of the debtor, (b) the mailing addresses of both parties (so that those searching the files know where to go to get more information; and (c) a description of the collateral (and the land if timber, minerals, fixtures, or crops are involved).”-762

7. The debtor’s identity

a. “When the financing statement is filed (typically in the Secretary of State’s office), it will be indexed under the debtor’s name.  Since later possible creditors will search the records under that name, it is particularly important that it be correct.”-762

b. Section 9-402(7) provides that “A financing statement sufficiently shows the name of the debtor if it gives the individual, partnership or corporate name of the debtor, whether or not it adds other trade names or names of partners.  Where the debtor so changes his name or in the case of an organization its name, identity or corporate structure that a filed financing statement becomes seriously misleading, the filing is not effective to perfect a security interest in collateral acquired by the debtor more than four months after the change, unless a new appropriate financing statement is filed before the expiration of that time.  A filed financing statement remains effective with respect to collateral transferred by the debtor even though the secured party knows of or consents to the transfer.”  Subsection 8 provides that “A financing statement substantially complying with the requirements of this section is effective even though it contains minor errors which are not seriously misleading.”

In Re Hatfield Construction Co.-U.S.D.C., Mid. Dist. Of Ga., Bank. Div., 1971

Issue: Whether a financing statement is invalid by reason of a mistaken name for the debtor, even though the true name is easily determined by examination of the mistaken name? NO
Rule: “the key to perfection of a security interest against a debtor’s property is notice and to accomplish that the financing statement must give the name of the debtor.”-764

As long as “enough information can reasonably be picked out from the public record to enable those desiring to learn of the status of the property of the bankrupt to do so,” the financing statement is valid.-764

c. Section 9-302(2) provides that “If a secured party assigns a perfected security interest, no filing under this Article is required in order to continue the perfected status of the security interest against creditors of and transferees from the original debtor.”  Section 9-405(1) provides that “A financing statement MAY disclose an assignment of a security interest in the collateral described in the financing statement by indication in the financing statement of the name and address of the assignee or by an assignment itself or a copy thereof on the face or back of the statement.”  The comment provides that this is an optional procedure only.

d. Under § 9-105(d), the owner is the debtor where the owner of the collateral and person responsible for repayment are different.  That section specifically provides that “Where the debtor and the owner of the collateral are not the same person, the term ‘debtor’ means the owner of the collateral in any provision of the Article dealing with the collateral, the obligor in any provision dealing with the obligation, and may include both where the context so requires….”  Section 9-112 provides that, “unless otherwise agreed, when a secured party knows that collateral is owned by a person who is not the debtor, the owner of the collateral is entitled to receive from the secured party any surplus under Section 9-502(2) or under Section 9-504(1), and is not liable for the debt or for any deficiency after resale, and he has the same right as the debtor to: ….”

8. Description of the collateral

a.  “debtors are allowed (with one exception involving consumer goods, …) to use future as well as current property as collateral for a credit extension.  Where this is done, the so-called floating lien arises, since the creditor’s lien will attach to new property without the signing of any further paperwork.”-770

b. Section 9-204(1) provides that “a security agreement may provide that any or all obligations covered by the security agreement are to be secured by after-acquired collateral.”

c. The official comment to § 9-204 reads: “The references to after-acquired property clauses and future advance clauses in Section 9-204 are limited to security agreements….  This section has no reference to the operation of financial statements.”

9. Mailing addresses

In Re Keefer-U.S.Bank.Ct., Dist. Of Id., 1983

Issue: Whether the lack of an address for the debtors in a financing statement is sufficient to invalidate the perfected security interest? YES
Holding: “I conclude that the financing statement herein does not substantially comply with the requirements of … § 9-402(1).”-774
Rule: “While only substantial compliance with the statutory form of financing statement is required, there is no substantial compliance if the statement omits the debtor’s address….  A financing statement is insufficient when it does not contain the address of the creditor.”-774
10. Financing statement as security agreement

American Card Co. v. H.M.H. Co., R.I.S.Ct., 1963

Issue: Whether a financing statement that mentions certain collateral as security for a loan is a sufficient substitute for a security agreement that does not mention the same collateral? NO
Holding: “The financing statement which the claimants filed clearly fails to qualify also as a security agreement because nowhere in the form is there any evidence of an agreement by the debtor to grant claimants a security interest.”-777
Rule: “while it is possible for a financing statement and a security agreement to be one and the same document …, it is not possible for a financing statement which does not contain the debtor’s grant of a security interest to serve as a security agreement.”-777
a.  “If the financing statement is insufficient to create a security agreement, some courts have been willing to construct one out of other documents (such as a promissory note) whenever the course of performance shows a clear intent to produce a secured transaction.”

In Re Bollinger Corp.-3d Cir., 1980

Issue: Whether “a creditor can assert a secured claim against the debtor when no formal security agreement was ever signed, but where various documents executed in connection with a loan evince an intent to create a security interest?” YES
Holding: “We believe … that the promissory note, read in conjunction with the financing statement duly filed and supported, as it is here, by correspondence during the course of the transaction between the parties, would be sufficient under Pennsylvania law to establish a valid security agreement.”-783
Rule: “the creditor’s assertion of a secured claim must fall in the absence of language connoting a grant of a security interest.”-782

“When the parties have neglected to sign a separate security agreement, it would appear that the better and more practical view is to look at the transaction as a whole in order to determine if there is a writing, or writings, signed by the debtor describing the collateral which demonstrates an intent to create a security interest in the collateral.”-784

b. Practical note—“the wise creditor will:

1. Make sure all the forms are correctly filled out in all particulars;

2. Check the debtor’s technical legal name now and in the immediate past and make sure it is correctly listed on all the documents;

3. Refile if the debtor’s name changes in any way;

4. Describe the collateral as accurately and completely as possible in all documents;

5. Make sure that both the security agreement and the financing statement contain a granting clause (so if the security agreement falls through, the financing statement can replace it);

6. Make sure the mailing addresses are complete and correct on the financing statement; and

7. Inquire into the source of the debtor’s title to ensure that the former owner’s creditors have no valid claims.”-786
C. Attachment of the security interest

1. “Attachment is the process by which the security interest in favor of the creditor becomes effective against the debtor.  Perfection is the process by which the creditor’s security interest becomes effective against most of the rest of the world.”-786

2. Section 9-203(2) provides: “A security interest attaches when it becomes enforceable against the debtor with respect to the collateral.  Attachment occurs as soon as all of the events in subsection (1) have taken place unless explicit agreement postpones the time of attaching.”

3. Section 9-204(2) provides: “No security interest attaches under an after-acquired property clause to consumer goods other than accessions … when given as additional security unless the debtor acquires rights in them within [10] days after the secured party gives value.”

In Re Howell Enterprises, Inc.-8th Cir., 1991

Issue: Whether the fact that a company listed a transaction as one of its accounts receivable, where its accounts receivable were subject to a perfected security interest by a third party, is sufficient to establish that the transaction was one of its accounts receivable even though the transaction was undertaken solely for the benefit of another company?No
Holding: “the fact of booking this transaction as an account receivable did not make it an account receivable in law.”-791
Rule: “Under Arkansas Statutes, § 4-9-203, a security interest cannot attach unless ‘the debtor has rights in the collateral.’”-790
4. Section 2-501(1) provides that the buyer obtains a special property and insurable interest in goods by identification of existing goods as goods to which the contract refers even though the goods are non-conforming and he has an option to reject them.  Such identification can be made at any time and in any manner agreed by the parties.  In the absence of an agreement, identification occurs when the (a) contract is made if the sale is for goods already existing; (b) if the sale is for future goods, when goods are shipped, marked, or otherwise designated as goods to which the contract refers; (c) when crops are planted or young are conceived if the contract is for the sale of unborn young to be born within 12 months after contracting or for sale of crops within 12 months of harvesting.  Subsection (2) provides that the seller retains an insurable interest in the goods as long as title to or security interest in the goods remains in him and where the identification is by the seller alone he may until default or insolvency or notification to the buyer that the identification is final substitute other goods for those identified.  Section 9-312(5)(a) provides that “Conflicting security interests rank according to priority in time of filing or perfection.  Priority dates from the time a filing is first made covering the collateral time the security interest is first perfected, whichever is earlier, provided that there is no period thereafter when there is neither filing nor perfection.”  Section 9-105(1)(k) provides that “An advance is made ‘pursuant to commitment’ if the secured party has bound himself to make it, whether or not a subsequent event of default or other event not within his control has relieved or may relieve him from his obligation.”

Thrift, Inc. v. A.D.E., Inc.-Indiana Ct. of App., 1983

Issue: Whether the “automobiles held by Devers constituted equipment or inventory”? 

Holding: “the facts clearly indicate that Devers held the automobiles for ultimate sale.  Thus, the vehicles constituted inventory.”-794
Rule: Indiana Code § 26-1-9-302 provides that the filing provisions do not apply to motor vehicles that are not inventory held for sale.

“The security interest does not attach to the collateral until there is an agreement that it attach, value is given, and the debtor has rights in the collateral.”-795

“Any retention or reservation by the seller of the title (property) in goods shipped or delivered to the buyer is limited to a reservation of a security interest.”-795

“When the debtor acquires possession of the collateral under a contract, he has acquired such rights in the collateral as allow the security of his creditor to attach to the collateral, and this is true regardless of who may be deemed to have title to and ownership of such collateral.”-796

IV. Perfection of the Security Interest

A. Introduction

1. “a security interest must first attach before perfection is possible.”-799

2. “Perfection of security interests in tangible collateral (goods, instruments, documents, and chattel paper) may be accomplished by the creditor’s taking physical possession of the collateral….”-799

3. “Further, for some types of collateral the security interest is automatically perfected without filing or possession; attachment is all that is required.”

4. Section 9-303 provides that (1) a security interest is perfected when it has attached AND when all applicable steps required for perfection have been taken.  Subsection (2) provides that a security interest, if perfected in one way, is continuously perfected if subsequently perfected in some other way.

B. Perfection by possession (pledge)

1. Section 9-305 provides that a security interest in goods, instruments, money, negotiable documents, or chattel paper may be perfected by taking possession.  A security interest is continuously perfected by possession so long as the collateral remains in the secured party’s possession.  Accounts and general intangibles may NOT be automatically perfected under this section.

In Re Dolly Madison Industries, Inc.—E.D.Penn., 1972

Issue: Whether a pledge was created through the parties’ purchase and escrow agreements, whereby an escrow agent was instructed to turn over the stock certificates to the creditor only in the case of a default? NO
Holding: “it is clear that a pledge was not created as of the date the sale was transacted.”
Rule: “It is fundamental to the existence of a pledge that the pledgor give up possession of his property and place it in the hands of the pledgee.”-803

“Fundamental to the existence of an escrow is the transfer of the escrow instrument into the hands of a third party as depository.”-803

“Although he may be an agent for one of the parties in other respects, with respect to the instrument in escrow his powers are solely limited to those stipulated in the escrow agreement.”-803

“the simultaneous existence of an escrow and a pledge is a legal impossibility.”-803

2. Section 9-205 provides that this section does NOT relax the requirements of possession where perfection of a security interest depends on possession of the collateral by the secured party or bailee.  In other words, though it is permissible to use or commingle collateral, loss of possession still means loss of perfection.

3. Under § 9-305, negotiable instruments are perfected by possession.  Also, under § 9-304(2), the security interest in the goods is perfected by the security interest in the document.  Perfection is permissible without taking possession if subject to a written security agreement under § 9-304(4).

4. Section 9-304(1) provides that a security interest in chattel paper or negotiable documents may be perfected by filing, but a SI in the rights to proceeds of a written letter of credit can be perfected only by possession of the letter; a security interest in money or instruments can be perfected only by taking possession, except as provided in subsections (4) and (5).  Subsection (2) provides that during the period in which the goods are in the possession of the issuer of the negotiable document, a SI in the goods is perfected by perfecting a SI in the document.  Subsection (3) provides that a SI in goods in possession of a bailee is perfected by issuance of a document in the name of the secured party or by bailee’s receipt of notification of the secured party’s interest or by filing as to the goods.  Subsection (4) provides that a SI in instruments, certificated securities, or negotiable documents is perfected without filing or taking possession within 21 days from time it attaches to extent it arises for new value under a written security agreement.  Subsection (5) provides that a SI remains perfected for 21 days without filing where a secured party having a perfected SI in an instrument, certificated security, negotiable document or goods in possession of a bailee (a) makes available to debtor the goods or documents representing goods for purpose of ultimate sale or for purpose of loading, shipping, or otherwise dealing with them in a manner preliminary to their sale or exchange; OR (b) delivers the instrument or certificated security to the debtor for purpose of ultimate sale or exchange or presentation, collection, renewal or registration of transfer.

5. Section 7-204(1) provides that a warehouseman is liable for loss of or injury to goods caused by his negligence, unless otherwise agreed.

6. Section 9-304(5) permits perfection of SI through filing even though under subsection (1), a SI in instruments is only perfected through possession.  This is because of the exceptions for subsections (4) and (5).  The effect of filing is insuring perfection under §9-304(5) if the note is out of secured party’s control more than 21 days. 

7. Note

a. “The primary use of §§9-304(4) and (5) occurs in letter of credit transactions ... wherein the issuing bank receives a bill of lading (a document) covering the goods and turns it over to the buyer (debtor) so the buyer can get the goods from the carrier, sell them, and reimburse the bank.  During the 21-day period the bank’s security interest in the document remains perfected even though the document is out of its possession.”-806

C. Automatic perfection

1. PMSI in consumer goods

a. Section 9-302(1) provides that (b) a security interest temporarily perfected in instruments, certificated securities, or documents without delivery are automatically perfected; (c) a security interest created by an assignment of a beneficial interest in a trust or a decedent’s estate is automatically perfected; (d) a PMSI in consumer goods, except for motor vehicles and fixtures is automatically perfected; (e) an assignment of accounts which does not alone or in conjunction with other assignments to the same assignee transfer a significant part of the outstanding accounts of the assignor is automatically perfected; (f) a security interest of a collecting bank or arising under the articles on sales and leases are automatically perfected; (g) an assignment for the benefit of all creditors of the transferor, and subsequent transfers by the assignee thereunder is automatically perfected.

b. “The reason for having an automatic perfection of PMSIs in consumer goods, § 9-302(1)(d), without requiring either filing or possession for perfection, was partly historical … and partly practical.  Consumer goods are unlikely to be used as collateral twice, so there are rarely any later creditors to protect.”-806

c. Section 9-107 provides that a PMSI is a SI taken or retained by the seller of the collateral to secure all or part of its price; or taken by a person who by making advances or incurring an obligation gives value to enable the debtor to acquire rights in or use of collateral if such value is in fact so used.

d. “A PMSI (PMSI) is granted to sellers or lenders whose willingness to extend credit permitted the debtor to acquire the collateral.”-807

e. Section 9-204(2) provides that NO security interest attaches under an after-acquired property clause to consumer goods other than accessions when given as additional security unless the debtor acquires rights in them within 10 days after the secured party gives value.

f. Section 3-110(d) provides that if an instrument is payable to 2 or more persons alternatively, it is payable to any of them and may be enforced by any or all of them in possession of the instrument.  If an instrument is payable to both 2 people, it is payable to all of them, and may only be enforced by all of them.  If an instrument is ambiguous in this respect, it is payable to the persons alternatively.

In Re Short—U.S.Bank.Ct., S.D. Ill., 1994

Issue: Whether “a PMSI is extinguished when the original purchase money loan is refinanced through renewal or consolidation with another obligation”? NO

How are the 2 payments to be applied? They will be applied to the first transaction, the PMSI.
Holding: “The facts of this case support a finding that American retained a purchase money lien on the debtors’ bedroom furniture under either the dual status rule of the Tenth and Third Circuits or the case by case approach of bankruptcy courts in this circuit.”-814

“Accordingly, the debtors’ payments … will be applied to reduce the unpaid purchase price of $2880, resulting in a continued purchase money lien on the bedroom furniture of $2485.62.”-816
Rule: “if a lender makes two separate loans—one for the purchase of goods, the other a cash advance—and retains a security interest in the purchased goods for both loans, the resulting lien is both purchase money (for the outstanding balance of the purchase money loan) and nonpurchase money (for the amount remaining on the cash advance loan.)”-812

“Under the ‘first in, first out’ allocation method employed by most courts, payments are deemed applied to the oldest debts first, with the result that purchase money liens are paid off in the order in which the goods are purchased.”-816

g. Under § 2-326(2), goods only becomes subject to creditors once approved, if a “sale on approval.” 

2. Certain accounts

a. “The Courts have split over whether the major test is ‘significant part’ (a percentage test) or ‘casual or isolated transaction’ (the Official Comment test)….  A creditor is ill-advised to rely on § 9-302(1)(e) and not file; it is simply too dangerous to take the chance that a court will find that the section applies.  Grant Gilmore concluded that the exemption was meant to protect assignees who don’t normally take such assignments and are therefore unlikely to file.  Under his test the assignee must be ‘both insignificant and ignorant.’”-818

In Re Wood—W.D. N.Y., 1986

Issue: Whether the trial court correctly held that Larkin, as an attorney, was familiar with the importance of perfecting security interests by filing financing statements? NO
Holding: “in reviewing the application of the casual and isolated transaction test, the court below incorrectly held that by reason of the fact that Mr. Larkin was an attorney at law, he should be familiar with the importance of perfecting security interests by filing and that this imputed professional knowledge excluded him as one of the members of the class protected under UCC § 9-302(1)(e).”
Rule: “where the assignee is regularly engaged in commercial financing and routinely accepts assignments of accounts, perfection by way of filing under the UCC is required regardless of the actual amount of the accounts assigned.”-821

The language of § 9-302(1)(e) does “not permit an assignee to escape the filing requirements if he received a large portion of an assignor’s accounts whether or not the transaction was an isolated one.”-820
D. Perfection by filing

1. The mechanics of filing

a. “Section 9-401 specifies the places of filing in subsection (1), a matter of such complexity that the Code drafters proposed three different alternatives for possible adoption by the states.”-822

b. “Several states have not adopted any of the above—they simply went non-uniform and creatively devised their own solutions.”-822

In Re Kalinoski—W.D. Wis., 1973

Issue: Whether “the petitioners perfected their security interests in view of the fact that they filed their financing statements in Grant County rather than in Lafayette County, where the bankrupt had his place of business”? NO
Holding: “The good faith of the petitioners in their attempt to comply with the statutory requirements cannot excuse their error.”-823
Rule: “the Wisconsin version of § 9-401 of the UCC, requires that the financing statement be filed both in the Secretary of State’s office and in the register of deeds’ office where the debtor’s principal place of business is located.”-823

c. Section 9-103(3)(d) Official Comment defines Chief Executive Office as “the place from which in fact the debtor manages the main part of his business operations.”  

d. Section 9-401(6) provides that the residence of an organization is its place of business if it has one OR its chief executive office if it has more than one place of business.

e. “when in doubt, file everywhere.”-825

f. Attachment means the “point at which property is subject to a security interest” under § 9-302 Official Comment 1.  

g. Section 9-401(3) provides that a filing made in the proper place continues to be effective even though the debtor’s residence changes subsequent to filing.

h. Section 9-403(1) provides that “Presentation for filing of a financing statement and tender of the filing fee or acceptance of the statement by the filing officer constitutes filing under this Article.”

i. Section 9-407 provides that (1) if the person filing any financing statement, termination statement, etc., provides the filing officer a copy, the filing officer shall upon request note on the copy the file number and date and hour of the filing of the original and deliver or send the copy to the person.

j. If a creditor does not find a properly filed financing statement due to clerical error by the State, such creditor, who suffers a loss as a result of his or her lack of notice, should sue the state for negligence.-827

2. Other filings

a. “A financing statement is effective for [5] years and then it lapses unless a continuation statement is filed….  Upon paying off the secured obligation, the debtor will want the files cleared and is entitled to a termination statement….  If the secured party assigns the security interest to another creditor, the two creditors may … file an assignment statement.”-827

b. Section 9-403(2) provides that financing statements are effective for 5 years from the date of filing; also, the security interest remains perfected if the interest was perfected at the time of bankruptcy proceedings commenced by or against the debtor, even though such interest would have lapsed otherwise.  Subsection (3) provides that a continuation statement may be filed WITHIN 6 MONTHS prior to expiration of the original 5 year period; the continuation must be signed by the secured party, identify the original statement by file number, and state that the original statement is STILL effective.

c. Section 9-404 provides that if a financing statement covering consumer goods is filed within 1 month or 10 days following written demand by the debtor after there is NO outstanding secured obligation and no commitment, the secured party MUST file a termination statement identified by file number.

d. Section 9-405 provides that a financing statement MAY disclose an assignment of a security interest by indication on the front or back of the financing statement.  Also, a secured party may assign some or all of his interest under a financing statement.

e. Section 9-302(2) provides that if a secured party assigns a perfected security interest, no filing is required to maintain perfected status against creditors of and transferees from the original debtor.

f. Section 9-406 provides that a secured party may release all or part of his collateral described in a filed financing statement by his signed statement.  Such statement must describe the collateral and note the name, address of the secured party and debtor.

3. Misfiling

a. “the first creditor to file as to any given collateral prevails over other interests in that collateral no matter what the filing creditor knows about the rights of others.”-828

b. Section 9-401(2) provides that a filing made in good faith in an improper place or not in all required places is “nevertheless effective” against any person with knowledge of the “contents of such financing statement.”

E. Perfection and investment property

1. “Article 9 lumps all … methods of holding securities along with similar rights in commodity contracts and accounts and names them investment property.”-829

2. Section 9-115(f) defines investment property, and is described above.

3. “How is a security interest taken in investment property?  There are two ways: the filing of a financing statement and the taking control over the investment property, with the latter trumping the former (that is, a secured party who has control of has priority over one who has merely filed.”-830

4. “Generally one has control over a certificated security by taking possession of it along with any necessary indorsements….  The same is true of uncertificated securities … only here delivery is artificially defined in § 8-301(b) as making sure that the secured party is registered as the stock owner in the records of the issuing corporation.  In the context of indirect holding, control requires that the secured party take steps to make sure that it can reach the rights of the debtor in the event that it needs to foreclose….”-830

5. Section 8-106(d) provides that a purchaser has “control” of a security entitlement if: (1) the purchaser becomes the entitlement holder; or (2) the securities intermediary has agreed that it will comply with entitlement orders originated by the purchaser without further consent by the entitlement holder.

6. Section 9-115(5)(a) provides that priority between conflicting security interests in the same property goes to the party with control over investment property.  Subsection (5)(b) provides that conflicting interests of secured parties, both of whom have control, rank equally.  Subsection (5)(c) provides that a security entitlement granted to the debtor’s own securities intermediary has priority over any security interest granted by the debtor to another secured party.

V. Multi-State Transactions

A. Choice of law

1. “Section 1-105 is the Code’s general choice of law provision.”-833

a. Section 1-105(1) provides that when a transaction bears a reasonable relation to “this” state and also to another state or nation the parties may agree that the law of this state or such other state shall govern the transaction.  Subsection (2) provides that where another provision of the Code specifies the applicable law, that provision governs and a contrary agreement is only effective to the extent permissible under law.

2. “Article 9 has its own overriding conflicts provision, § 9-103, and when Article 9 dominates the problem, this section is controling.”-833

a. Section 9-103(1) governs transactions involving documents, instruments, rights to proceeds of written letters of credit, and goods other than those covered in subsections (2), (3), and (5).  The general rule regarding multi-state transactions, in subsection (1)(b) is that the perfection or non-perfection of a security interest is determined by the law of the jurisdiction in which the collateral is when the last event occurs on which is based the assertion that the security interest is perfected or unperfected.  Subsection (c) applies where the parties create a PMSI in goods but it is understood that the goods will be kept in another jurisdiction, and provides that the law of the other (second) jurisdiction will prevail from the time it attaches until 30 days after the debtor receives possession of the goods and thereafter IF the goods are taken to the other jurisdiction before the end of the 30-day period.  Subsection (d) provides that where collateral is brought into “this” state while subject to a security interest in another state, the security interest remains perfected, but if action is required by Part 3 of this Article to perfect….  Subsection (2) covers certificates of title, and provides that the law of the state issuing the certificate will prevail until 4 months after the goods are removed from that jurisdiction and thereafter until the goods are registered in another jurisdiction, but in any event not beyond the surrender of the certificate.  Subsection (3) covers accounts, general intangibles, and mobile goods.  Mobile goods are those of a type normally used in more than one jurisdiction, such as motor vehicles, trailers, rolling stock, airplanes, shipping containers, road building and construction machinery and commercial harvesting machinery and the like, and also includes equipment and also inventory leased or held for lease by the debtor or others and not covered by subsection (2).  If this subsection applies, the law of the jurisdiction in which the debtor is located (chief executive office/residence/place of business) shall prevail.  Subsection (4) covers chattel paper.

3. “Whenever the collateral takes tangible form and is not the type of goods typically used in more than one location, the Code applies a ‘situs’ theory and usually chooses the law of the jurisdiction in which the collateral is physically located at the time of the happening of the last event on which the claim for perfection is based….  When, however, the collateral is intangible or is the kind of goods commonly moved from place to place, … then the Code adopts a domicile approach and looks to the law of the debtor’s state.”-833

B. Intangible property

C. Movable goods

1. Under § 9-103(3)(b), the law of the state in which the debtor is located prevails for mobile goods.

Payment Plans, Inc. v. Strell—2d Cir., 1983

Issue: Whether the P lender perfected its security interest in a boat originally purchased in Florida, with a certificate of title issued by the State of Florida, where the boat was sold to a New York resident who left the boat in Florida, and where the certificate of title never indicated the lien on the boat? NO
Holding: “the boat is covered by § 9-103(2) certificate of title, and that § 9-103(2)(b) provides that Florida’s laws govern the perfection of security interests.”-836
D.  “Last Event” Test

1. “The general catch-all choice of law rule is found in § 9-103(1)(b), which chooses the law of the jurisdiction where the collateral is when the last event occurs to perfect the security interest.”-837

2. Section 9-301(1) provides that an UNPERFECTED security interest is subordinate to the rights of (a) persons entitled to priority under section 9-312; (b) a person who becomes a lien creditor before the security interest is perfected; (c) regarding goods, instruments, documents, and chattel paper, a person who is not a secured party who is a transferee in bulk or other buyer not in ordinary course of business or is a buyer of farm products in ordinary course of business, to the extent that he gives value and receives delivery of the collateral without knowledge of the security interest and before it is perfected; (d) regarding accounts, general intangibles, and investment property, a person who is not a secured party and who is a transferee to the extent that he gives value without knowledge of the security interest and before it is perfected.  Subsection (2) provides that if the secured party files with respect to a PMSI before OR within 10 days after the debtor receives possession of the collateral, he takes priority over the rights of a transferee in bulk or of a lien creditor which arise between the time the security interest attaches and the time of filing.  Subsection (3) defines a lien creditor.

3. Section 9-402(2)(a) provides that a financing statement is sufficient when signed by the secured party instead of the debtor if its is filed to perfect a security interest in collateral already subject to a security interest in another jurisdiction, or when the debtor’s location is changed to “this” state.  Such a financing statement must state that the collateral was brought into this state or that the debtor’s location was changed to this state under such circumstances….

Northwest Acceptance Corp. v. McClellan Equipment Co.,-- Or. Ct. of App., 1986

Issue: Whether the saving clause found in § 9-401(2), which protects the security interest of a creditor who files a financing statement first, though incorrectly, but in good faith, is applicable where the second creditor for the same collateral knows of the faulty financing statement? YES
Holding: “We see no benefit to be derived from restricting the applicability of the ‘saving clause’ to in-state filing errors; neither do we perceive any justification for doing so.”-842
4. Other collateral

a. “A security interest in unmined minerals and accounts arising from such minerals is governed by the law of the jurisdiction where the wellhead or minehead is located; § 9-103(5).  A security interest in an uncertificated investment security is controlled by the law of the jurisdiction in which the issuer of the certificate is organized.  A security interest in chattel paper follows the last event test of § 9-103(1) if the creditor has possession of the chattel paper.  If not, a non-possessory security interest in chattel paper is regulated by the rules of § 9-103(3).”-843

E. Certificates of title

In Re Hartberg—U.S.D.C., E.D. of Wis., 1979

Issue: Whether “the defendant, Barnett Bank, has a perfected lien against the automobile of the bankrupt which is valid against the trustee in bankruptcy” where the defendant failed to refile a financing statement after the bankrupts moved to Wisconsin? NO

Whether “the lien of the bank is valid against the trustee”? NO
Holding: “After the petition in bankruptcy was filed the right to repossess the vehicle expired because the trustee in bankruptcy succeeded to ownership of the automobile by operation of law.”-846

“Therefore the lien of the bank was not perfected under Wisconsin law.”-849
Rule: “A trustee in bankruptcy is not required to obtain a certificate of title in order to have ownership of a vehicle.”-846 

“The code as amended now provides that the perfection of a lien on a motor vehicle is governed by the law of the jurisdiction issuing the certificate of title ‘until four months after the goods are removed from that jurisdiction and thereafter until the goods are registered in another jurisdiction, but in any event not beyond surrender of the certificate.’”-848

1. “only a registration that results in the issuance of a new certificate of title results in the possible loss of perfection.”-850

2. Section 9-307(2) provides that in the “case of consumer goods, a buyer takes free of a security interest even though perfected if he buys without knowledge of the security interest, for value and for his own personal, family or household purposes unless prior to the purchases the secured party has filed a financing statement covering such goods.”

VI. Priority Problems

A. Simple disputes

1. Section 9-301(1) provides that the interest of an unperfected creditor is subordinate to the rights of (a) persons entitled to priority under § 9-312; (b) a person who becomes a lien creditor before the security interest is perfected; (c) in the case of goods, instruments, documents, and chattel paper, a person who is not a secured buyer and who is a transferee in bulk or other buyer NOT in the ordinary course of business or is a buyer of farm products IN the ordinary course of business, to the extent that he gives value and received delivery of the collateral without knowledge of the security interest and before it is perfected; (d) in the case of accounts, general intangibles, and investment property, a person not secured and who is a transferee to the extent that he gives value without knowledge of the security interest and before it is perfected.  Subsection (2) provides that if the secured party files with respect to a PMSI before or within 10 days after the debtor receives possession of the collateral, he takes priority over the rights of a transferee in bulk or a lien creditor which arise between the time the security interest attaches and the time of filing.  Subsection (3) defines “lien creditor.”  Subsection (4) provides that a lien creditor takes subject to the security interest only to the extent that it secures advances made before he becomes a lien creditor or within 45 days thereafter or made without knowledge of the lien or pursuant to a commitment entered into without knowledge of the lien.

2. Section 9-312 provides the rules governing conflicting security interests in the same collateral.  Subsection (3) provides that a perfected PMSI in inventory has priority over a conflicting security interest in the same inventory and also has priority in identifiable cash proceeds received on or before the delivery of the inventory to a buyer IF: (a) the PMSI is perfected at the time the debtor receives possession of the inventory; AND (b) the PMSI gives notification in writing to the holder of the conflicting security interest if the holder had filed a financing statement covering the same types of inventory (i) before the date of the filing made by the PMS party, OR (ii) before the beginning of the 21 day period where the PMSI is temporarily perfected without filing or possession; AND (c) the holder of the conflicting security interest receives the notification within 5 years before the debtor receives possession of the inventory; AND (d) the notification states that the person giving the notice has or expects to acquire a PMSI in inventory of the debtor, purchasing such inventory by item or type.  Subsection (4) provides that a PMSI in collateral other than inventory has priority over a conflicting security interest in the same collateral or its proceeds if the PMSI is perfected at the time the debtor receives possession of the collateral OR within 10 days thereafter.  Subsection (5) deals with all cases NOT governed by crops, PMSIs in inventory, or PMSIs in collateral other than inventory.  The section provides that conflicting interests rank according to priority in time of filing OR perfection.  Priority dates from the time a filing is first made covering the collateral OR the time the security interest is first perfected, whichever is earlier, provided that there is no period thereafter when there is neither filing nor perfection.  Subsection (b) provides that so long as conflicting security interests are unperfected, the first to attach has priority.  Subsection (7) provides that if future advances are made while a security interest is perfected by filing, the taking of possession, or under §§ 9-115 or 9-116, the security interest has the same priority for the purposes of subsection (5) or section 9-115(5) with respect to future advances as it does with respect to the first advance.  Official comment 4 provides that filing may occur prior to the time the collateral comes into existence.

Coin-O-Matic Service Co. v. Rhode Island Hospital Trust Co.—R.I.S.Ct., 1966

Issue: Whether a security agreement and financing statement without a future advance or after-acquired property provision continue to perfect the creditor’s interest in a 1963 Chevrolet Station Wagon when the original debt was fully paid after the same creditor issued the debtor a loan to cover the original debt, and duly filed a second financing statement and security agreement, all of which occurred after a third, intervening security interest was perfected on the same collateral? NO
Holding: “the defendant is not entitled to rely upon the original financing statement in order to bring its subsequent loan ahead of that of the intervening creditor.”-862
In Re Bates—U.S.Bank.Ct., Middle Dist. of Tenn., 1983

Issue: Whether a future advance clause contained in the security agreement for the first of three loans between the same creditor and debtor is sufficient to cover all three loans where they were all made pursuant to the purchase of vehicles for personal use? YES
Holding: “this court is persuaded that the future advance clause in the original security agreement executed between Hohenwald Bank and the debtor covers both of the subsequent notes in question.”-870
Rule: “future advances, to be covered, must ‘be of the same class as the primary obligation … and so related to it that the consent of the debtor to its inclusion may be inferred.’”-868
B. PMSIs

1. “The seller who extends credit to the buyer or the lender who advances the money to enable the buyer to purchase the collateral has a special equity in it in the eyes of the law.  If the parties sign a security agreement, the seller/lender gets a PMSI….  Where the collateral is consumer goods, no further steps are required for a PMSI therein to prevail over prior or later interests.  See § 9-302(1)(d).  All other PMSIs are automatically perfected only during a 10-day ‘grace period’ following the buyer’s possession of the goods.  They must be reperfected during the 10-day period, or their perfection lapses and their priority is lost.”-871

Galleon Industries, Inc. v. Lewyn Machinery Co.—Ala. Ct. of Civ. App., 1973

Issue: Whether sufficient rights in the machine vested in the D by virtue of the invoice, thereby permitting the D’s creditors’ security interest to attach?  YES
Holding: D was made a credit buyer because of the delivery of the machine and the forwarding of the invoice, and as a result, acquired rights in the property.
Rule: “A credit buyer acquires ‘rights’ in the property when possession is received from the seller.”-874
Brodie Hotel Supply, Inc. v. United States—9th Cir., 1970

Issue: Whether the term “debtor” as used in § 9-312(4) means a person in possession of the collateral, or a person owing payment or other performance of the obligation secured under § 9-105(1)(d)?  A person owing payment under § 9-105(1)(d).
Holding: “In our view, the term ‘debtor’ as it is used in this particular priority statute, § 9-312(4), means ‘the person who owes payment or other performance of the obligation secured.’  Code, § 9-105(1)(d)….  Brodie’s filing was therefore within the ten-day period and Brodie has priority over the conflicting security interest held by the SBA.”-877
Rule: “if both interests are perfected by filing, … the secured party who first files a financing statement … prevails, regardless of when his security interest attached.”-876
“Under [a special exception, however], the purchase-money security interest prevails over conflicting interests in non-inventory collateral if ‘the PMSI is perfected [i.e., here it was perfected by filing a financing statement] at the time the debtor receives possession of the collateral or within 10 days after the debtor receives possession.’  (Code, § 9-312(4)).”-876

C. Inventory

1. “The inventory financier will have a perfected interest in existing and after-acquired inventory, in effect a floating lien over the mass of changing goods available for sale by the debtor to others.  If the debtor buys new inventory and gives the seller a PMSI therein, the original financier is seriously hurt if (a) it does not know of the purchase money interest, but instead thinks all the inventory is collateral in which it has priority, and (b) the purchase money interest is held to prevail over the already perfected interest in after acquired inventory.”-879

D. Buyers

1. “Article 9’s ‘Golden Rule’: ‘Except as otherwise provided by this Act a security agreement is effective according to its terms between the parties, against purchasers of the collateral and against creditors.’  Section 9-307 is one of the sections that fit in the ‘except’ language of § 9-201; so is § 9-301(1), which lists other parties who win out over the unperfected secured party in some circumstances (particularly see § 9-301(1)(c) and (d), delineating the purchasers of collateral who prevail over unperfected interests).  A corollary to § 9-201’s ‘Golden Rule’ is § 9-306(2): ‘(2) Except where this Article otherwise provides, a security interest continues in collateral notwithstanding sale, exchange or other disposition thereof unless the disposition was authorized by the secured party in the security agreement or otherwise, and also continues in any identifiable proceeds including collections received by the debtor.’”-881-82

International Harvester Co. v. Glendenning—Tex. S.Ct., 1974

Issue: Whether the trial court erred in failing to set aside the jury’s verdict that the D was a buyer in the ordinary course of business? YES
Rule: “the term ‘buyer in ordinary course of business’ means ‘a person who in good faith and without knowledge that the sale to him is in violation of the ownership rights or security interest of the third party in the goods buys in the ordinary course from a person in the business of selling goods of that kind.’”-884
The term “good faith” means “honesty in fact in the conduct or transaction concerned.”

2. “Even where the Code is silent about a ‘good faith’ requirement, § 1-203 imposes one.  There is a growing body of UCC law that says that good faith is a condition precedent to any protection under the statute.”-888

3.  “White & Summers list six conditions … that a § 9-307 buyer must meet to purchase free of the prior security interest: (1) He/she must be a buyer in the ordinary course; (2) who does not buy in bulk … and does not take the interest as security for or in total or partial satisfaction of a pre-existing debt (that is, the buyer must give some form of ‘new’ value), (3) who buys from one in the business of selling goods of that kind (that is, cars from a car dealer, i.e., inventory), who buys in good faith and without knowledge that this purchase is in violation of others’ ownership rights or security interests, and (5) who does not buy farm products from a person engaged in farming operations, and (6) the competing security interest must be one ‘created by his seller.’”-889

4. Section 1-201(9) provides that a buyer in the ordinary course of business is a person who in good faith and without knowledge that the sale is in violation of the ownership rights or security interest of a third party buys in ordinary course from a person in the business of selling goods of that kind, but does not include a pawnbroker.  All persons who sell minerals are deemed to be in the business of selling goods of that kind.  Buying may be for cash or by exchange of other property or on secured or unsecured credit and includes receiving goods or documents of title under a pre-existing contract for sale but does not include transfer in bulk or as security for or in total or partial satisfaction of a money debt.

First National Bank and Trust Co. of v. Ford Motor Credit Co.—Kansas S.Ct., 1982

Issue: Whether a perfected PMSI in automobile inventory has priority over a subsequent security interest in the same collateral where the second creditor is not a buyer in ordinary course of business? YES
Holding: “the trial court erred in holding the sales of Vehicle 1 and Vehicle 2 were in ordinary course of business.  The floor plan security interest continued in those two vehicles and in the proceeds.”-895
Rule: “A perfected PMSI in inventory has priority over a conflicting security interest in the same inventory and also has priority in identifiable cash proceeds received on or before the delivery of the inventory to a buyer if (a) the PMSI is perfected at the time the debtor receives possession of the inventory.’”892 (§ 9-312(3)).

“(1) A buyer in ordinary course of business … other than a person buying farm products … takes free of a security interest created by his seller even though the security interest is perfected and even though the buyer knows of its existence.”-892 (§ 9-360).

“’Buyer in ordinary course of business’ means a person who in good faith and without knowledge that the sale to him is in violation of the ownership rights or security interest of a third party in the goods buys in ordinary course from a person in the business of selling goods of that kind but does not include a pawnbroker.”-893 (§ 1-201(9)).

Under Official Comment 3 to § 9-306, “In most cases when a debtor makes an unauthorized disposition of collateral, the security interest, under prior law and under this Article, continues in the original collateral in the hands of the purchase or other transferee.  That is to say, since the transferee takes subject to the security interest, the secured party may repossess the collateral from him or in an appropriate case maintain an action for conversion.  Subsection (2) codifies this rule.  The secured party may claim both proceeds and collateral, but may of course have only one satisfaction.”-895

5.  “Subsection (2) to § 9-307 … is meant to cover only a rare transaction: a sale of consumer goods by a consumer to a consumer….  In such a sale the buyer takes free of the seller’s creditor’s security interest only if the buyer is ignorant of it and if there is no financing statement on file.”-896

6. Practical note

a. “Section 9-301(1)(c) provides that a transferee in bulk or other buyers not in the ordinary course of business prevail over an unperfected security interest if such parties give value and receive delivery without knowledge of the creditor’s interest.”-897

b. “Article 6 … regulates bulk transfers, therein defined to mean the sale of the major part of an inventoried business; see § 6-102.  Thus, if a bookstore owner sells the store and its contents to a buyer, Article 6 applies, and the buyer would take subject to a perfected security interest in the inventory, but would have priority over the rights of an unperfected security interest therein if the buyer did not know of it at the time of the sale.”-897

Clovis National Bank v. Thomas—N.M. Sup. Ct., 1967

Issue: Whether the trial court erred in holding that the P waived its possessory rights in the cattle and thereby waived its security interest by acquiescing in the sale of the cattle, in clear violation of the security agreement? YES

Holding: “The defendant cannot be held liable for a conversion of the W D Bar cattle, because plaintiff consented to and acquiesced on the sales thereof, and thereby waived its rights in this collateral.”-905
Rule: “an auctioneer who sells property on behalf of a principal who has not title thereto, or who holds the property subject to a mortgage or other lien, or who for other reasons has no right to sell such property, is personally liable to the true owner or mortgagee for conversion regardless of whether he had knowledge, actual or constructive, of the principal’s lack of title or want of authority to sell, in the absence of facts creating an estoppel or showing acquiescence or consent on the part of the true owner or mortgagee.”-902

“consent may be established by implication arising from a course of conduct as well as by express words, and that consent to a sale operates as a waiver of the lien or security interest.”-903
7. Note

a. “the rule in § 9-307(1) [is] that a buyer in the ordinary course from one selling farm products does not take free of the secured party’s interest in the products sold….  [The reason for such a rule is that] special deference [is] always shown to farmers as debtors.”-905

b. “Where the bank was aware that the farmer was routinely ignoring the security agreement’s requirement of written consent, the courts were, as in the Clovis case, especially likely to find a waiver of the security interest.”-906

c. “it is the rule that no agent of the United States government has actual or apparent authority to waive the government’s security interests….  Where the federal government is the farmer’s creditor, the courts are quick to find conversion despite the buyer’s lack of knowledge.”-906

Farm Credit Bank of St. Paul v. F & A Dairy—Wis. Ct. of App., 1991

Issue: Whether “the dairy purchased the Bonneprises’ milk subject to or free of the bank’s security interest under § 1631”? NO

Whether the P met the “payment obligation” notice by requesting $4,333 from the D and informing it of the Bonneprises’ obligations? YES

Whether a new assignment was required to continue the Bonneprises’ obligations with the D? NO

Whether the P was entitled to immediate possession of the secured property, thereby entitling it to file an action for conversion? YES
Holding: Because the P “met the § 1631(e) notice requirements, including notice of any payment obligation, and the dairy failed to perform the payment obligations, it purchased the milk from the Bonneprises subject to the bank’s security interest.”-911
“we hold that the bank adequately informed the dairy of ‘any payment obligations … as conditions for waiver’ under § 1631(e).”-912

“we conclude that the dairy, having proper notice of the bank’s security interest and payment obligations as conditions for waiver for the September, October and November milk sales, failed to comply with those payment obligations.  Consequently, the bank met all the requirements of § 1631(e), and the dairy takes subject to the bank’s security interest.”-912

“we conclude that the bank was entitled to immediate possession of the Bonneprises’ milk proceeds, and the dairy wrongly exercised control over them by not giving the required proceeds to the bank.”-913
Rule: “Conversion is the wrongful or unauthorized exercise of dominion or control over a chattel….  A plaintiff in a conversion action must prove that he was in possession of or entitled to immediate possession of the chattel that was converted.”-913
E. Leases

F. Article 2 claimants

1.  “The rights of an unpaid seller are governed by both Article 2 and Article 9.  If the seller gets a security agreement, a PMSI (§ 9-107) arises, and Article 9 handles the priority in §§ 9-312(3) and 9-312(4).  If the seller extends credit to the buyer, but fails to reserve a security interest, § 2-702 applies.  Finally, if the buyer gets the goods and pays with a check that is then dishonored (‘N.S.F.’ – ‘not sufficient funds’), the seller’s rights are governed by §§ 2-403, 2-507, 2-511, … and not by § 2-702.”-917

a. Section 2-403 provides that (1) a purchaser of goods acquires all title which his transferor had or had power to transfer, except that a purchaser of a limited interest acquires rights only to the extent of the interest purchased; a person with voidable title has power to transfer a good title to a good faith purchaser for value; and when goods have been delivered under a transaction of purchase the purchaser has such power even though (a) the transferor was deceived as to the identity of the purchaser; or (b) the delivery was in exchange for a check which is later dishonored; (c) it was agreed that the transaction would be a ‘cash sale’; or (d) the delivery was procured through fraud punishable as larcenous under the criminal law.  Subsection (2) provides that any entrusting of possession of goods to a merchant who deals in goods of that kind gives him power to transfer all rights of the entruster to a buyer in ordinary course of business; (3) ‘entrusting’ includes delivery and any acquiescence in retention of possession regardless of the condition expressed between the parties to the delivery or acquiescence and regardless of whether the procurement of the entrusting or the possessor’s disposition of the goods have been such as to be larcenous under the criminal law; (4) the rights of other purchasers of goods and of lien creditors are governed under the Articles on secured transactions (Article 9), bulk transfers (Article 6), and documents of title (Article 7).

b. Section 2-507 provides that (1) tender or delivery is a condition to the buyer’s duty to accept the goods, and unless otherwise agreed, to his duty to pay for them.  Tender entitles the seller to acceptance of the goods and to payment according to the contract; (2) where payment is due and demanded on the delivery to the buyer of goods or documents of title, his right as against the seller to retain or dispose of them is conditional upon his making the payment due.

c. Section 2-511 provides that (1) unless otherwise agreed tender of payment is a condition to a seller’s duty to tender and complete any delivery; (2) tender of payment is sufficient when made by any means or in any manner current in the ordinary course of business unless the seller demands payment in legal tender and gives any extension of time reasonably necessary to procure it; (3) subject to the provisions of this Act on the effect of an instrument on an obligation, payment by check is conditional and is defeated as between the parties by dishonor of the check on due presentment.

d. Section 2-702 provides that (1) where the seller discovers the buyer to be insolvent he may refuse delivery except for cash including payment for all goods theretofore delivered under the contract, and stop delivery under this article; (2) where the seller discovers that the buyer has received goods on credit while insolvent he may reclaim the goods upon demand made within 10 days after the receipt, but if misrepresentation of solvency has been made to the particular seller in writing within 3 months before delivery the 10 day limitation does not apply.  Except as provided in this subsection the seller may not base a right to reclaim goods on the buyer’s fraudulent or innocent misrepresentation of solvency or of intent to pay; (3) the seller’s right to reclaim under subsection (2) is subject to the rights of a buyer in ordinary course or other good faith purchaser under this Article.  Successful reclamation of goods excludes all other remedies with respect to them.

In Re Samuels & Co., Inc.—5th Cir., 1975

Issue: Whether an exchange in which cattle are paid for with checks that are not honored by the buyer’s bank is a cash or a credit transaction? Cash

Whether the sellers had a right to reclaim their cattle once their checks were not honored by CIT? YES

Whether CIT’s security interest in the cattle had attached because Samuels acquired rights in the collateral? NO

Whether CIT qualifies as a good faith purchaser? NO

Whether “the trustee’s lien gives him a priority of interest in the proceeds of sale of the cattle as against the sellers’ rights to reclaim”? NO

Holding: “This sale of goods must be regarded as a cash transaction rather than a credit transaction because of the established course of dealing between the buyer and sellers.”-921 

“The right to reclaim under § 2-507, we think, has been properly preserved.”-925

“Since under Texas law the debtor had only a defeasible interest in the property that was terminated when it failed to pay, the lienholder’s right, derived solely from the rights of the debtor, also terminated.”-929

“While CIT gave value for the goods within the meaning of the Code, it failed to meet the test of a purchaser or one acting in good faith.”-929

“irresistible logic compels the conclusion that the Code draftsmen intended for the sellers’ reclamation rights to prevail over the trustee’s lien.”-931
Rule: “Since in a sale on credit the buyer obtained all the incidents of ownership in the goods, including title, he was able to convey his interest in the goods, absolute ownership, to a third party without recourse on behalf of the seller.”-919

“Like the traditional cash sale doctrine, the existence of a valid contractual relationship between the buyer and seller is dependent upon the buyer’s completing his part of the bargain and paying for the merchandise.  When the buyer fails to pay, he no longer has even the right to possess the goods.”-921

“A course of dealing, as defined by the Texas Commercial Code, is a ‘sequence of previous conduct between the parties to a particular transaction which is fairly to be regarded as establishing a common basis of understanding for interpreting their expressions and other conduct.’”-921

“when the sale is for cash, the merchandise belongs to the bankrupt’s estate only if the buyer pays for the goods.  If payment is not made, the seller is not a mere creditor and therefore is not compelled to share proportionately with the general creditors of the estate.”-924

In order to have a valid security interest, the debtor and creditor must enter into a written security agreement; the creditor must have given value; and the debtor must acquire rights in the collateral to which the lien can attach.-928

Dissent: Issue: “is the interest of an unpaid cash seller in goods already delivered to a buyer superior or subordinate to the interest of a holder of a perfected security interest in those same goods?”

Holding: “In my opinion, under Article Nine, the perfected security interest is unquestionably superior to the interest of the seller.”-933

e. Important note

1. “The Fifth Circuit granted an en banc rehearing on this case and then reversed the original panel and adopted Judge Godbold’s dissenting opinion as the position of the Fifth Circuit.”-943

G. Statutory lien holders

1. “Just as the buyer in the ordinary course of business is a favorite of the law, the repairer in the ordinary course of business is frequently given priority over previously perfected consensual security interests.”-945

2. Section 9-310 provides that when “a person in the ordinary course of business furnishes services OR materials with respect to goods subject to a security interest, a lien upon goods in the possession of such person given by statute or rule of law for such materials or services takes priority over a perfected security interest unless the lien is statutory AND the statute expressly provides otherwise.”-945

a. The Official Comment 2 provides that the section makes the lien for services or materials prior in all cases where they are furnished in the ordinary course of the lienor’s business and the goods involved are in the lienor’s possession.  Also, if the statute creating the lien is silent, even though it has been construed by decision to make the lien subordinate to the security interest, this section provides a rule of interpretation that the lien should take priority over the security interest.

a.  “Section 9-310 is designed to protect the honest lienor and not the crook.”-946

H. Priority in crops

1. Section 9-316 provides that nothing in this Article prevents subordination by agreement by any person entitled to priority.

I. Fixtures

1. Section 9-313(1)(a) provides that goods are fixtures when they become so related to particular real estate that an interest in them arises under real estate law.  (b) provides that a “fixture filing” is the filing in the office where a mortgage on the real estate would be filed or recorded of financing statement covering goods which are or are to become fixtures and conforming to the requirements of subsection (5) of § 9-402.  (c) provides that a mortgage is a “construction mortgage” if it secures an obligation incurred for the construction of an improvement on land including the acquisition cost of the land, if the recorded writing so indicates.  Subsection (2) provides that a security interest under this Article may be created in goods which are fixtures or may continue in goods which become fixtures, but NO security interest exists under this Article in ordinary building materials incorporated into an improvement on land.  Subsection (3) provides that this Article does not prevent creation of an encumbrance upon fixtures pursuant to real estate law.  Subsection (4) provides that a perfected security interest in fixtures has priority over the conflicting interest of an encumbrancer or owner of the real estate where (a) the security interest is a PMSI, the interest of the encumbrancer or owner arises before the goods become fixtures, the security interest is perfected by a fixture filing before the goods become fixtures or within ten days thereafter, and the debtor has an interest of record in the real estate or is in possession of the real estate; or (b) the security interest is perfected by a fixture filing before the interest of the encumbrancer or owner is of record, the security interest has priority over any conflicting interest of a predecessor in title of the encumbrancer or owner, and the debtor has an interest of record in the real estate or is in possession of the real estate; or (c) the fixtures are readily removable factory or office machines or replacements of domestic appliances which are consumer goods, and before the goods become fixtures the security interest is perfected; or (d) the conflicting interest is a lien on the real estate obtained by legal or equitable proceedings after the security interest was perfected.  Subsection (5) provides that a security interest in fixtures, perfected or not, has priority over the conflicting interest of an encumbrancer or owner of the real estate where (a) the encumbrancer or owner has consented in writing to the security interest or has disclaimed an interest in the goods as fixtures; or (b) the debtor has a right to remove the goods as against the encumbrancer or owner.  If the debtor’s right terminates, the priority of the security interest continues for a reasonable time.  Subsection (6) provides that a security interest in fixtures is subordinate to a construction mortgage recorded before the goods become fixtures if the goods become fixtures before the completion of the construction.  If it is given to refinance a construction mortgage, a mortgage has this priority to the same extent as the construction mortgage.  Subsection (7) provides that in cases not presented above, a security interest in fixtures is subordinate to the conflicting interest of an encumbrancer or owner of the related real estate who is not the debtor.  Subsection (8) provides that when the secured party has priority over all owners and encumbrancers of the real estate, he may, on default, remove his collateral from the real estate but he must reimburse any encumbrancer or owner of the real estate who is not the debtor and who has not otherwise agreed for the cost of repair of any physical injury, but not for any diminution in value of the real estate caused by the absence of the goods removed or by any necessity of replacing them.  A person entitled to reimbursement may refuse permission to remove until the secured party gives adequate security for the performance of this obligation.

2. “Obviously pre-code state law defining fixtures is very important.  State law tests range from a pure annexation test (measured by the difficulty of removal) to an ‘intention of the parties’ test)….  Moreover, some courts have developed different categories of fixtures.  Trade fixtures are items of personal property necessary to the conduct of the tenant’s business, but not permanently affixed to the realty.  They remain the tenant’s and may be removed when the tenancy ends.  Generally, the UCC courts treat a trade fixture as equipment and not a true fixture.”-947

3. “the assembled industrial plant doctrine, which has it that all items connected with the operation of a going business are fixtures….”-947

George v. Commercial Credit Corp.—7th Cir., 1971

Issue: Whether “appellee’s real estate mortgage on [the debtor’s] mobile home may prevail against the trustee’s claimed interest”? YES

Holding: “the finding of the referee and the District Court that this mobile home had become a fixture must clearly stand.”-950
Rule: “We look to state law to determine the applicable standards for determining when personalty becomes affixed to real property.”-949

“the three tests for determining whether facilities remain personalty or are to be considered part of the realty are (1) actual physical annexation to the realty; (2) application or adaptation to the use or purpose to which the realty is devoted, and (3) intention of the person making annexation to make a permanent accession to the freehold.”-949

4. Note

5. Section 9-402(5) provides that a financing statement filed as a fixture filing, where the debtor is not a utility, must show that it covers the type of collateral, recite that it is to be filed for record in the real estate records, and must contain a description of the real estate.

Lewiston Bottled Gas Co. v. Key Bank of Maine—Maine Sup. Jud. Ct., 1992

Issue: Whether a duly filed and perfected SI in real property and after-acquired fixtures is superior to a subsequent PMSI explicitly providing that the 90 air conditioning and heating units in question, which were permanently affixed to the rooms of a hotel, were to remain personal property despite their attachment to the real property? YES
Holding: “Because LBG failed to perfect its security interest in the heating and air-conditioning units pursuant to § 9-402(5), the rights of Key Bank as mortgage holder of the real estate to which the units are affixed take priority over LBG’s unperfected security interest.”-957
Rule: “’goods are ‘fixtures’ when they become so related to particular real estate than an interest in them arises under real estate law.’  That interest arises when the property is (1) physically annexed to the real estate, (2) adapted to the use to which the real estate is put, that is, the personal and real property are united in the carrying out of a common purpose, and (3) annexed with the intent to make it part of the realty.”-954

Under § 9-313(4)(a), “A perfected security interest in fixtures has priority over the conflicting interest of an encumbrancer or owner of the real estate where: (a) the security interest is a PMSI, the interest of the encumbrancer or owner arises before the goods become fixtures, the security interest is perfected by a fixture filing before the goods become fixtures or within 10 days thereafter, and the debtor has an interest of record in the real estate or is in possession of the real estate.”-956

Maplewood Bank & Trust v. Sears, Roebuck & Co.—N.J., Superior Ct., 1993

Issue: Whether “a first mortgage lender or a fixture financier is entitled to priority in the funds realized from a foreclosure sale on the mortgaged premises”? First mortgage lender.
Rule: Though it has priority, in the case of default, the secured holder of a PMSI on fixtures may ONLY remove the fixtures or forego removal of those fixtures under § 9-313(8).-961

J. Accessions and Commingling

1. “When goods are affixed to other goods (as opposed to realty), an accession occurs, and the rights of the creditors are regulated by § 9-314.  A similar problem arises when goods are so combined with other goods (eggs in a cake mix, for example) that they cannot be recovered.”-964

2. Section 9-314 provides that (1) a security interest in goods that attaches before they are installed in or affixed to other goods takes priority as to the goods installed or affixed (called in this section “accessions”) over the claims of all persons to the whole except as stated in subsection (3) and subject to section 9-315(1).  Subsection (2) provides that a security interest attaching to goods after they become part of a whole is valid against all persons subsequently acquiring interests in the whole except as stated in subsection (3) but is invalid against any person with an interest in the whole at the time the security interest attaches to the goods who has not in writing consented to the security interest or disclaimed an interest in the goods as part of the whole.  Subsection (3) provides that the security interests described in subsections (1) and (2) do not take priority over (a) a subsequent purchaser for value of any interest in the whole; or (b) a creditor with a lien on the whole subsequently obtained by judicial proceedings; or (c) a creditor with a prior perfected security interest in the whole to the extent that he makes subsequent advances-- if the subsequent purchase is made, the lien by judicial proceedings obtained or the subsequent advance under the prior perfected security interest is made or contracted for without knowledge of the security interest and before it is perfected.  A purchaser of the whole at a foreclosure sale other than the holder of a perfected security interest purchasing at his own foreclosure sale is a subsequent purchaser within this section.  Subsection (4) provides that when under the previous 3 subsections a secured party has an interest in accessions which has priority over the claims of all persons who have interests in the whole, he may on default subject to the provisions of Part 5 remove his collateral from the whole but he must reimburse any encumbrancer or owner of the whole who is not the debtor and who has not otherwise agreed for the cost of repair of any physical injury but not for any diminution in value of the whole caused by the absence of the goods removed or by any necessity for replacing them.  A person entitled to reimbursement may refuse permission to remove until the secured party gives adequate security for the performance of this obligation.

3. Section 9-315(1) provides that where a security interest in goods was perfected and they or part of them become a part of a larger product or mass, the security interest continues if (a) the goods are so manufactured, processed, assembled or commingled that their identity is lost in the product or mass; or (b) a financing statement covering the original goods also covers the product into which the goods have been manufactured, processed or assembled.  Where subsection (1)(b) applies, no separate security interest in that part of the original goods which has been manufactured, processed or assembled into the product may be claimed under section 9-314.  Subsection (2) provides that when under subsection (1) more than one security interest attaches to the product or mass, they rank equally according to the ration that the cost of the goods to which each interest originally attached bears to the cost of the total product or mass.

K. Federal priorities for debts and taxes

1. The federal priority statute

a. “Most of the federal statutes concerning secured transactions are registration acts only and say little or nothing about priorities in the collateral.  There are two major exceptions: the general federal priority statute, 31 U.S.C. § 3713, and the Federal Tax Lien Act, which is part of the Internal Revenue Code (§§ 6321 to 6323).  The federal priority statute is a broadly worded grant of prebankruptcy priority for all federal claims (no matter how arising: tax matters, contract debts, federal insurance loans, guaranties, etc.), so that these claims are paid first when a debtor becomes insolvent.”-965

1. Section 3713, in a nutshell, provides that a claim of the U.S. shall be paid first when a person indebted to the govt. is insolvent and the debtor without enough property to pay all debts voluntarily assigns the property; the property of the debtor, if absent, is attached; or the act of bankruptcy is committed; or the estate of a deceased debtor, in the custody of the executor or administrator, is not enough to pay all debts of the debtor.  This section does NOT apply to a case under Title 11 bankruptcy.  A representative of a person or an estate (except a trustee acting under title 11) paying any part of a debt of the person or estate before paying a claim of the govt. is liable to the extent of the payment for unpaid claims of the govt.

b. “In Illinois ex rel. Gordon v. Campbell, … the Court held that a lien is ‘choate’ (and therefore superior to the federal interest) if the lien is ‘definite … in at least three respects: … (1) the identity of the lienor …; (2) the amount of the lien …; and (3) the property to which it attaches.’”-965

c. “Since the 1946 Campbell decision, the Court has never found a lien sufficiently choate to survive a federal challenge….  There is general agreement, however, that a security arrangement claiming a floating lien on after-acquired property or claiming a priority for future advances is inchoate and inferior to the federal claim.”-966

2. Tax liens—basic priority

a. “A federal tax lien arises on assessment and covers all of the taxpayer’s property, real or personal, presently owned or after acquired….  [t]he tax lien … binds the property, and the government wins out over all parties claiming an interest in the property except those listed in § 6323(a): ‘any purchaser, holder of a security interest, mechanic’s lienor, or judgment creditor.’  To prevail over such persons, the federal tax lien must be filed in the place designated under state law.”-966

Aetna Insurance Co. v. Texas Thermal Industries—5th Cir., 1979

Issue: Whether under §§ 6321 to 6323 the federal tax liens in this case are superior to the original loans which were duly filed and perfected? NO

Holding: “We … hold, that whatever role the ‘choateness’ rule of federal common law may play in other contexts, it has been supplanted by the provisions of § 6323 with respect to tax lien priority questions as to which that statute provides an unambiguous federal law answer.”
Rule: “a federal tax lien imposed by § 6321 is not valid as against the holder of a security interest until proper notice of the federal lien has been filed.”-968

“in order for a nonfederal lien to prevail over a later filed federal tax lien, the ‘identity of the lienor, the property subject to the lien, and the amount of the lien’ must be established as of the date of filing the notice of the tax lien.”-969

3. Tax liens and after-acquired property

a. “§ 6323(c) of the Internal Revenue Code expressly permits commercial financing security … to fall under an existing perfected security arrangement and take priority over a filed federal tax lien if the new collateral is acquired by the taxpayer-debtor in the 45 days following the tax lien filing.  While § 6323(c)(2)(A) requires that the loan has to be made without knowledge of the tax lien filing, the lender’s later discovery of the tax lien filing in no way affects the priority of its floating lien during the 45-day period….”-971

b. Section 6323(c)(2)(C) provides that “Commercial financing security” means “paper of a kind ordinarily arising in commercial transactions, (ii) accounts receivable, (iii) mortgages on real property, and (iv) inventory.”-972

4. Tax liens on future advances

a. “After the filing of the tax lien, the taxpayer’s financing creditor may make a new loan, expecting it to be secured by an existing perfected interest in the collateral listed in the security agreement.  If the secured party is aware of the filed tax lien, it almost certainly will refuse to make the advance, but if the lien is undiscovered and the advance given, which has priority—the IRS or the lender?  Section 6323(d) of the IRC gives protection to future advances made without knowledge of the tax lien in the 45 days after its filing if the advance is collateralized by a perfected security interest in existing property of the taxpayer, such as equipment.”-973

VII. Proceeds

A. The meaning of proceeds

1. Relevant UCC provisions:

a. Section 9-306(1) provides that “proceeds” includes whatever is received upon the sale, exchange, collection, or other disposition of collateral or proceeds.  Insurance is incorporated within the definition, unless it is payable to a person or entity not a party to the security agreement.  Payments or distributions made with respect to investment property is included, and money, checks, deposit accounts, and the like are “cash proceeds.”  All other proceeds are “non-cash proceeds.”

b. Subsection (2) provides that a security interest continues in collateral notwithstanding sale, exchange or other disposition thereof unless the disposition was authorized by the secured party in the security agreement or otherwise, and also continues in any identifiable proceeds including collections received by the debtor.

c. Section 9-307(1) provides that a buyer in ordinary course, other than a person buying farm products, takes free of a security interest created by his seller EVEN THOUGH the interest is perfected AND even though the buyer knows of its existence.

d. Section 9-203(3) provides that, unless otherwise agreed, a security agreement gives the secured party the rights to proceeds provided by Section 9-306.

e. Section 9-312(6) provides that for the purposes of subsection (5), a date of filing or perfection as to collateral is ALSO a date of filing or perfection as to proceeds.

f. Section 9-402(2) provides that a financing statement otherwise complying with the requirements of subsection (1) is sufficient when signed by ONLY the secured party if it is filed to perfect a security interest in: (a) collateral already subject to a security interest in another jurisdiction when it is brought into this state, or when the debtor’s location changed to this state.  The statement must state that the collateral was brought into this state or that the debtor’s location was changed to this state under such circumstances; or (b) proceeds under Section 9-306 if the security interest in the original collateral was perfected.  The financing statement must describe the original collateral; or (c) collateral as to which the filing has lapsed; or (d) collateral acquired after a change of name, identity, or corporate structure of the debtor.

Farmers Cooperative Elevator Co. v. Union State Bank—Iowa S.Ct., 1987

Issue: Whether a PMSI purporting to cover not only the collateral originally purchased, but also the hogs that were going to eat the collateral has priority over a prior perfected security interest in the hogs? NO
Rule: “a PMSI ‘is a secured loan for the price of new collateral.’”-997

“A PMSI in collateral other than inventory has priority over a conflicting security interest in the same collateral or its proceeds if the PMSI is perfected at the time the debtor receives possession of the collateral or within twenty days thereafter.”

“Subsection 1 of section … 9-306 defines proceeds to include ‘whatever is received upon the sale, exchange, collection or other disposition of collateral or proceeds.’”-998

“If a security interest in goods was perfected and subsequently the goods or a part thereof have become part of a product or mass, the security interest continues in the product or mass if (a) the goods are so manufactured, processed, assembled or commingled that their identity is lost in the product or mass….”-998

g. “While Article 9 does not usually apply to security interests taken in either insurance policies or bank accounts as collateral (the common law or other statutes regulate these transactions), insurance payments or bank account monies that qualify as proceeds are regulated by the Code.”-999

h. Relevant UCC provisions:

a. Section 9-306(3) provides that the security interest in proceeds is a continuously perfected interest IF the interest in the original collateral was perfected BUT it ceases to be a perfected security interest and becomes unperfected 10 days after receipt of the proceeds by the debtor UNLESS: (a) a filed financing statement covers the original collateral AND the proceeds are collateral in which a security interest may be perfected by filing in the office or offices where the financing statement has been filed and, if the proceeds are acquired with cash proceeds, the description of collateral in the financing statement indicates the types of property constituting the proceeds; OR (b) a filed financing statement covers the original collateral AND the proceeds are identifiable cash proceeds; (c) the original collateral was investment property AND the proceeds are identifiable cash proceeds; OR (d) the security interest in the proceeds is perfected before the expiration of the 10 day period.  Except as provided in this section, a security interest in proceeds can be perfected ONLY by the methods or under the circumstances permitted in this Article for original collateral of the same type.

b. Section 9-104(g) provides that Article 9 does NOT apply to a transfer of an interest in or claim in or under any policy of insurance, EXCEPT as provided with respect to proceeds (Section 9-306) and priorities in proceeds (Section 9-312).

c. Section 9-104(l) provides that Article 9 does NOT apply to a transfer of an interest in any deposit account EXCEPT as provided with respect to proceeds (Section 9-306) and priorities in proceeds (Section 9-312).

B. Priorities in proceeds

1. “When the debtor becomes insolvent, § 9-306(4) replaces all common law principles of tracing and gives the secured party all identifiable cash and non-cash proceeds still on hand or in non-commingled bank accounts.  As to proceeds that have been commingled in bank accounts with non-proceeds, the creditor is limited to the amount produced by application of the following formula.  First, compute the amount of cash proceeds received by the debtor in the last 10 days before the insolvency proceedings were begun (typically the filing of a bankruptcy petition); then subtract from that amount two things: (1) the amount of non-commingled cash proceeds still on hand and (2) any amounts paid by the debtor to the creditor in that same 10-day period.  The quantity remaining is the amount of proceeds in the commingled account for which the secured creditor has priority.”-1003

a. Section 9-306(4) provides that in the event of insolvency proceedings instituted by or against a debtor, a secured party with a perfected security interest in proceeds has a perfected security interest ONLY in the following proceeds: (a) identifiable NON-CASH proceeds AND in separate deposit accounts containing only proceeds; (b) identifiable cash proceeds in the form of money which is NEITHER commingled with other money NOR deposited in a deposit account prior to the insolvency proceedings; (c) identifiable cash proceeds in the form of checks and the like which are NOT deposited in a deposit account prior to the insolvency proceedings; and (d) in all cash and deposit accounts of the debtor in which proceeds have been commingled with other funds, but the perfected security interest under this paragraph (d) is (i) subject to any right to set-off; and (ii) limited to an amount NOT GREATER THAN the amount of any cash proceeds received by the debtor within 10 days before the institution of the insolvency proceedings less the sum of (I) the payments to the secured party on account of cash proceeds received by the debtor during such period and (II) the cash proceeds received by the debtor during such period to which the secured party is entitled to paragraphs (a) through (c) of subsection 4.

2. Practical note—“the wise creditor will require the debtor to deposit proceeds in a separate account or a lockbox containing nothing but proceeds and then will police the debtor to make sure that this procedure is religiously followed.”-1003

In Re Dexter Buick-GMC Truck Co.—D. R.I., 1980

Issue: Whether “the security interest which the plaintiff claims under UCC § 9-306(4)(d) is able to withstand collision with the pertinent provisions of the Bankruptcy Act”? YES
Holding: “We find … that GMAC has a valid security interest in the funds in Debtor’s bank account, since they consist of cash proceeds from the sale of collateral in which it had a perfected security interest, and we conclude as a matter of law that the enforcement of said security interest under UCC § 9-306(4)(d) is not a voidable preference under § 60a of the Bankruptcy Act.”-1009

“GMAC’s right to these proceeds … results from its security agreement with Dexter, and from tracing, and cannot be attributed to a disguised state priority which attempts to give GMAC rights that it would have apart from bankruptcy.”-1011
Rule: Under § 9-306(4)(d), a secured party with a perfected interest in proceeds has a perfected interest in all cash and bank accounts of the debtor, if other cash proceeds have been commingled or deposited in a bank account, but the perfected interest is limited to an amount no greater than the amount of any cash proceeds received by the debtor within 10 days before the institution of insolvency proceedings and commingled or deposited in a bank account prior to the insolvency proceedings.-1005 

“The approach adopted [by the courts] has been to allow the secured party to recover funds in the debtor’s bank account to the extent that the creditor can trace those proceeds from the sale of collateral in which it had a perfected security interest.”-1008

J.I. Case Co. v. Borg-Warner Acceptance Corp., Ky. Ct. of App., 1984

Issue: Whether a security interest obtained through a transfer of chattel paper is superior to a prior security interest in the proceeds from inventory where the inventory was sold and later repossessed, thereby severing and reattaching the original security interest? YES
Holding: “the lien of Borg-Warner obtained by K.R.S. 9-306(5)(b) is superior to the lien of Case which reattached pursuant to K.R.S. 9-306(5)(a) even though Borg-Warner’s lien had become unperfected as to the goods.”-1015
Rule: “a security interest continues in collateral notwithstanding sale, exchange, or other disposition thereof by the debtor unless his action was authorized by the secured party in the security agreement or otherwise, and also continues in any identifiable proceeds including collections received by the debtor.”-1013

Under § 9-308, “A purchaser of chattel paper who gives new value and takes possession of it in the ordinary course of his business has priority over a security interest in chattel paper which is claimed merely as proceeds of inventory subject to a security interest, even though he knows that the specific paper is subject to the security interest.”-1014

Under § 306(5)(a), “If a sale of goods results in an account or chattel paper which is transferred by the seller to a secured party, and if the goods are returned to or are repossessed by the seller or the secured party, the following rules determine priorities: (a) If the goods were collateral at the time of sale for an indebtedness of the seller which is still unpaid, the original security interest attaches again to the goods and continues as a perfected security interest if it was perfected at the time when the goods were sold.  If the security interest was originally perfected by a filing which is still effective, nothing further is required to continue the perfected status; in any other case, the secured party must take possession of the returned or repossessed goods or must file.”-1014

Section 9-306(5)(b) provides that “An unpaid transferee of the chattel paper has a security interest in the goods against the transferor.  Such security interest is PRIOR to a security interest asserted under paragraph (a) to the extent that the transferee of the chattel paper was entitled to priority under § 9-308.”-1015

3. Note

a. “Official Comment 5 to § 9-306 … [makes] it clear that the court had reached the correct result.”-1016

VIII. Sale and Lease of Goods

A. Basic Concepts—Chapter 1

1. Scope of Article 2

a. Transactions in goods

1. Section 2-102 provides that Article 2 applies to transactions in goods; it does NOT apply to security transactions, regardless of the form of the contract; nor does it impair or repeal any statute regulating sales to consumers, farmers, or other specified classes of buyers.

2. Section 2-103(1)(b) provides that “good faith” in the case of a merchant means honesty in fact and the observance of reasonable commercial standards of fair dealing in the trade.

3. Section 2-104(1) provides that “merchant” means a person dealing in goods “of the kind” OR otherwise by occupation holding himself out as having knowledge or skill peculiar to the practices or goods involved in the transaction or to whom such knowledge or skill may be attributed by his employment of an agent, broker, or other intermediary who by occupation holds himself out as having such knowledge or skill.

4. Section 2-105(1) provides that “goods” are all things movable at the time of identification to the contract for sale OTHER THAN the money in which the price is to be paid, investment securities, AND things in action.  Goods also include unborn young of animals AND growing crops AND other things attached to realty.  Subsection (2) provides that goods MUST be existing AND identified before any interest in them can pass.  Goods not yet existing are FUTURE GOODS.  A present sale of future goods operates as a contract to sell.  Subsection (3) provides that there may be a sale of a part interest in existing identified goods.  Subsection (4) provides that an undivided share in an identified bulk of fungible goods is sufficiently identified to be sold although the quantity of the bulk is not yet determined.  Subsection (5) provides that “lot” means a parcel or single article which IS the subject matter of a separate sale or delivery, whether or not sufficient to perform the contract.  Subsection (6) provides that “commercial unit” means any unit of goods as provided in commercial usage, such as a bale, gross, carload, etc.  A unit may be one good (machine) or multiple goods.  Official Comment 1 provides that goods IS intended to cover money when money is treated as a commodity ONLY.

5. Section 2-106(1) provides that “contract” and “agreement” are limited to the present OR future sale of goods.  “Contract for sale” includes a present sale AND a contract to sell goods at a future time.  A “sale” is the passing of title from the seller to the buyer for a price.  A “present sale” means a sale which is accomplished by the making of the contract.

Milau Associates, Inc. v. North Ave. Development Corp., Ct. of App. of N.Y., 1977

Issue: Whether an implied warranty of fitness for a particular purpose extends to potential defects resulting from the contractor’s installation of a sprinkler system, where such installation was held to be non-negligent? NO
Holding: “neither the Code nor the common law of this State can be read to imply an undertaking to guard against economic loss stemming from the non-negligent performance by a construction firm which has not contractually bound itself to provide perfect results.”-8

“we can find no reasonable basis in policy or in law for reading what would amount to a warranty of perfect results into the contractual relationships defined by the parties to this action.”-10
Rule: “’when service predominates, and the transfer of personal property is but an incidental feature of the transaction,’ the exacting warranty standards for imposing liability without proof of fault will not be imported from the law of sales to cast purveyors of medical services in damages.”-6

“unless the parties have contractually bound themselves to a higher standard of performance, reasonable care and competence owed generally by practitioners in the particular trade or profession defines the limits of an injured party’s justifiable demands.”-7
Anthony Pools v. Sheehan—Md. Ct. of App., 1983

Issue: Whether “the predominant purpose test … should be applied to determine whether the sale of the diving board, included in the Anthony Sheehans’ transaction, carries an implied warranty of merchantability under § 2-314”? NO
Holding: “the diving board which Anthony sold to Sheehans as part of the swimming pool construction contract carried an implied warranty of merchantability under C.L. § 2-314.  Anthony’s contractual disclaimer of that warranty was ineffective under C.L. § 2-316.1.  As a result, the trial court erred in relying on the disclaimer as a basis for directing a verdict in favor of Anthony on the warranty count….”-20
Rule: “In the hybrid transaction, at least one effect of § 2-316.1 is to render ineffective contractual disclaimers of implied warranties on consumer goods included in a consumer service transaction.  Section 2-316.1 is at least partially predicated on a legislative understanding that warranties under the UCC are implied as to the goods included in such transactions.”-19

“where, as part of a commercial transaction, consumer goods are sold which retain their character as consumer goods after completion of the performance promised to the consumer, and where monetary loss or personal injury is claimed to have resulted from a defect in the consumer goods, the provisions of the Maryland UCC dealing with implied warranties apply to the consumer goods, even if the transaction is predominantly one for the rendering of consumer services.”-20
b. Merchants

Siemen v. Alden—Ill. App. Ct., 1975

Issue: Whether a non-merchant seller engaged in the sawmill business may be held liable for strict liability or breach of implied warranty of merchantability where a used saw that he sold caused injury to the buyer? NO
Rule: Strict liability for defective products applies only to sellers engaged in the business of selling such a product.-22

Under § 2-314, an implied warranty of merchantability goes along with the sale of all goods if the seller is a merchant with respect to goods of that kind.  Under § 2-104(1), a merchant is a person who deals in goods of the kind or otherwise by his occupation holds himself as having knowledge or skill peculiar to the practices or goods involved in the transaction.

Section 2-315 provides that where the seller at the time of contracting has reason to know the purpose for which the goods are required and that the buyer is relying on the seller’s skill or judgment to select the goods, an implied warranty of fitness for a particular purpose will attach.
1. Section 2-314 provides that UNLESS EXCLUDED, a warranty that the goods shall be merchantable is implied in a contract for their sale IF the seller is a merchant with respect to goods OF THAT KIND.  The serving for value food or drink to be consumed on the premises or elsewhere is a sale.  To be merchantable, goods MUST (a) pass without objection in the trade under the contract description; (b) in the case of fungible goods, be of fair average quality within the description; (c) are fit for the ordinary purposes for which they are used; (d) be of even kind, quality, and quantity within each unit and among all units involved; (e) be adequately contained, packaged, labeled as specified in the agreement; AND (f) conform to the promise or affirmations of fact on the container or label, if any.  Unless excluded or modified, other implied warranties MAY arise from course of dealing or usage of trade.
2. Section 2-315 provides that where the seller at the time of contracting has reason to know any particular purpose for which the goods are required AND that the buyer is relying on the seller’s skill or judgment to select or furnish suitable goods, there is UNLESS EXCLUDED or modified an implied warranty that the goods shall be fit for such purpose.

3. Section 2-316 provides that words or conduct relevant to the creation of an express warranty and words or conduct tending to negate or limit that warranty shall be construed to the extent possible as consistent, unless such construction is unreasonable.  Subsection (2) provides that to exclude or modify the implied warranty of merchantability or any part of it the language MUST mention merchantability and in case of a writing be conspicuous, and to modify any implied warranty of fitness the exclusion must be by a writing and conspicuous.  Subsection (3) provides that language such as “as is” or “with all faults” is sufficient to indicate that there is NO implied warranty; when the buyer before entering into the contract has inspected the goods or refused to do so, there is no implied warranty as to defects reasonably capable of detection; an implied warranty may be modified or excluded by course of dealing or usage of trade or course of performance.

4. “Notice that the definition of merchant in § 2-104(1) refers not only to those who deal in the goods involved, but also those merchants who deal in the practices of the kind involved in the transaction.”-25

5. On the other hand, Section 2-314 provides that, “on the warranty of merchantability, such warranty is implied only ‘if the seller is a merchant with respect to goods of that kind.’  Obviously, this qualification restricts the implied warranty to a much smaller group than everyone who is engaged in business and requires a professional status as to particular kinds of goods.”-25

6. “A third group of sections includes 2-103(1)(b), which provides that in the case of a merchant ‘good faith’ includes observance of reasonable commercial standards of fair dealing in trade; 2-327(1)(c), 2-603, and 2-605 dealing with responsibilities of merchant buyers to follow seller’s instructions, etc.; 2-509 on risk of loss; and 2-609 on adequate assurance of performance.  This group of sections applies to persons who are merchants under either the ‘practices’ or the ‘goods’ aspect of the definition of merchant.”-26

2. Scope of Article 2A

a. “In 1987 the last of the various bodies involved approved for adoption a new version of the Uniform Commercial Code containing Article 2A entitled ‘Leases.’  It is modeled in large part … on Article 2.”-28

1. “The new Article is being rapidly adopted across the United States.  Even in jurisdictions where it is not yet the law, some courts have been willing to apply it by analogy.”-28

2. If a “so-called” lease does not meet the requirements of § 1-201(37), “Article 2A is not triggered.  Instead, the ‘lease’ will be governed by Articles 2 and 9 because the lease will typically be a disguised sale on credit, with the ‘lessor’s’ interest in reality being nothing more than the reservation of a security interest.”-28

3. In summary, subsection (37) provides that “1. … if at the end of the lease period the lessee becomes the owner of the property for little or no consideration, a secured transaction and not a lease has been created; 2. If the contract contains a clause that permits the lessee to terminate the lease at any time and return the leased goods, a true lease has resulted.  Such a right of termination is not an attribute of a sale of goods; 3. If the lease is for the entire economic life of the leased goods, with or without renewal, a disguised sale has occurred.”-29

4. “It does not necessarily answer the central question if the lessee pays consideration equal to or even greater than the fair market value of the leased goods as long as the lease does not cover the total economic life of the goods.  Nor does the lessee’s assumption of major duties (taxes, risk of loss, etc.) necessarily indicate a lease or a sale of goods.”-29

3. International Sales
IX. Contract Formation—Chapter 2

A. The statute of frauds

1. Section 2-201(1) provides that a contract for the sale of goods in the amount of $500 or more is not enforceable unless it is in writing and indicates that a contract for sale has been made and signed by the party against whom enforcement is sought or by his authorized agent or broker.  A writing is not insufficient only because it omits or incorrectly states a term agreed upon but the contract is NOT enforceable beyond the quantity of goods shown in the writing.  Subsection (2) provides that between merchants if a writing in confirmation of the contract is received and the party receiving it has reason to know its contents, it satisfies the requirements of subsection (1) UNLESS written notice of objection to its contents is received within 10 days after it is received.  Subsection (3) provides that a contract not satisfying subsection (1) but which is valid in other respects is enforceable (a) if the goods are specially manufactured for the buyer and are not suitable to others in the ordinary course of business and the seller, before repudiation, has begun manufacture or other commitments for their procurement; (b) if the party against whom enforcement is sought admits in a pleading, testimony, or otherwise IN COURT that a contract was made; or (c) with respect to goods for which payment has been made and accepted or which have been received and accepted.

2. “Under § 2-201, a contract can be enforced even if a main term is omitted or misstated.  The only term necessary for a sufficient memorandum under § 2-201(1) is quantity.  Not only are the standards lessened by the Code, but also four exceptions are provided: merchant confirmation letters, special manufacture, part performance, and admission in legal proceedings.”-31

Bazak International Corp. v. Mast Industries, Inc.—Ct. of App. of N.Y., 1989

Issue: Whether purchase order forms faxed by the P-buyer to the D-seller, which the D did not object to, are sufficient “confirmatory writings” to fall within the “merchant’s exception” to the Statute of Frauds? YES
Holding: “annotated purchase order forms signed by the buyer, sent to the seller and retained without objection, fall within the merchant’s exception, satisfying the statutory requirement of a writing even without the seller’s signature.”-33
Rule: “in determining whether writings are confirmatory documents within UCC § 2-201(2), neither explicit words of confirmation nor express references to the prior agreement are required, and the writings are sufficient so long as they afford a basis for believing that they reflect a real transaction between the parties.”-38

“the consequence of a failure to give timely written notice of objection to a confirmatory writing is only to remove the bar of the Statute of Frauds.  The burden of proving that a contract was indeed made remains with the plaintiff, as does the burden of proving the terms of the contract.”-38

3. “Article 2A has a Statute of Frauds similar to § 2-201, though the amount of the lease must be at least $1000 before a writing is required, and the writing must describe the leased goods and the lease term in order to satisfy the Statute….  There is no ‘merchant’s confirmation’ subsection in this section because … that situation does not often arise in lease transactions.”-43

B. The parol evidence rule

1. Section 2-202 provides that terms with respect to which the confirmatory memoranda of the parties agree or which are otherwise set forth in a writing intended by the parties as a final expression of their agreement MAY NOT be contradicted by evidence of any prior agreement or of a contemporaneous oral agreement but may be explained or supplemented (a) by course of dealing or usage of trade (Section 1-205) or by course of performance (Section 2-208); and (b) by evidence of consistent additional terms UNLESS the court finds the writing to have been intended also as a complete and exclusive statement of the terms of the agreement.

2.  “To aid in the construction of agreements, the Code looks to the customs within the industry (called usage of trade), the parties’ past contacts with one another (called course of dealing), and the parties’ behavior during the existence of the contract in question (called course of performance) and presumes that these matters are relevant in fleshing out the express terms of the contract.”-45

3. Section 1-205(1) provides that a course of dealing is a sequence of previous conduct between the parties which is fairly regarded as establishing a common basis of understanding for interpreting their expressions and other conduct.  Subsection (2) defines usage of trade as any practice or method of dealing having such regularity of observance in a place, vocation or trade as to justify an expectation that it will be observed with respect to the transaction in question.  Subsection (3) provides that a course of dealing and usage of trade in the vocation or trade in which the parties are engaged or are or should be aware give particular meaning to and supplement or qualify terms of an agreement.  Subsection (4) provides that the terms of an agreement and an applicable course of dealing or usage of trade shall be construed to be consistent wherever possible, but where they are inconsistent, the express terms of the agreement are controlling.  Subsection (5) provides that an applicable usage of trade in the place where any part of performance is to occur shall be used in interpreting the agreement as to that part of the performance.  Subsection (6) provides that evidence of a relevant usage of trade offered by one party is not admissible unless and until he has given the other party such notice as the court finds sufficient to prevent unfair surprise to the latter.

4. Section 2-208(1) provides that where the contract involves repeated occasions for performance, any course of performance accepted or acquiesced in without objection shall be relevant to determine the meaning of the agreement.  Subsection (2) provides that the express terms of the agreement will control if the course of dealing or usage of trade conflict with the express terms.  Subsection (3) provides that course of performance is relevant to show a waiver or modification of any term inconsistent with such course of performance.

Columbia Nitrogen Corp. v. Royster Co.—4th Cir., 1971

Issue: Whether the trial court erred when it excluded evidence of the parties’ course of dealing and usage of trade because they had a written agreement? YES
Rule: § 2-202 authorizes the use of course of dealing and usage of trade to explain or supplement a contract.-48

“a finding of ambiguity is not necessary for the admission of extrinsic evidence about the usage of the trade and the parties’ course of dealing.”-48

“evidence of usage of trade and course of dealing should be excluded whenever it cannot be reasonably construed as consistent with the terms of the contract.”-48

“the test of admissibility is not whether the contract appears on its face to be complete in every detail, but whether the proffered evidence of course of dealing and trade usage reasonably can be construed as consistent with the express terms of the agreement.”-49

C. Offer and acceptance

1. Section 2-204(1) provides that a contract for sale of goods may be made in ANY MANNER SUFFICIENT TO SHOW AGREEMENT, including conduct by both parties.  Subsection (2) provides that an agreement sufficient to constitute a contract for sale may be found even though the moment of its making is undetermined.  Subsection (3) provides that even though one or more terms are left open a contract for sale DOES NOT FAIL for indefiniteness if the parties have intended to make a contract and there is a reasonably certain basis for giving an appropriate remedy.

2. Section 2-205 provides that an offer by a merchant to buy or sell goods in a writing which gives assurance that it will be held open is NOT REVOCABLE for lack of consideration during the time stated, but in no event shall such period of irrevocability exceed 3 months.  Any such term of assurance on a form supplied by the offeree must be signed by the offeror.

3. Section 2-206(1)(a) provides that an offer to make a contract shall be construed as inviting acceptance in any manner and by any medium reasonable in the circumstances.  Subsection (1)(b) provides that an order or other offer to buy goods for shipment shall be construed as inviting acceptance either by a promise to ship OR by shipment; but shipment of non-conforming goods does not constitute an acceptance if the seller seasonably notifies the buyer that the shipment is offered only as an accommodation to the buyer.  Subsection (2) provides that where the beginning of a requested performance is a reasonable mode of acceptance, an offeror who is not notified of acceptance within a reasonable time may treat the offer as having lapsed before acceptance.

4. Section 2-207(1) provides that a definite and seasonable expression of acceptance or a written confirmation which is sent within a reasonable time operates as an acceptance even though it states terms additional to or different form those offered or agreed upon, UNLESS acceptance is expressly made conditional on assent to the additional or different terms.  Subsection (2) provides that the additional terms are to be construed as PROPOSALS for addition to the contract.  Between MERCHANTS the terms become part of the contract UNLESS (a) the offer expressly LIMITS ACCEPTANCE to the terms of the offer; (b) they materially alter it; or (c) notification of objection to them has already been given or is given within a reasonable time after notice of them is received.  Subsection (3) provides that conduct by both parties recognizing a contract is sufficient to establish a contract even where the writings of the parties do not otherwise establish a contract.  In that case, the terms of the contract consist of those terms on which the writings of the parties agree, together with any supplementary terms incorporated under any other provision of this Act.

5. “Under § 2-207(1), an acceptance adding new terms creates a contract based on the original offer, unless the acceptance very clearly states otherwise.”-53

6. “If, in spite of all logic and business judgment, the parties exchange documents that cannot be reconciled so as to produce a contract, no contract results, and either party may, on discovering this mishap, back out of the deal if that party acts prior to the beginning of performance.”-53

Diamond Fruit Growers, Inc. v. Krack Corp., 9th Cir., 1986

Issue: Whether a complete disclaimer of liability for consequential damages in a sales contract for metal tubing, with an additional requirement making the contract’s validity conditional on acceptance of that disclaimer, is an enforceable contractual provision? NO
Holding: “because Krack’s conduct did not indicate unequivocally that Krack intended to assent to Metal-Matic’s terms, that conduct did not amount to the assent contemplated by § 2-207(1).”-61
Rule: “If a definite and seasonable expression of acceptance expressly conditions acceptance on the offeror’s assent to additional or different terms contained therein, the parties’ differing forms do not result in a contract unless the offeror assents to the additional terms….  If the offeror assents, the parties have a contract and the additional terms are a part of that contract.  If, however, the offeror does not assent, but the parties proceed with the transaction as if they have a contract, their performance results in formation of a contract….  In that case, the terms of the contract are those which the parties’ forms agree plus any terms supplied by the UCC.”-58

“If the offeror does not give specific and unequivocal assent but the parties act as if they have a contract, the provisions of § 2-207(3) apply to fill in the terms of the contract.”-61

Dale R. Horning Co. v. Falconer Glass Industries, Inc., S.D. Ind., 1990

Issue: Whether a limitation of consequential damages contained in small print on the reverse of a standard form is an enforceable term of the parties’ contract? NO

Whether the term of limitation imposed either surprise or hardship on the P? YES
Holding: “AGM has not shown that the restrictive terms of Falconer’s confirmation form materially alter their agreement under the surprise aspect of § 2-207.”-69

“where Falconer knew or had reason to know that AGM could incur substantial liability for delays in finishing its subcontract, there can be no doubt that a limitation of consequential damages would work a hardship on the buyer.”-69

“because the parties did not specifically agree to exclude consequentials, AGM could recover them.  AGM thus had the Code’s implied protection of substantial economic rights.”-69

“Accordingly, the purported limitation of consequential damages would materially alter the parties’ original agreement, and is thus not a part of their contract under § 2-207.”-70
Rule: “Section 2-207(2) provides that where … both parties are merchants, such terms become part of the contract unless they materially alter the prior agreement….  An additional term is said to materially alter a contract ‘if its incorporation into the contract without express awareness by the other party would result in surprise or hardship.’”

“the seller’s attempt to limit the implied warranty of merchantability operates to materially alter the prior agreement as a matter of law.”-66

“where … the seller knew or had reason to know of the buyer’s general or particular requirements, [sic -- § 2-715] of the Code supplies the presumption that consequential damages are recoverable.”-69

“Despite the Code’s rejection of the mirror-image rule, it is apparent that the best, and, in some instances, the only way to get a preferable term into a contract is to actually propose the term and reach a meeting of the minds on the issue.”-70

7. “Courts call the clause that ends subsection (1) of § 2-207 (‘unless acceptance is expressly made conditional on assent to the additional or different terms’) the proviso clause.  The proviso clause acts just like a railroad switch.  If it is not used as part of the accepting form, then the purported acceptance does create a contract, and the parties are directed to subsection (2) to determine its terms.  If the proviso is put into the accepting document, the exchange of forms does not create a contract, and the parties are directed to subsection (3) to see what results from their dealings….  [t]he presence or absence of the proviso shunts the parties into either subsection (2) or subsection (3), but never both.”-72

Leonard Pevar Co. v. Evans Products Co., D. Del., 1981

Issue: Whether the oral contract entered into by the parties is barred by the statute of frauds? NO

Whether and under what theory the parties entered into a contract? YES
Holding: “The acknowledgment did not deny expressly the existence of the purported contract; rather, it merely asserted additional terms.  Thus, the statute of frauds will not bar Pevar from proving the existence and terms of the contract for the reasons given.”-74

“In this case, the parties’ conduct indicates that they recognized the existence of a contract….  The terms of the contract will include those terms in which Pevar’s purchase order and Evans’ acknowledgment agree.  For those terms where the writings do not agree, the standardized ‘gap filler’ provisions of Article Two will provide the terms of the contract.”-79
Rule: “Section 2-201(2) … provides … [i]f a written confirmation is sent to the receiving party, and the receiving party does not object to the confirmation within ten days, then the oral agreement may be enforceable.”-74

“Section 2-207 recognizes that a buyer and seller can enter into a contract by one of three methods.  First, the parties may agree orally and thereafter send confirmatory memoranda.  § 2-207(1).  Second, the parties, without oral agreement, may exchange writings which do not contain identical terms, but nevertheless constitute a seasonable acceptance.  § 2-207(2).  Third, the conduct of the parties may recognize the existence of a contract, despite the previous failure to agree orally or in writing.  § 2-207(3).”-76

8. Section 1-201(39) provides that “signed” includes ANY symbol executed or adopted by a party with present intention to authenticate a writing.

9. Section 2-306 provides that a term measuring the quantity by the output of the seller or the requirements of the buyer means such actual output or requirements as may occur in good faith, except that no quantity unreasonably disproportionate to a stated estimate or any normal or otherwise comparable prior output may be tendered or demanded.  Subsection (2) provides that a lawful agreement by either the seller or buyer for exclusive dealing in the kind of goods concerned imposes UNLESS otherwise agreed an obligation by the seller to use BEST EFFORTS to supply the goods and by the buyer to use best efforts to promote their sale.

10. Section 2-309 provides that where the time for shipment or delivery is not provided in the contract, and the time is not specified in this Article such time shall be “a reasonable time.”  Subsection (2) provides that where the contract provides for successive performances but is indefinite in duration, the contract is valid for a “reasonable time,” but UNLESS otherwise agreed may be terminated at any time by either party.  Subsection (3) provides that termination of a contract by either party except on the happening of a stated event, requires that reasonable notification be received by the other party and an agreement dispensing with notification is invalid if unconscionable.

X. Warranties

A. The warranty of title

1. Section 2-312 provides that all contracts contain a warranty that the title contained shall be good, and its transfer rightful; and the goods shall be delivered free from any security interest or other lien or encumbrance of which the buyer at the time had no knowledge.  Subsection (2) provides that the warranty in subsection (1) may be excluded or modified only by SPECIFIC language or by circumstances giving the buyer reason to know that the person selling does not claim title in himself or that he is purporting to sell only such right or title as he or a third person may have.  Subsection (3) provides that UNLESS otherwise agreed, a seller who is a merchant regularly dealing with goods of the kind warrants that the goods shall be delivered free of any rightful claim of any third person by way of infringement or the like, but a buyer who furnishes specifications (special manufacture) to the seller must hold the seller harmless against any such claim arising out of compliance with the specifications.

2. Section 2-403 provides that a purchaser of goods acquires all title which his transferor had or had power to transfer EXCEPT that a purchaser of a limited interest acquires rights only to the extent of the interest purchased.  A person with voidable title has power to transfer a good title to a good faith purchaser for value.  Where the goods have been delivered under a transaction of purchase the purchaser has such power EVEN THOUGH he was deceived as to the identity of the purchaser; OR the delivery was in exchange for a check later dishonored; OR it was agreed that the transaction be a “cash sale”; OR the delivery was procured through fraud punishable as larcenous.  Subsection (2) provides that any entrusting of possession of goods to a merchant who deals in goods of that kind gives him power to transfer all rights of the entruster to a buyer in the ordinary course.  Subsection (3) defines “entrusting” as any delivery and any acquiescence in retention of possession regardless of any condition expressed between the parties to the delivery or acquiescence and regardless of whether the procurement of the entrusting or the possessor’s disposition of the goods have been such as to be larcenous.  Subsection (4) provides that the rights of other purchasers of goods and of lien creditors are governed by Article 9, Article 6, and Article 7.

3. “Note that the warranty of title also includes: (1) a warranty that there are no security interests (or other liens) on the goods other than those of which the buyer knows (§2-312(1)(b)), and (2) a warranty given by merchant sellers against claims based on patent infringement or the like (§2-312(3)).  If the buyer furnishes specifications to the seller … the buyer automatically makes a warranty to the seller that protects the latter from infringement claims.  Section 2-312(3).  This is the only situation under the UCC where the buyer is the warrantor.”-83

B. Warranties of quality

1. “Warranties of quality are subdivided into two types: express warranties and implied warranties.”-83

2. Express warranties

a. “An express warranty arises when the seller does something affirmative to create buyer expectations about the characteristics or performance of the goods.  Typically this means that the seller will make oral or written representations about the product in advertisements, the verbal sales pitch, or the written contract.  These representations must have some substance to them (more than mere ‘puffing’) to rise to the dignity of an express warranty.  In the Code’s words, they must ‘relate to the goods’ … and become part of the ‘basis of the bargain.’”-84

b. “Professor Williston [has stated that] a statement goes to the basis of the bargain if its natural tendency is to induce the buyer to purchase (even though that is not the sole reason).”-84

c. Section 2-313 provides that express warranties by the seller are created as follows: (a) any affirmation of fact or promise made by the seller relating to the goods and becoming part of the basis of the bargain creates an express warranty that the goods shall conform to the affirmation or promise; any DESCRIPTION of the goods made part of the basis of the bargain creates a warranty that the goods shall conform to the description; any sample or model made part of the basis of the bargain creates an express warranty that the goods shall conform to the sample or model.  Subsection (2) provides that the creation of an express warranty does not require words such as “warrant” or “guarantee,” or even an intent to make a warranty, but an affirmation merely of the value of the goods or a statement purporting to be merely the seller’s opinion or commendation of the goods does not create a warranty.

3. Implied warranties

a. “An express warranty is created only where the seller does something affirmative (opens his mouth and says something, takes out a newspaper ad, displays a sample).  Implied warranties, on the other hand, are automatically part of the contract unless the seller (or the circumstances) does something affirmative to get rid of them.  Implied warranties are implied as a matter of law; they are sometimes referred to as ‘children of the law.’  Like express warranties, the seller’s intention to create any implied warranty is completely irrelevant.”-87

b. Merchantability

1. The basic idea of the implied warranty of merchantability is that “the item must be saleable and conform to the normal expectations of the parties.”-87

Shaffer v. Victoria Station, Inc.—Wash. S.Ct., 1978

Issue: Whether the P has stated a cause of action under the UCC’s implied warranty of merchantability in § 2-314 where he was injured by a wine glass after purchasing a glass of wine at a restaurant? YES

Whether the P has stated a cause of action under the theory of strict liability? YES
Holding: “Plaintiff alleges the drink sold—wine in a glass—was unfit and has, therefore, stated a cause of action.”-88

“We also hold an action lies under the strict liability theory of Restatement (Second) of Torts § 402A (1965).”-90
Rule: “Goods to be merchantable must be at least such as … are fit for the ordinary purposes for which such goods are used; and … are adequately contained, packaged, and labeled as the agreement may require.”-88

2.  “When you think about it, a warranty that the goods are fit for their ordinary purpose is a big warranty.  It is the warranty that the goods will work, and it is typically the only warranty that the buyer needs.”-92

Daniell v. Ford Motor Co.—D. N.M., 1984

Issue: Whether the D may be liable under theories of strict liability or negligence where the P suffered injury after intentionally locking herself in her own trunk in an effort to commit suicide, and the trunk did not have an internal release mechanism that could have permitted the P to escape? NO

Whether the D may be liable under the theory of express or implied warranties under the UCC where the P locked herself in her own trunk in an effort to commit suicide, and the trunk did not have an internal release mechanism that could have permitted the P to escape? NO
Rule: “As a general principle, a design defect is actionable only where the condition of the product is unreasonably dangerous to the user or consumer….  Under strict products liability or negligence, a manufacturer has a duty to consider only those risks of injury which are foreseeable….  A risk is not foreseeable by a manufacturer where a product is used in a manner which could not reasonably be anticipated by the manufacturer and that use is the cause of the plaintiff’s injury.”-94

“There is no duty to warn of known dangers in strict products liability or tort.”-95

“Any implied warranty of merchantability in this case requires that the product must be fit for the ordinary purposes for which such goods are used.”-95

c. Fitness for a particular purpose

1.  “Courts faced with [the problem of harmful substances in food] have split into two camps: those that deny liability if the object is a natural substance, as opposed to a foreign object, and those that permit recovery even where the consumer is injured by a natural substance as long as the biter’s ‘reasonable expectation’ is that it would have been removed.”-97

Webster v. Blue Ship Tea Room, Inc.—Mass. Sup. Jud. Ct., 1964

Issue: Whether “a fish bone lurking in a fish chowder, about the ingredients of which there is no other complaint, constitutes a breach of implied warranty under applicable provisions of the Uniform Commercial Code”? NO
4. Warranty disclaimers and limitations

a. Section 2-316(1) provides that words or conduct relevant to the creation of an express warranty and words or conduct tending to negate or limit such warranties shall be construed, wherever reasonable, as consistent with each other.  Where such limitation or negation is unreasonable, it is inoperative.  Subsection (2) provides that to exclude or modify the implied warranty of merchantability or any part of it the language must mention merchantability and be in writing and conspicuous, and to exclude or modify any implied warranty of fitness the exclusion must be in writing and conspicuous.  Language excluding all implied warranties of fitness is sufficient if it states, for example, “there are no warranties which extend beyond the description on the face hereof.” 

b. “The proper way to avoid liability for an express warranty is to not make it in the first place.”-103

Cate v. Dover Corp.--Tx. S.Ct., 1990
Issue: Whether a disclaimer of liability contained in an express warranty should be given effect where the language is not conspicuous and there is insufficient evidence to establish that the buyer had actual knowledge of the disclaimer? NO
Holding: “Dover has failed to establish that as a matter of law Cate had actual knowledge of the disclaimer.”-109
Rule: “An implied warranty of merchantability arises in a contract for the sale of goods unless expressly excluded or modified by conspicuous language.”-106

“A term or clause is conspicuous when it is so written that a reasonable person against whom it is to operate ought to have noticed it.  A printed heading in capitals … is conspicuous.  Language in a body of a form is conspicuous if it is larger or of other contrasting type or color.  But in a telegram, any stated term is conspicuous.”-106

“to be enforceable, a written disclaimer of the implied warranty of merchantability made in connection with a sale of goods must be conspicuous to a reasonable person.  We further hold that such a disclaimer contained in text undistinguishable in typeface, size or color within a form purporting to grant a warranty is not conspicuous, and is unenforceable unless the buyer has actual knowledge of the disclaimer.”-109
Bowdoin v. Showell Growers, Inc.—11th Cir., 1987

Issue: Whether “the defendants effectively disclaimed the implied warranties of fitness and merchantability with respect to a high pressure spray rig that caused injuries to the plaintiffs” where the disclaimer was contained in a post-sale document? NO
Holding: “We conclude that the disclaimer is ineffective as to both FMC and NEAPCO because it did not form a part of the basis of the bargain.”-116
Rule: “a manufacturer may disclaim the implied warranties of merchantability and fitness provided that the disclaimer is in writing and conspicuous, and provided that the disclaimer is part of the parties’ bargain.  If a disclaimer was conspicuous to the purchaser before the sale, a court will generally hold the disclaimer effective based on the assumption that the disclaimer formed a part of the basis of the bargain.  If, however, the disclaimer was not presented to the purchaser before the sale, the court will hold such a disclaimer ineffective because it did not form a part of the basis of the bargain.”-116

“as a general rule the conspicuousness of a post-sale disclaimer is immaterial.  By definition, a post-sale disclaimer is not conspicuous in the full sense of that term because the reasonable person against whom it is intended to operate could not have noticed it before the consummation of the transaction.”-118

c. Section 2-316(4) provides that remedies for breach of warranty can be limited in accordance with the provisions of this article on liquidation or limitation of damages and on contractual modification of remedy (Sections 2-718 and 2-719).

d. Section 2-718 provides that damages for breach by either party may be liquidated in the agreement at a reasonable amount in light of the anticipated or actual harm caused by the breach, the difficulties of proof of loss, and the inconvenience or nonfeasibility of obtaining an adequate remedy.  A term fixing unreasonably large liquidated damages is void as a penalty.  Where the seller justifiably withholds delivery of goods because of the buyer’s breach, the buyer is entitled to restitution of any amount by which the sum of his payments exceeds: (a) the amount to which the seller is entitled by virtue of terms liquidating the seller’s damages in accordance with subsection (1); or (b) in the absence of such terms, 20% of the value of the total performance for which the buyer is obligated under the contract or $500, whichever is smaller.  The buyer’s right to restitution is subject to offset to the extent that the seller shows: (a) a right to recover damages under the provisions of this Article OTHER than subsection (1); and (b) the amount or value of any benefits received by the buyer directly or indirectly by reason of the contract.  Where a seller has received payment in goods their reasonable value or the proceeds of their resale shall be treated as payments under subsection (2); but if the seller has notice of the buyer’s breach before reselling goods received in part performance, his resale is subject to the conditions in this Article on resale by an aggrieved seller (§ 2-706).

e. Section 2-719 provides that the agreement may provide for remedies in addition to or in substitution for those provided in this Article, and may limit or alter the measure of damages recoverable under this Article, as by limiting the buyer’s remedies to return of the goods and repayment of the price or to repair and replacement of nonconforming goods or parts; and resort to a remedy as provided is optional unless the remedy is expressly agreed to be exclusive, in which case it is the sole remedy.  Where circumstances cause an exclusive or limited remedy to fail of its essential purpose, remedy may be had as provided in this Act.  Consequential damages may be limited or excluded unless the limitation or exclusion is unconscionable.  Limitation of consequential damages for injury to the person in the case of consumer goods is prima facie unconscionable, but limitation of damages where the loss is commercial is not.

Wilson Trading Corp. v. David Ferguson, LTD.—Ct. of App. of N.Y., 1968

Issue: Whether a 10-day time limitation on a buyer’s right to notify the seller of a breach is enforceable where the seller’s breach was unnoticeable until after the 10-day period expired, and the buyer did not realize the benefit of the bargain? NO
Rule: “section 2-607 of the UCC expressly provides that a buyer who accepts goods has a reasonable time after he discovers or should have discovered a breach to notify the seller of such breach.”-120

“the UCC allows the parties, within limits established by the code, to modify or exclude warranties and to limit remedies for breach of warranty.”-121

“If the parties intend to conclude a contract for sale within this Article they must accept the legal consequence that there be at least a fair quantum of remedy for breach of the obligations or duties outlined in the contract.  Thus any clause purporting to modify or limit the remedial provisions of this Article in an unconscionable manner is subject to deletion and in that event the remedies made available by this Article are applicable as if the stricken clause had never existed.”-121

“where an apparently fair and reasonable clause because of circumstances fails in its purpose or operates to deprive either party of the substantial value of the bargain, it must give way to the general remedy provisions of this Article.”-122
f. “In Collins v. Uniroyal, Inc., … a consumer was killed in an automobile accident when his right rear tire failed.  The tire manufacturer tried to avoid § 2-719(3) by saying that its disclaimer of liability for personal injury damages overcame the prima facie presumption of unconscionability because its warranty made a conspicuous statement limiting the remedy for blowout to repair or replacement.  The court held that this argument was not ‘consonant with the commercial and human realities.’”-125

g. In Gladden v. Cadillac Motor Car Div., “no personal injury occurred, but the car was destroyed when the tire blew.  The tire manufacturer argued that since § 2-719(3)’s ‘prima facie unconscionable’ language applies only to ‘injury to the person,’ the consumer was limited in her recovery to a replacement of the defective tire.  The New Jersey Supreme Court, however, still applied § 2-719(3) because it found the warranty limitation to be ‘seriously lacking in clarity.’”-125

h. “although § 2-719 does not say so, most courts have required that any remedy limitation be conspicuous.”-126

Goddard v. General Motors Corp.—Ohio S.Ct., 1979

Issue: Whether an automobile warranty that limits a buyer’s remedies for any consequential damages is enforceable? NO
Rule:
“we conclude that where a new car express warranty limits a buyer’s remedy to repair and replacement of defective parts, but the new car is so riddled with defects that the limited remedy of repair and replacement fails its essential purpose, the buyer may institute an action to recover damages for breach of warranty under § 2-714(2) and, in a proper case, incidental and consequential damages under § 2-714(3) and § 2-715.”-131
i. Note

1. “In a commercial setting, where the buyer is not a consumer, the courts are more likely to uphold the disclaimer of liability for consequential damages even where the limited remedy fails of its essential purpose.”-133

5. Defenses in warranty actions

a. Notice

1. “In all warranty actions a buyer loses all UCC rights if there is a failure to give the seller notice of the breach within a reasonable period of time after the breach should have been discovered.”-133

2. Section 2-607(3)(a) provides that where a tender has been accepted, the buyer must within a reasonable time after he discovers or should have discovered any breach notify the seller of breach or be barred from any remedy.

3. Section 2-508 provides that where any tender or delivery by the seller is rejected because nonconforming and the time for performance has NOT expired, the seller may seasonably notify the buyer of his intention to cure and may then within the contract time make a conforming delivery.  Where the buyer rejects a nonconforming tender which the seller had reasonable grounds to believe would be acceptable with or without money allowance the seller may if he seasonably notifies the buyer have a further reasonable time to substitute a conforming tender.

4. Section 2-515 provides that in furtherance of the adjustment of any claim or dispute, either party on reasonable notification to the other and for the purpose of ascertaining the facts and preserving evidence has the right to inspect, test and sample the goods including goods in the possession or control of the other; and the parties may agree to a third party inspection or survey to determine the conformity or condition of the goods and may agree that the findings shall be binding upon them in any subsequent litigation or adjustment.

b. Privity

1. “Since suits on warranties are contract actions, the buyer must establish that there was in fact and in law a contract between the two parties.  This ‘legal connection’ is called privity.”-135

2. “The problem of how far back up the distribution chain the buyer can go is said to be an issue of vertical privity.  To complicate matters, there is a second type of privity called horizontal privity.  Horizontal privity deals with identifying to whom the retail seller is liable other than the immediate purchaser.”-136

3. Section 2-318 provides three alternative descriptions of who is covered by a seller’s warranty.  Alternative A extends warranties to any natural person in the family or household, or is a guest in the home of the buyer.  Alternative B extends to any natural person who reasonably may be expected to use, consume, or be affected by the good.  Alternative C extends to any person who may reasonably be expected to use, consume, or be affected by the goods.

c. A note on strict products liability

1. “Basically, strict products liability permits recovery by an injured consumer in a suit against the manufacturer as long as the consumer can prove that the manufacturer distributed into commerce a product that contained a dangerous defect.  There is no necessity of proving either negligence or privity.”-138

2. “The primary source of the doctrine is § 402A of the Restatement (Second) of Torts.”-138

3. “A cause of action based on strict products liability is very similar to the UCC implied warranty of merchantability … and some courts have held the two doctrines are to be measured by the same rules as to privity and defenses.”-139

4. “Courts are more likely to apply strict products liability where a defect causes sudden and dangerous accidents resulting in physical injury to persons or property other than the product itself, leaving warranty law to deal with product deterioration and economic loss (such as lost profits).”-139

5. Among the differences between strict products liability and warranty law are:

A. “A § 402A cause of action does not require notice; a UCC cause of action does.  See § 2-607(3)(a).

B. In a § 402A cause of action, damages are limited to those for physical injury; the damages in a UCC cause of action are not.  See § 2-715.

C. A § 402A cause of action has the statute of limitations imposed by state law for tort actions; the UCC action is governed by § 2-725.  The time periods may differ significantly.

D. A § 402A cause of action is not affected by disclaimers or remedy limitations; a UCC action may be so limited.  See §§ 2-316, 2-719. 

E. Privity is not an issue in § 402 suits; privity may be an issue in UCC suits.

F. Section 402A requires that the product contain a ‘defect,’ but a UCC warranty may be breached even if the product is not defective.”-140

East River Steamship Corp. v. Transamerica Delaval, Inc.—S.Ct., 1986

Issue: Whether “a cause of action in tort is stated when a defective product purchased in a commercial transaction malfunctions, injuring only the product itself and causing purely economic loss”? NO

Whether “injury to a product itself is the kind of harm that should be protected by products liability or left entirely to the law of contracts”? Contracts alone
Holding: “[W]e … hold that a manufacturer in a commercial relationship has no duty under either a negligence or strict products-liability theory to prevent a product from injuring itself.”-147

“[W]hether stated in negligence or strict liability, no products-liability claim lies in admiralty when the only injury claimed is economic loss.”-151
6. UCC warranties and the Magnuson-Moss Act

a. “Magnuson-Moss was enacted in response to many years of consumer complaints about warranties – in particular about manufacturers’ statements that were labeled warranties, but that upon testing in the courts took away more rights than they gave.  The stated purposes of the statute are to improve the adequacy of information available to consumers, to prevent deception, and to improve competition in the marketing of consumer products.”-151

b. Section 101 of the Act provides definitions for “consumer product,” “consumer,” “warrantor,” etc.

c. Section 108 of the Act provides that no supplier may disclaim or modify any implied warranty to a consumer with respect to such consumer product if (1) such supplier makes any written warranty to the consumer with respect to such consumer product, or (2) at the time of sale, or within 90 days thereafter, such supplier enters into a service contract with the consumer which applies to such consumer product.  For the purposes of this Act, implied warranties may be limited in duration to the duration of a written warranty of reasonable duration, if such limitation is conscionable and is set forth in clear and unmistakable language and prominently displayed on the face of the warranty.  Any disclaimer, modification, or limitation in violation of this section shall be ineffective for purposes of this Act and State law.

Ventura v. Ford Motor Corp.—N.J. Superior Ct., App. Div., 1981

Issue: Whether an attempted disclaimer of all warranties by a car dealer is enforceable where the manufacturer bound the dealer by its own warranty? NO

Whether “recovery of the purchase price from the manufacturer was available to plaintiff for breach of the manufacturer’s warranty”? YES
Holding: “We conclude that, despite Marino Auto’s attempted disclaimer of all warranties, plaintiff can recover from Marino Auto for the breach of implied warranty of merchantability.  We also uphold the award of counsel fees against Ford pursuant to the Magnuson-Moss Warranty Act.”-157

“for breach of the implied warranty of merchantability, plaintiff was entitled to revoke acceptance against Marino Auto, and a judgment for the purchase price less an allowance for the use of the vehicle was properly entered against Marino Auto.”-162

“Plaintiff also could have recovered damages against Ford for Ford’s breach of its written limited warranty.”-163
Rule: “having furnished a written warranty to the consumer, the dealer as a supplier may not ‘disclaim or modify [except to limit in duration] any implied warranty to a consumer….”-162 

“Once privity is removed as an obstacle to relief we see no reason why a purchaser cannot also elect the equitable remedy of returning the goods to the manufacturer who is a warrantor and claiming a refund of the purchase price less an allowance for use of the product.”-163

“Under state law the right to revoke acceptance for defects substantially impairing the value of the product (§ 2-608) and to receive a refund of the purchase price (§ 2-711) are rights available to a buyer against a seller in privity.  Where the manufacturer gives a warranty to induce the sale it is consistent to allow the same type of remedy as against that manufacturer.”-164
6. Warranties and article 2A

a. The warranty rules for the lease of goods found in Article 2A are, with minor variations, mere carbon copies of the Article 2 rules.  There is one major difference, however, which arises in what Article 2A calls a ‘finance lease.’”-166

7. Warranties in international sales

XI. Terms of the Contract—Chapter 4

A. Filling in the Gaps

1. “In recent years the courts have become more willing to save the contract by implying reasonable terms where possible.”-169

2. Section 2-305 provides that parties, if they so intend, can conclude a contract for sale, even without a price term.  In such case, the price is a reasonable price if nothing is said as to price; the price is left to be agreed by the parties; or the price is to be fixed in terms of some agreed market or other standard.  Any price fixed by either party must be done in good faith.  When a price is not fixed due to the fault of one party, the other may treat the contract as cancelled or himself set a reasonable price.  Where, however, the parties intend to be bound only if a price is set, and it is not, then there is NO contract.  In such a case, the buyer must return whatever goods have been delivered, the seller must return any price already paid, or the buyer may pay a reasonable price for the goods.

3. Section 2-311 provides that an agreement for sale that is otherwise sufficiently definite does not fail because some particulars of performance are left to be specified at a later time.  Any such specification must be made in good faith and within limits set by commercial reasonableness.  Unless otherwise agreed, specifications relating to assortment of goods are at the buyer’s option, and specifications relating to shipment are at the seller’s option.  Where any specification would materially affect the other party’s performance but is not seasonably made or where one party’s cooperation is necessary to the agreed performance of the other but is not seasonably forthcoming, the other party, in addition to all other remedies, is excused for any resulting delay in his own performance; and, may also either proceed to perform in any reasonable manner or after the time for a material part of his own performance treat the failure to specify or to cooperate as a breach by failure to deliver or accept the goods.

Landrum v. Devenport—Tx. Ct. of Civ. App., 1981

Issue: Whether the parties’ failure to specify a price term for a special edition corvette precludes the formation of a binding contract? NO

Rule: “When a writing appears obviously incomplete, as when it is silent on a point which would normally be expressed, it may be completed by extrinsic proof of the omitted term.”-172

“Even if the price was not agreed upon the agreement may still constitute a valid and binding contract if both parties intended to be bound and there is a reasonably certain basis for giving an appropriate remedy.”-172

“Novation is the voluntary replacement of an old obligation with a new one.  It requires that both parties intend for the new arrangement to be substituted for the old one.”-174

“Waiver is the voluntary relinquishment of a known right, and its existence is largely depended upon the intention of the party possessing the right.”-174

“Estoppel arises when a representation or act by one party causes the other to do an act which would operate to his detriment if the first party is allowed to complain, or where a party recognizes the validity of a transaction and accepts benefits from it and then attempts to repudiate it.”-175

B. Unconscionability

1. “Professor Leff’s chief contribution to the analysis of § 2-302 was his division of ‘unconscionability’ into two types: unfair conduct in the formation of the contract (called procedural unconscionability), and unfairness in the terms of the resulting bargain (called substantive unconscionability).  It was Leff’s idea that both are required before a court can make a finding of § 2-302 unconscionability.”-176

2. Section 2-302 provides that if the court finds as a matter of law that the contract or any clause of the contract is unconscionable at the time it was made the court may refuse to enforce the contract, or enforce only the part of the contract without the unconscionable clause, or it may limit the application of any unconscionable clause to avoid any unconscionable result.  When it is claimed or appears to the court that the contract, or any clause thereof, is unconscionable, the parties shall be afforded a reasonable opportunity to present evidence regarding the validity/invalidity of the contract/clause in question.  “The basic test [as to unconscionability] is whether, in the light of the general commercial background and the commercial needs of the particular trade or case, the clauses involved are so one-sided as to be unconscionable under the circumstances existing at the time of the making of the contract.”-177

C. Identification of the Goods

1. Section 2-501, provides that the buyer obtains a special property and an insurable interest in the goods by identification as goods to which the contract refers even though the goods are nonconforming and he has an option to reject or return them.  Such identification can be made at any time and in any manner explicitly agreed to by the parties.  In the absence of explicit agreement identification occurs: when the contract is made if it is for the sale of goods already existing and identified; if the contract is for the sale of future goods other than those described in paragraph (c), when goods are shipped, marked or otherwise designated by the seller as goods to which the contract refers; when the crops are planted….  The seller retains an insurable interest in goods so long as title to or any security interest in the goods remains in him and where the identification is by the seller alone he may until default or insolvency or notification to the buyer that the identification is final, substitute other goods for those identified.  Nothing in this section impairs any insurable interest recognized under any other statute or rule of law.

D. Risk of Loss: No Breach

1. General rules

a. “The UCC expressly states that its rules as to who bears the risk of loss have nothing to do with who has technical title (§ 2-401(1)).”-178

b. “The general Code rule on the transfer of the risk of loss is that, absent contrary agreement, (1) where the seller is a merchant, the risk of loss passes to the buyer on the buyer’s actual receipt of the goods; and (2) where the seller is not a merchant, risk of loss passes to the buyer when the seller tenders delivery.”-179

c. Section 2-509 provides that where the contract requires or authorizes the seller to ship the goods by carrier, if it does not require him to deliver them to a particular destination, the risk of loss passes to the buyer when the goods are duly delivered to the carrier even though the shipment is under reservation; if it does require him to deliver them at a particular destination and the goods are there duly tendered while in the possession of the carrier, the risk of loss passes to the buyer when the goods are there duly so tendered as to enable the buyer to take delivery.  Where the goods are held by a bailee to be delivered without being moved, the risk of loss passes to the buyer: on his receipt of a negotiable document of title covering the goods; or on acknowledgement by the bailee of the buyer’s right to possession of the goods; or after his receipt of a non-negotiable document of title or other written direction to deliver….  In any case not within subsections (1) or (2), the risk of loss passes to the buyer on his receipt of the goods if the seller is a merchant; otherwise the risk passes to the buyer on tender of delivery.

d.  “Section 2-509(3) applies only when § 2-509(1) or (2) does not.”-180

e. “In essence, the risk of loss rests on whoever has control over the bailee.”-180

f. “Note that in transportation contracts the test as to when the risk passes depends on whether the contract requires the seller to ‘deliver [the goods] at a particular destination.’”-180

2. Delivery Terms

a. “In sales contracts the parties often agree that the seller need only get the goods to the carrier and then the buyer will take the risk of loss.  This type of contract is called a shipment contract.  On the other hand, the parties may agree that the goods must be delivered by the carrier before the risk passes from seller to buyer.  Such a contract is called a destination contract.  According to Official Comment 5 to § 2-503, the presumption made by Article 2 is in favor of a shipment contract….  Where the contract is silent on risk of loss, the courts have enforced this presumption that a shipment contract was intended.”-181

b. “C.I.F. (cost, insurance, and freight) and C. & F. (cost and freight) always indicate a shipment contract.  C.I.F. means that the price stated includes the cost of the item, the insurance premium, and the freight charge….  C. & F. is the same as C.I.F. without the buyer’s agreeing to pay the insurance.”-181

c. “F.A.S. (free along side) and ex-ship (off the ship) are delivery terms used in connection with ships.”-181

d. “F.O.B. (free on board) can indicate either a shipment or a destination contract.  In a contract it is always followed by a named place (like F.O.B. Pittsburgh).  The risk of loss passes at the named place.”-181

e. Section 2-503 provides that tender of delivery requires that the seller put and hold conforming goods at the buyer’s disposition and give the buyer any notification reasonably necessary to enable him to take delivery.  The manner, time and place for tender are determined by the agreement and this Article, and in particular: (1) tender must be at a reasonable hour, and if it is of goods they must be kept available for the period reasonably necessary to enable the buyer to take possession; but unless otherwise agreed the buyer must furnish facilities reasonably suited to the receipt of the goods.  Where the seller is required to deliver at a particular destination tender requires that he comply with subsection (1) and also in any appropriate case tender documents as described in subsections (4) and (5) of this section.  Where goods are in the possession of a bailee and are to be delivered without being moved, tender requires that the seller either tender a negotiable document of title covering such goods or procure acknowledgement by the bailee of the buyer’s right to possession of the goods; but tender to the buyer of a non-negotiable document of title or of a written direction to the bailee to deliver is sufficient tender unless the buyer seasonably objects, and receipt by the bailee of notification of the buyer’s rights fixes those rights as against the bailee and all third persons; but risk of loss of the goods and of any failure by the bailee to honor the non-negotiable document of title or to obey the direction remains on the seller until the buyer has had a reasonable time to present the document or direction, and a refusal by the bailee to honor the document or to obey the direction defeats the tender.  Where the contract requires the seller to deliver documents, he must tender all such documents in correct form, except as provided in this Article with respect to bills of lading in a set; and tender through customary banking channels is sufficient and dishonor of a draft accompanying the documents constitutes non-acceptance or rejection.  Official Comment 5 provides that “the ‘shipment’ contract is regarded as the normal one and the ‘destination’ contract [is] the variant type.”

f. Section 2-320 provides that CIF means that the price includes in a lump sum the cost of the goods and the insurance and freight to the named destination.  The term C&F means that the price includes cost and freight to the named destination.  The term CIF destination requires the seller, at his own expense and risk, to: put the goods into the possession of the carrier and obtain a negotiable bill or bills of lading covering the entire transportation; load the goods and obtain a receipt from the carrier showing that the freight was paid for; obtain insurance; prepare an invoice of the goods and procure any other documents required to effect shipment or to comply with the contract; and forward and tender with commercial promptness all the documents in due form and with any indorsement necessary to perfect the buyer’s rights.  The term C&F, in the absence of an agreement to the contrary, has the same effect upon the seller as the term CIF, except the obligation as to insurance.  Under the term CIF OR C&F, unless otherwise agreed, the buyer must make payment against tender of the required documents and the seller may not tender nor the buyer demand delivery of the goods in substitution for the documents.

g. Section 2-319 provides that the term FOB at a named place, is a delivery term under which: when the term is FOB the place of shipment, the seller must at that place ship the goods in the manner provided in this Article and bear the expense and risk of putting them into the possession of the carrier; or when the term is FOB the place of destination, the seller must at his own expense and risk transport the goods to that place and there tender delivery of them in the manner provided in this Article; when under either (a) or (b) the term is also FOB vessel, car or other vehicle, the seller must in addition at his own expense and risk load the goods on board.  If the term is FOB vessel the buyer must name the vessel and in an appropriate case the seller must comply with the provisions of this Article on the form of bill of lading.  The term FAS at a named port, unless otherwise agreed, is a delivery term under which the seller must: at his own expense and risk deliver the goods alongside the vessel in the manner usual in that port or on a dock designated and provided by the buyer; and obtain and tender a receipt for the goods in exchange for which the carrier is under a duty to issue a bill of lading.  Unless otherwise agreed, the buyer must seasonably give any needed instructions for making delivery, including when the term is FAS or FOB the loading berth of the vessel and in an appropriate case its name and sailing date.  Under the term FOB vessel or FAS, unless otherwise agreed, the buyer must make payment against tender of the required documents and the seller may not tender nor the buyer demand delivery of the goods in substitution for the documents.

h. Section 2-322 provides that the term delivery of goods “ex-ship” or in equivalent language is not restricted to a particular ship and requires delivery from a ship which has reached a place at the named port of destination where goods of the kind are usually discharged.  Under such a term, unless otherwise agreed, the seller must discharge all liens arising out of the carriage and furnish the buyer with a direction which puts the carrier under a duty to delivery the goods; and the risk of loss does not pass to the buyer until the goods leave the ship’s tackle or are otherwise properly unloaded.

Cook Specialty Co. v. Schrlock—E.D. Penn., 1991

Issue: Whether, under an FOB seller’s warehouse contract, the risk of loss will not switch to the buyer upon the seller’s procurement of a carrier if the insurance agreement obtained by the seller is insufficient to cover the potential loss? NO

Rule: “The term ‘FOB, place of shipment,’ means that ‘the seller must at that place ship the goods in the manner provided in this Article (§ 2-504) and bear the expense and risk of putting them into the possession of the carrier.”-183

“At the time the carrier takes possession, the risk of loss shifts to the buyer.”-184

“Goods are not ‘duly delivered’ under § 2-509, however, unless a contract is entered which satisfies the provisions of § 2-504.  [That section] provides that: ‘Where the seller is required or authorized to send the goods to the buyer and the contract does not require him to deliver them at a particular destination, then unless otherwise agreed he must (a) put the goods in the possession of such a carrier and make such a contract for their transportation as may be reasonable having regard to the nature of the goods and other circumstances of the case.’”-184
Rheinberg-Kellerei GmbH v. Vineyard Wine Co.—N.C. Ct. of App., 1981

Issue: Whether “the trial court was correct in its conclusion that the risk of loss for the wine never passed from plaintiff to defendant due to the failure of plaintiff to give prompt notice of the shipment to defendant”? YES
Rule: “Where the contract requires or authorizes the seller to ship the goods by carrier (a) if it does not require him to deliver them at a particular destination, the risk of loss passes to the buyer when the goods are duly delivered to the carrier even though the shipment is under reservation.”-§ 2-505-190

“Where the buyer, upon shipment by seller, assumes the perils involved in carriage, he must have a reasonable opportunity to guard against these risks by independent arrangements with the carrier.  The requirement of prompt notification by the seller, as used in § 2-504(c), must be construed as taking into consideration the need of a buyer to be informed of the shipment in sufficient time for him to take action to protect himself from the risk of damage to or loss of the goods while in transit.”-191

“whether notification has been ‘prompt’ within the meaning of UCC will have to be determined on a case by case basis, under all the circumstances.”-191

i.  “when the seller is in breach because the goods do not conform to the warranties made in the contract), § 2-509 does not apply (and neither does Article 67 of the CISG); the relevant risk of loss section is § 2-510.”-192

j. Section 2-510 provides that where a tender of goods so fails to conform to the contract as to give a right of rejection, the risk of their loss remains on the seller until cure or acceptance.  Where the buyer rightfully revokes acceptance he may to the extent of any deficiency in his effective insurance treat the risk of loss as having rested on the seller from the beginning.  Where the buyer as to conforming goods already identified to the contract for sale, repudiates or is otherwise in breach before risk of their loss has passed to him, the seller may to the extent of any deficiency in his effective insurance coverage treat the risk of loss as resting on the buyer for a commercially reasonable time.

XII. Performance of the Contract—Chapter 5

A. Relevant UCC Provisions

1. Section 2-301 provides that the obligation of the seller is to transfer and deliver and that of the buyer is to accept and pay in accordance with the contract.

2. Section 2-507 provides that tender of delivery is a condition to the buyer’s duty to accept the goods and, unless otherwise agreed, to his duty to pay for them.  Tender entitles the seller to acceptance of the goods and to payment according to the contract.  Where payment is due and demanded on delivery to the buyer of the goods or document of title, his right as against the seller to retain or dispose of them is conditional upon his making the payment due.

3. Section 2-511 provides that, unless otherwise agreed, tender of payment is a condition to the seller’s duty to tender and complete any delivery.  Tender of payment is sufficient when made by means or manner current in the ordinary course of business unless the seller demands payment in legal tender and gives any extension of time reasonably necessary to procure it.  Payment by check is condition and is defeated as between the parties by dishonor of the check on due presentment.

4. Section 2-503 provides that tender of delivery requires that the seller put and hold conforming goods at the buyer’s disposition and give the buyer any notification reasonably necessary to enable him to take delivery.  The manner, time and place for tender are determined by the agreement and this Article, and in particular, tender must be at a reasonable hour and goods must be kept for a period reasonably necessary for the buyer to take possession; BUT unless otherwise agreed, the buyer must furnish facilities reasonably suited to the receipt of the goods.  Where the seller is required to deliver at a particular location, tender requires compliance with subsection (1) and the tender of documents described in subsections (4) and (5).  Where goods are in the possession of a bailee and are to be delivered without being moved, tender requires that the seller either tender a negotiable document of title covering such goods OR procure acknowledgment by the bailee of the buyer’s right to possession; BUT tender to the buyer of a non-negotiable document of title or of a written direction to the bailee to deliver is sufficient tender UNLESS the buyer seasonably objects, and receipt by the bailee of notification of the buyer’s rights fixes those rights as against the bailee and all third persons; BUT risk of loss and failure by the bailee to honor the non-negotiable document of title remains on the seller UNTIL the buyer has had a reasonable time to present the document or direction, and a refusal by the bailee to honor the document or to obey the direction defeats the tender.  Where the contract requires the seller to deliver documents, he must tender all documents in correct form; AND tender through customary banking channels is sufficient and dishonor of a draft accompanying the documents constitutes non-acceptance or rejection.

5. Section 2-504 provides that where the seller is required or authorized to send the goods and the contract does not require him to deliver them at a particular destination, then unless otherwise agreed, he MUST: put the goods in the possession of such a carrier and make such a contract for their transportation as may be reasonable having regard to the nature of the goods and other circumstances of the case; AND obtain and promptly deliver or tender in due form any document necessary to enable the buyer to obtain possession of the goods or otherwise required by the agreement or by usage of trade; AND promptly notify the buyer of the shipment.  Failure to notify the buyer under paragraph (c) or to make a proper contract under paragraph (a) is a ground for rejection ONLY if material delay or loss ensues.

6. Section 2-106(2) provides that goods or conduct are “conforming” to the contract when they are in accordance with the obligations under the contract.

B. “in any contract action, the plaintiff loses unless it can be shown that the other party is in breach.”-193

C. “If the parties did not intend a contemporaneous swap, but instead contracted so that one or the other’s performance was to come first, then either § 2-507(1) or § 2-511(1) will not apply, since the parties will have ‘otherwise agreed.’”-193

D. Installment Sales

1. “In installment contracts, defined in § 2-612(1), substantial performance is still the law.  The seller is entitled to payment even where the tender of the goods fails to conform exactly to the contract as long as it ‘substantially’ conforms.”-194

2. Section 2-612 provides that an ‘installment contract’ is one which requires or authorizes the delivery of goods in separate lots to be separately accepted, even though the contract contains a clause ‘each delivery is a separate contract’ or its equivalent.  The buyer may reject any non-conforming installment where the installment substantially impairs the value of that installment and cannot be cured or if the non-conformity is a defect in the required documents; but if the non-conformity does not fall within subsection (3) and the seller gives adequate assurance of its cure the buyer must accept that installment.  Whenever non-conformity or default with respect to one or more installments substantially impairs the value of the whole contract there is a breach of the whole.  But the aggrieved party reinstates the contract if he accepts a non-conforming installment without seasonably notifying of cancellation or if he brings an action with respect only to past installments or demands performance as to future installments.

Cherwell-Ralli, Inc. v. Rytman Grain Co.—Conn. S.Ct., 1980

Issue: Whether a buyer’s failure to make payments in an installment contract for a grain product represents a substantial breach, where the seller continued to make deliveries, and did not provide adequate assurance of its further performance? YES
Rule: “if the buyer’s conduct is sufficiently egregious, such conduct will, in and of itself, constitute substantial impairment of the value of the whole contract and a present breach of the contract as a whole.”-197

A seller is not required to provide adequate assurance of future performance unless there exist reasonable grounds for the buyer’s insecurity.-197

E. The Perfect Tender Rule

1. “The substantial performance rule has never (at least in theory) applied to single-delivery contracts between merchants.”-198

2. “To prevail in a single-delivery sale, the seller must make a perfect tender, one that complied with all of the terms of the contract, and then show that the buyer refused to take the goods.”-198

3. Section 2-601 provides that the buyer’s remedies in case of a breach by reason of the failure of the goods or delivery to conform to the contract, are: rejection of the whole, acceptance of the whole, or accept any commercial unit or units and reject the rest.

4. Section 2-105(6) defines “commercial unit.”

F. Cure

1. “If the seller has not made a perfect tender, and as a result the buyer has rejected the goods, the seller has the right in some circumstances to cure the defective performance.”-199

2. Section 2-508 provides that where any tender or delivery by the seller is rejected because non-conforming and the time for performance has not yet expired, the seller may seasonably notify the buyer of his intention to cure and may then within the contract time make a conforming delivery.  Where the buyer rejects a non-conforming tender which the seller had reasonable grounds to believe would be acceptable with or without money allowance the seller may if he seasonably notifies the buyer have a further reasonable time to substitute a conforming tender.

3. The shaken faith doctrine essentially provides that, in the case of the purchase of a new car, once the faith of the buyer is shaken by the poor performance of the automobile, the vehicle loses not only its value but becomes an instrument whose integrity is substantially impaired and whose operation is fraught with apprehension. 

Wilson v. Scampoli—D.C. Court of Appeals, 1967

Issue: Whether a “dealer may conform his tender by adjustment or minor repair [of a television set] or whether he must conform by substituting brand new merchandise”? adjustment or minor repair.
Rule: “The seller, then, should be able to cure [the defect] under subsection 2-508(2) in those cases in which he can do so without subjecting the buyer to any great inconvenience, risk or loss.”-203

G. Rejection and Acceptance

1. “When the seller makes a tender of the goods, the buyer must choose between two possible legal responses: rejection (§ 2-602) and acceptance §§ 2-606 and 2-607)….  Failure to act results in a technical acceptance, since rejection must come within a reasonable period of time after delivery of the goods….  (1) a buyer is entitled to a reasonable trial-use period to see if the goods conform (this is phrased in the Code as a ‘reasonable opportunity to inspect’; see § 2-513), and (2) on acceptance, the burden of proof as to defects shifts to the buyer (§ 2-607(4)).  Prior to acceptance, the seller must prove that a perfect tender was made under § 2-601.”-204

2. Section 2-602 provides that rejection of goods must be within a reasonable time after their delivery or tender.  It is ineffective unless the buyer seasonably notifies the seller.  Subject to sections 2-603 and 2-604, after rejection any exercise of ownership by the buyer with respect to any commercial unit is wrongful as against the seller; and if the buyer has before rejection taken physical possession of goods in which he does not have a security interest under the provisions of this Article, he is under a duty after rejection to hold them with reasonable care at the seller’s disposition for a time sufficient to permit the seller to remove them; BUT the buyer has no further obligations with regard to goods rightfully rejected.  The seller’s rights with respect to goods wrongfully rejected are governed by the provisions of this Article on Seller’s remedies in general.

3. Section 2-606 provides that acceptance of goods occurs when the buyer: after a reasonable opportunity to inspect the goods signifies to the seller that the goods are conforming or that he will take or retain them in spite of their non-conformity; OR fails to make an effective rejection, but such acceptance does not occur until the buyer has had a reasonable opportunity to inspect them; OR does any act inconsistent with the seller’s ownership; but if such act is wrongful as against the seller it is an acceptance only if ratified by him.  Acceptance of a part of any commercial unit is acceptance of that entire unit.

4. Section 2-607 provides that the buyer must pay at the contract rate for any goods accepted.  Acceptance of goods precludes rejection, unless the acceptance was on the reasonable assumption that the non-conformity would be seasonably cured.  Where a tender has been accepted, the buyer must within a reasonable time after he discovers any breach, notify the seller or be barred from any remedy; AND if the claim is one for infringement, and the buyer is sued as a result of such a breach he must so notify the seller within a reasonable time after he receives notice of the litigation or be barred from any remedy over for liability established by the litigation.  The burden is on the buyer to establish any breach with respect to goods that are accepted.  Where the buyer is sued for breach of a warranty or other obligation for which the seller is answerable over, he may give his seller written notice of the litigation.  If the claim is one for infringement, the original seller may demand in writing that his buyer turn over to him control of the litigation including settlement or else be barred from any remedy over.

5. Section 2-513 provides that where goods are tendered or delivered or identified to the contract for sale, the buyer has a right before payment or acceptance to inspect them at any reasonable place and time and in any reasonable manner.  When the seller is required or authorized to send the goods to the buyer, the inspection may be after their arrival.  Expenses of inspection must be borne by the buyer but may be recovered from the seller if the goods do not conform and are rejected.  The buyer is entitled to inspect the goods before payment of the price when the contract provides for delivery COD or on other like terms; OR for payment against documents of title, except where such payment is due only after the goods are to become available for inspection.  A place or method of inspection fixed by the parties is presumed to be exclusive but unless otherwise agreed it does not postpone identification or shift the place for delivery or for passing the risk of loss.  If compliance becomes impossible, inspection shall be as provided in this section unless the place or method fixed was clearly intended as an indispensable condition failure of which avoids the contract.

Ramirez v. Autosport—N.J. Sup. Ct., 1982

Issue: Whether a buyer who rejects delivery of a camper van with minor defects may cancel the contract for the purchase of the van and have the contract rescinded? YES

Rule: The UCC § 2-608 “preserves the perfect tender rule to the extent of permitting a buyer to reject goods for any nonconformity.  Nonetheless, that rejection does not automatically terminate the contract.  A seller may still effect a cure and preclude unfair rejection and cancellation by the buyer.”—1020

Plateq Corp. of North Haven v. Machlett Laboratories, Inc.—Conn. S.Ct., 1983

Issue: Whether a buyer has accepted goods from a seller where, in spite of specific problems with the goods, which did not go unnoticed during an inspection undertaken by the buyer, the buyer acquiesces in the seller’s offer to correct the problems and deliver the goods as requested in the contract? YES

Rule: “acceptance of goods occurs when the buyer (a) after a reasonable opportunity to inspect the goods signifies to the seller … that he will take … them in spite of their nonconformity; or (b) fails to make an effective rejection.”-217 

“A buyer may be found to have accepted goods despite their known nonconformity.”-218

Section 2-605 provides that “a buyer is precluded from relying, as a basis for rejection, upon unparticularized defects in his notice of rejection, if the defects were such that, with reasonable notice, the seller could have cured by making a substituted, conforming tender.”-218

H. Revocation of Acceptance

1. “If the buyer does not want the goods, but wants the return of the price, the proper UCC method is called revocation of acceptance.”-220

2. “In both rejection and revocation of acceptance, the buyer in essence disclaims the goods.  The standards under which a buyer can revoke acceptance are more difficult to meet than are the standards for rejection.  In rejection, a buyer can in theory reject if the goods ‘fail in any respect’; however, to revoke an acceptance, the buyer must show that the defect ‘substantially impairs the value’ of the goods.”-221

3. Section 2-608 provides that the buyer may revoke his acceptance of a lot or commercial unit whose non-conformity substantially impairs its value to him if he has accepted it: on the reasonable assumption that its non-conformity would be cured and it has not been seasonably cured; or without discovery of such non-conformity if his acceptance was reasonably induced either by the difficulty of discovery before acceptance or by the seller’s assurances.  Revocation of acceptance must occur within a reasonable time after the buyer discovers or should have discovered the ground for it and before any substantial change in condition of the goods which is not caused by their own defects.  It is not effective until the buyer notifies the seller of it.  A buyer who so revokes has the same rights and duties with regard to the goods involved as if he had rejected them.  Official Comment 1 provides that the buyer is no longer required to elect between revocation of acceptance and recovery of damages for breach.  Both are now available to him.

4. Section 2-715 provides that incidental damages resulting from the seller’s breach include expenses reasonably incurred in inspection, receipt, transportation and care and custody of goods rightfully rejected, any commercially reasonable charges, expenses or commissions in connection with effecting cover and any other reasonable expense incident to the delay or other breach.  Consequential damages resulting from the seller’s breach include: any loss resulting from general or particular requirements and needs of which the seller at the time of contracting had reason to know and which could not reasonably be prevented by cover or otherwise; and injury to person or property proximately resulting from any breach of warranty.

Rester v. Morrow—Miss. S.Ct., 1986

Issue: Whether “the automobile failed to conform to the seller’s contractual and legal obligations incident to the sale and whether such nonconformity substantially impaired the value of the automobile to Rester”? YES
Rule: “entitlement to revocation … turns upon whether, under the totality of the circumstances – temporally and structurally – the automobile failed to be what the seller was by private and public law obligated to provide … and whether that aggregate nonconformity substantially impaired the value of the automobile.”-228

“our law does not allow a seller to postpone revocation in perpetuity by fixing everything that goes wrong with the automobile.  There comes a time when enough is enough – when an automobile purchaser, after having to take his car into the shop for repairs an inordinate number of times and experiencing all of the attendant inconvenience, is entitled to say, ‘That’s all,’ and revoke, notwithstanding the seller’s repeated good faith efforts to fix the car.”-229

“Our law tells a buyer … that he may revoke only if there is substantial impairment of the value of the car ‘to him.’”-229

“Substantial impairment is determined by reference to the particular needs of the buyer, even though the seller may have no advance knowledge of those needs and even though those needs may change after acceptance of the automobile.”-229

5. Section 2-714 provides that where the buyer has accepted goods and given notification, he may recover as damages for any non-conformity of tender the loss resulting in the ordinary course of events from the seller’s breach as determined in any manner which is reasonable.  The measure of damages for breach of warranty is the difference at the time and place of acceptance between the value of the goods accepted and the value they would have had if they had been as warranted, unless special circumstances show proximate damages of a different amount.  In a proper case any incidental and consequential damages under the next section may also be recovered.

I. Risk of Loss: Breach

Jakowski v. Carole Chevrolet, Inc.—N.J., Superior Ct., 1981

Issue: Whether the risk of loss associated with a new automobile passed to the buyer upon his receipt of the auto, even though he immediately informed the seller of his dissatisfaction, and the seller agreed to cure the defect? NO

“Did the care ‘so fail to conform’ as to give this buyer a right to reject it?” YES

“Did the buyer ‘accept’ the car despite the non-conformity?” NO

“Did the seller cure the defect prior to the theft of the auto?” NO

Holding: “The goods failed to conform, the buyer never accepted them and the defect was never cured.  Accordingly, the risk of loss remained on the seller….”-238

Rule: “The rule is simple enough: under § 2-510(1) where goods fail to conform to the contract of sale, the risk of loss remains on the seller until the buyer accepts the goods or until the seller cures the defect.”-238

“[W]here a seller obtains possession of the goods in an effort to cure defects in them so as to comply with his end of the bargain, he is under a contractual duty to redeliver them to the buyer.  In failing to do so, he has breached the contract.”-238

J. Impossibility of Performance

1. “The Code has four provisions designed to straighten out the legal tangles created by those unexpected events of life that make the performance of a contract impossible or (the UCC equivalent) commercially impracticable.”-240

a. Section 2-613 provides that where the contract requires goods identified when the contract is made, and the goods suffer casualty without fault of either party before the risk of loss passes to the buyer, if the loss is total the contract is avoided; and if the loss is partial or the goods have so deteriorated as no longer to conform, the buyer may nevertheless demand inspection and either treat the contract as avoided or accept the goods with due allowance from the contract price for the deterioration or deficiency in quantity but without further right against the seller.

b. Section 2-615 provides that except so far as a seller may have assumed a greater obligation and subject to the preceding section on substituted performance, delay in delivery or non-delivery in whole or in part by a seller who complies with paragraphs (b) and (c) is not a breach of his duty under a contract for sale if performance as agreed has been made impracticable by the occurrence of a contingency the non-occurrence of which was a basic assumption on which the contract was made or by compliance in good faith with any applicable foreign or domestic governmental regulation or order whether or not it later proves to be invalid.  Where the causes mentioned in paragraph (a) affect only a part of the seller’s capacity to perform, he must allocate production and deliveries among his customers but may at his option include regular customers not then under contract as well as his own requirements for further manufacture.  He may so allocate in any manner which is fair and reasonable.  The seller must notify the buyer seasonably that there will be delay or non-delivery and, when allocation is required under paragraph (b),of the estimated quota thus made available for the buyer.

c. Section 2-616 provides that where the buyer receives notification of a material or indefinite delay he may by written notification to the seller as to any delivery concerned, and where the prospective deficiency substantially impairs the value of the whole contract under the provisions of this Article relating to the breach of installment contracts, then also as to the whole, terminate and discharge any unexecuted portion of the contract; OR modify the contract by agreeing to take his available quote in substitution.  If after receipt of such notification, the buyer so fails to modify the contract within a reasonable time not exceeding 30 days, the contract lapses with respect to any deliveries affected.  The provisions of this section  may not be negated by agreement except in so far as the seller has assumed a greater obligation under the preceding section.

Arabian Score v. Lasma Arabian Ltd.—8th Cir., 1987

Issue: Whether the doctrine of commercial frustration or impossibility is applicable where the purchaser of a horse that dies attempts to recover the unused portion of the purchase price that was designated for the promotion of the horse, and the promotion of dead horses is not unusual in the business? NO

Holding: We conclude that the trial court was correct in holding that the commercial frustration doctrine is inapplicable in this case, both because Score’s death was foreseeable, as evidenced by Arabian’s purchase of insurance, and because Arabian assumed the risk that Score might die prematurely.  Moreover, the doctrine of impossibility/commercial frustration is not applicable because the party obligated to perform … does not contend that it is unable or unwilling to complete its duty to promote [the horse].”-244-45

Rule: “While Arizona recognizes the doctrine of commercial frustration … we do not see fit to interpret it as general absolution whenever performance under the contract becomes difficult or expensive.  Proper allocation of this doctrine requires us to examine whether the allegedly frustrating event was reasonably foreseeable.”-244

Louisiana Power & Light Co. v. Allegheny Ludlum Industries, Inc.—E.D. La., 1981

Issue: Whether the doctrine of commercial impracticability excused the D from performance under its contract with the P where the cost of performing the contract, as a result of increased material/labor costs, would outweigh the benefit to be obtained from performing? NO

Rule: “When either party repudiates the contract with respect to a performance not yet due the loss of which will substantially impair the value of the contract to the other, the aggrieved party may … (b) resort to any remedy for breach….”-249--§ 2-610.

“One available remedy in the event of a breach is for the buyer to obtain a ‘cover’ by purchasing goods in substitution for the goods due from the seller.  A buyer and non-breaching party may then seek to recover from the seller and breaching party the price of such substituted goods plus incidental and consequential damages.”-250

“There are three conditions which must be met pursuant to § 2-615 before performance under a contract can be excused because of commercial impracticability: ‘(1) a contingency must occur, (2) performance must thereby be made ‘impracticable’ and (3) the non-occurrence of the contingency must have been a basic assumption on which the contract was made.’”-251

“Mere increase in cost alone is not a sufficient excuse for non-performance….  It must be an ‘extreme and unreasonable’ expense….”-254

“The basic test is whether in the light of the general commercial background and the commercial needs of the particular trade or case, the clauses involved are so one-sided as to be unconscionable under the circumstances existing at the time of the making of the contract….  The principle is one of the prevention of oppression and unfair surprise … and not of disturbance of allocation of risks because of superior bargaining power.’”-256

“’Good faith’ is defined as ‘honesty in fact and the observance of reasonable commercial standards of fair dealing in the trade.’”-257

XIII. Remedies—Chapter 6

A. Special Remedies

1. Remedies on Insolvency

a. “When one contracting party becomes insolvent while in possession of goods that have been identified to the contract, the other may in some circumstances elect to forgo damages and try to get the goods themselves.  This action is called reclamation.”-259

b. Section 2-502 provides that a buyer who has paid a part OR all of the price of goods in which he has a special property under the provisions of the immediately preceding section may on making and keeping good a tender of any unpaid portion of their price recover them from the seller if the seller becomes insolvent within 10 days after receipt of the first installment on their price.  If the identification creating his special property has been made by the buyer he acquires the right to recover the goods only if they conform to the contract for sale.

c. In the case of In re Samuels & Co., “the secured creditor wins over an unpaid cash seller.”-260

2. Liquidated Damages

a. “The Code’s liquidated damages provision is § 2-718(1)….  [I]t provides that the validity of the liquidated damages clause is to be tested, in part, against the actual harm caused by the breach (a criterion of no importance at common law).”-260

b. “[T]he liquidated damages provision in Article 2A no longer refers to actual damages, specifically allows a formula to be used to compute damages, and drops all reference to the effect of an unreasonably large liquidated damages clause.”-260

c. Section 2A-504 provides that damages payable by either party for default, or any other act or omission, may be liquidated in the lease agreement but only at an amount or by a formula that is reasonable in light of the then anticipated harm caused by the default or other act or omission.  If the lease agreement provides for liquidation of damages, and such provision does not comply with subsection (1), or such provision is an exclusive or limited remedy that circumstances cause to fail of its essential purpose, remedy may be had as provided in this Article.  If the lessor justifiably withholds or stops delivery of goods because of the lessee’s default or insolvency, the lessee is entitled to restitution of any amount by which the sum of his or her payment exceeds: the amount to which the lessor is entitled by virtue of terms liquidating the lessor’s damages in accordance with subsection (1); OR in the absence of those terms, 20% of the then present value of the total rent the lessee was obligated to pay for the balance of the lease term, or, in the case of a consumer lease, the lesser of such amount or $500.  A lessee’s right to restitution under subsection (3) is subject to offset to the extent the lessor establishes: a right to recover damages under the provisions of this Article other than subsection (1); and the amount or value of any benefits received by the lessee directly or indirectly by reason of the lease contract.

3. The Breaching Buyer’s Restitution

B. Seller’s Remedies

1. Section 1-106(1) provides that “The remedies provided by this Act shall be liberally administered to the end that the aggrieved party may be put in as good a position as if the other party had fully performed but neither consequential or special nor penal damages may be had except as specifically provided in this Act or by other rule of law.”-261

2. Section 2-703 provides that where the buyer wrongfully rejects or revokes acceptance of goods or fails to make a payment due on or before delivery or repudiates with respect to a part or the whole, then with respect to any goods directly affected and, if the breach is of the whole contract, then also with respect to the whole undelivered balance, the aggrieved seller may: withhold delivery of such goods; stop delivery by any bailee; proceed under the next section respecting goods still unidentified to the contract; resell and recover damages as hereafter provided; recover damages for non-acceptance or in a proper case the price; cancel.

3. Accepted Goods

a. Section 2-709 provides that when the buyer fails to pay the price as it becomes due the seller may recover, together with any incidental damages under the next section, the price: of goods accepted or of conforming goods lost or damaged within a commercially reasonable time after risk of their loss has passed to the buyer; AND of goods identified to the contract if the seller is unable after reasonable effort to resell them at a reasonable price or the circumstances reasonably indicate that such effort will be unavailing.  Where the seller sues for the price he must hold for the buyer any goods which have been identified to the contract and are still in his control except that if resale becomes possible he may resell them at any time prior to the collection of the judgment.  The net proceeds of any such resale must be credited to the buyer and payment of the judgment entitles him to any goods not resold.  After the buyer has wrongfully rejected or revoked acceptance of the goods or has failed to make a payment due or has repudiated, a seller who is held not entitled to the price under this section shall nevertheless be awarded damages for non-acceptance under the preceding section.

b. Section 2-710 provides that incidental damages to an aggrieved seller include any commercially reasonable charges, expenses or commissions incurred in stopping delivery, in the transportation, care and custody of gods after the buyer’s breach, in connection with the return or resale of the goods or otherwise resulting from the breach.

4. Unaccepted Goods

a. “When the buyer repudiates before delivery or rejects the goods, the relevant Code section is § 2-706 if the seller resells the goods to someone else.  If no resale occurs, damages are measured under § 2-708.”-262

b. Section 2-706 provides that under the conditions stated in § 2-703, the seller may resell the goods concerned or the undelivered balance thereof.  Where the resale is made in good faith and in a commercially reasonable manner the seller may recover the difference between the resale price and the contract price together with any incidental damages allowed under the provisions of this Article, but less expenses saved in consequence of the buyer’s breach.  Except as otherwise provided in subsection (3) or unless otherwise agreed resale may be at public or private sale including sale by way of one or more contract to sell or of identification to an existing contract by the seller.  Sale may be as a unit or in parcels and at any time and place and on any terms but every aspect of the sale including the method, manner, time, place and terms must be commercially reasonable.  The resale must be reasonably identified as referring to the broken contract, but it is not necessary that the goods be in existence or that any or all of them have been identified to the contract before the breach.  Where the resale is at private sale the seller must give the buyer reasonable notification of his intention to resell.  Where the resale is at public sale: only identified goods can be sold except where there is a recognized market for a public sale of futures in goods of the kind; and it must be made at a usual place or market for public sale if one is reasonably available and except in the case of goods which are perishable or threaten to decline in value speedily the seller must give the buyer reasonable notice of the time and place of the resale; and if the goods are not to be within the view of those attending the sale the notification of sale must state the place where the goods are located and provide for their reasonable inspection by prospective bidders; and the seller may buy.  A purchaser who buys in good faith at a resale takes the goods free of any rights of the original buyer even though the seller fails to comply with one or more of the requirements of this section.  The seller is NOT accountable to the buyer for any profit made on any resale.  A person in the position of a seller or a buyer who has rightfully rejected or justifiably revoked acceptance must account for any excess over the amount of his security interest, as hereinafter defined. 

c. Section 2-708 provides that the measure of damages for non-acceptance or repudiation by the buyer is the difference between the market price at the time and place for tender and the unpaid contract price together with any incidental damages provided in this Article, but less expenses saved in consequence of the buyer’s breach.  If the measure of damages provided in subsection (1) is inadequate to put the seller in as good a position as performance would have done then the measure of damages is the profit (including reasonable overhead) which the seller would have made from full performance by the buyer, together with any incidental damages provided in this Article, due allowance for costs reasonably incurred and due credit for payments or proceeds of resale.

d. A lost volume seller is one who loses the profit he would have made, due to the buyer’s breach, from the sale of a second good to a second customer.

Teradyne, Inc. v. Teledyne—1st Cir., 1982

Issue: Whether a lost volume seller is entitled to recover the value of the lost sale? YES

Holding: “[D]espite the resale of the T-347A, Teradyne is entitled to recover from Teledyne what § 2-708(2) calls its expected ‘profit (including reasonable overhead)’ on the broken Teledyne contract.”-268

Rule: “[I]t is universally agreed that in a case where after the buyer’s default a seller resells the goods, the proceeds of the resale are not to be credited to the buyer if the seller is a lost volume seller—that is, one who had there been no breach by the buyer, could and would have had the benefit of both the original contract and the resale contract.”-268

e. Section 2A-529 provides that after default by the lessee under the lease contract, of, if agreed, after other default by the lessee, if the lessor complies with subsection (2), the lessor may recover from the lessee as damages: (a) for goods accepted by the lessee and not repossessed by or tendered to the lessor, and for conforming goods lost or damaged within a commercially reasonable time after risk of loss passes to the lessee, (i) accrued and unpaid rent as of the date of entry of judgment in favor of the lessor, (ii) the present value as of the same date of the rent for the then remaining lease term of the lease agreement, and (iii) any incidental damages allowed under Section 2A-530, less expenses saved in consequence of the lessee’s default; and (b) for goods identified to the lease contract if the lessor is unable after reasonable effort to dispose of them at a reasonable price or the circumstances reasonably indicate that effort will be unavailing, (i) accrued and unpaid rent as of the date of entry of judgment in favor of the lessor, (ii) the present value as of the same date of the rent for the then remaining lease term of the lease agreement, and (iii) any incidental damages allowed under Section 2A-530, less expenses saved in consequence of the lessee’s default.  Except as provided in subsection (3), the lessor shall hold for the lessee for the remaining lease term of the lease agreement any goods that have been identified to the lease contract and are in the lessor’s control.  The lessor may dispose of the goods at any time before collection of the judgment for damages obtained pursuant to subsection (1).  If the disposition is before the end of the remaining lease term of the lease agreement, the lessor’s recovery against the lessee for damages is governed by Section 2A-527 or Section 2A-528, and the lessor will cause an appropriate credit to be provided against a judgment for damages to the extent that the amount of the judgment exceeds the recovery available pursuant to Section 2A-527 or 2A-528.  Payment of the judgment for damages obtained pursuant to subsection (1) entitles the lessee to the use and possession of the goods not then disposed of for the remaining lease term of and in accordance with the lease agreement.  After a lease has wrongfully rejected or revoked acceptance of goods, has failed to pay rent then due, or has repudiated, a lessor who is held not entitled to rent under this section must nevertheless be awarded damages for non-acceptance under Sections 2A-527 and 2A-528.

C. Buyer’s Remedies

1. Section 2-711 “gives the buyer a right to cancel and recover the price if the buyer has already paid….  As for which [damage] sections are appropriate in a given case as far as monetary damages are concerned, the answer depends on whether the buyer has accepted the goods or not.”-273

2. Section 2-711 provides that where the seller fails to make delivery or repudiates OR the buyer rightfully rejects or justifiably revokes acceptance, then with respect to any goods involved, and with respect to the whole if the breach goes to the whole contract, the buyer may cancel and whether or not he has done so may in addition to recovering so much of the price as has been paid: (a) cover, and have damages under the next section as to all the goods affected whether or not they have been identified to the contract; OR (b) recover damages for non-delivery as provided in this Article.  (2) Where the seller fails to deliver or repudiates the buyer may also, (a) if the goods have been identified recover them; OR (b) in a proper case obtain specific performance or replevy of goods.  (3) On rightful rejection or justifiable revocation of acceptance a buyer has a security interest in goods in his possession or control for any payments made on their price and any expenses reasonably incurred in their inspection, receipt, transportation, care and custody and may hold such goods and resell them in like manner as an aggrieved seller.

3. Accepted Goods

a. “If a technical § 2-606 acceptance of the goods has been made and is not later revoked, the buyer may still sue for breach of warranty (or other breach of contract) if a notice of the defect has been given to the seller within a reasonable time after the defect should have been discovered; § 2-607(3)(a).  Damages are then measured by §§ 2-714 and 2-715.”-273

4. Unaccepted Goods

a. “Where the seller never delivers the goods or where the buyer rejects or revokes acceptance, § 2-711 states that the buyer may recover the price and other damages. These generally include incidental and consequential damages under § 2-715….  In addition, the buyer may seek specific performance or replevin under § 2-716.”-276

b. Section 2-716 provides that specific performance may be decreed where the goods are unique or in other proper circumstances.  The decree for specific performance may include such terms and conditions as to payment of the price, damages, or other relief as the court may deem just.  The buyer has a right of replevin for goods identified to the contract if after reasonable effort he is unable to effect cover for such goods or the circumstances reasonably indicate that such effort will be unavailing or if the goods have been shipped under reservation and satisfaction of the security interest in them has been made or tendered.

c. Section 2-717 provides that the buyer on notifying the seller of his intention to do so, may deduct all OR any part of the damages resulting from any breach of the contract from any part of the price still due under the same contract.

d. Section “2-716 provides for the use of specific performance not only when goods are unique, but also ‘in other proper circumstances.’”-276

e. “An important buyer remedy is found in § 2-712, where the buyer is authorized to cover—that is, purchase substitute goods.  If a buyer covers properly, the damages are measured by a comparison of the original contract price and the cost of the cover.”-276

f. Section 2-712 provides that after a breach within the preceding section the buyer may ‘cover’ by making in good faith and without unreasonable delay any reasonable purchase of or contract to purchase goods in substitution for those due from the seller.  The buyer may recover from the seller as damages the difference between the cost of cover and the contract price together with any incidental or consequential damages as hereinafter defined, but less expenses saved in consequence of the seller’s breach.  Failure of the buyer to effect cover within this section does not bar him from any other remedy.

g.  “If a buyer decides to cover, the legal effect of the steps taken, as well as when cover should be effectuated, is measured against a standard of reasonableness in the given factual situation.  Financial inability is an excuse for non-cover.”-277

h. “If the buyer does not cover, damages may be measured under the next section, § 2-713….”-277

i. Section 2-713 provides that subject to the provisions of this Article with respect to proof of market price, the measure of damages for non-delivery or repudiation by the seller is the difference between the market price at the time when the buyer learned of the breach and the contract price together with any incidental and consequential damages provided in this Article, but less expenses saved in consequence of the seller’s breach.  Market price is to be determined as of the place for tender or, in cases of rejection after arrival or revocation of acceptance, as of the place of arrival.

Tongish v. Thomas—Kansas Ct. of App., 1992

Issue: Whether “the buyer is entitled to its actual loss of profit or the difference between the market price and the contract price” where the market price of the goods in question, sunflower seeds, rose considerably during the period in which the contract should have been performed? Difference between market price and contract price.

Holding: Because “it appears impractical to make K.S.A. 84-1-106 and K.S.A. 84-2-713 [permitting a damage remedy determined by the difference between the market price and the contract price] harmonize in this factual situation, K.S.A. 84-2-713 should prevail as the more specific statute according to statutory rules of construction.”

Rule: Section 2-713 provides that “the measure of damages for nondelivery or repudiation by the seller is the difference between the market price at the time when the buyer learned of the breach and the contract price together with any incidental and consequential damages provided in this article, … but less expenses saved in consequences of the seller’s breach….”-280

“General and special statutes should be read together and harmonized whenever possible, but to the extent a conflict between them exists, the special statute will prevail unless it appears the legislature intended to make the general statute controlling.”-281

j. Restatement (Second) of Contracts, § 241, states: “In determining whether a failure to render or to offer performance is material, the following circumstances are significant: (a) the extent to which the injured party will be deprived of the benefit which he reasonably expected; (b) the extent to which the injured party can be adequately compensated for the part of that benefit of which he will be deprived; (c) the extent to which the party failing to perform or to offer to perform will suffer forfeiture; (d) the likelihood that the party failing to perform or to offer to perform will cure his failure, taking account of all the circumstances including any reasonable assurances; (e) the extent to which the behavior of the party failing to perform or to offer to perform comports with standards of good faith and fair dealing.”

D. Anticipatory Repudiation

1. “Ever since the classic case of Hochster v. De La Tour, … it has been settled that if one party to a contract makes a definite repudiation of the contract before the date set for performance, the other party could treat the repudiation as a breach and sue immediately.”-287

2. Section 2-610 provides that when either party repudiates the contract with respect to performance not yet due the loss of which will substantially impair the value of the contract to the other, the aggrieved party may (a) for a commercially reasonable time await performance by the repudiating party; or (b) resort to any remedy for breach even though he has notified the repudiating party that he would await the latter’s performance and has urged retraction; and (c) in either case suspend his own performance or proceed in accordance with the provisions of this Article on the seller’s right to identify goods to the contract notwithstanding breach or to salvage unfinished goods.

3. Section 2-611 provides that until the repudiating party’s next performance is due he can retract his repudiation unless the aggrieved party has since the repudiation cancelled or materially changed his position or otherwise indicated that the considers the repudiation final.  Retraction may be by any method which clearly indicates to the aggrieved party that the repudiating party intends to perform, but must include any assurance justifiably demanded under the provisions of this Article.  Retraction reinstates the repudiating party’s rights under the contract with due excuse and allowance to the aggrieved party for any delay occasioned by the repudiation.

4. “The equivocating party can be forced into performance or repudiation by use of the procedure outlined in § 2-609 (right to adequate assurance of performance).”-287

5. Section 2-609 provides that (1) a contract for sale imposes an obligation on each party that the other’s expectation of receiving due performance will not be impaired.  When reasonable grounds for insecurity arise with respect to the performance of either party the other may in writing demand adequate assurance of performance and until he receives such assurance may if commercially reasonable suspend any performance for which he has not already received the agreed return.  (2) Between merchants the reasonableness of grounds for insecurity and the adequacy of assurance offered shall be determined according to commercial standards.  (3) Acceptance of any improper delivery or payment does not prejudice the aggrieved party’s right to demand assurance of future performance.  (4) After receipt of a justified demand failure to provide within a reasonable time not exceeding thirty days such assurance of due performance as is adequate under the circumstances of the particular case is a repudiation of the contract.

E. The Statute of Limitations

1. “The Code drafters decided that it was important to have a uniform statute of limitations for transactions in goods, and they chose four years ‘as the most appropriate to modern business practice.”-288

2. Section 2-725 provides that an action for breach of any contract for sale must be commenced within 4 years after the cause of action has accrued.  By the original agreement the parties may reduce the period of limitation to not less than one year but may not extend it.  A cause of action accrues when the breach occurs, regardless of the aggrieved party’s lack of knowledge of the breach.  A breach of warranty occurs when tender of delivery is made, except that where a warranty explicitly extends to future performance of the goods and discovery of the breach must await the time of such performance the cause of action accrues when the breach is or should have been discovered.  Where an action commenced within the time limited by subsection (1) is so terminated as to leave available a remedy by another action for the same breach such other action may be commenced after the expiration of the time limited within 6 months after the termination of the first action unless the termination resulted from voluntary discontinuance or from dismissal for failure or neglect to prosecute.  This section does not alter the law on tolling of the statute of limitations nor does it apply to causes of action which have accrued before this Act becomes effective.

3. “the four-year period begins to run at the accrual of the cause of action (the moment a suit could be brought).  The parties may reduce the period by agreement down to one year, but they may not extend it beyond four.”

Nationwide Insurance Co. v. General Motors Corp./Chevrolet Motor Division—Penn., S.Ct., 1993

Issue: Whether “an express, 12 month/12,000 mile ‘New Car Limited Warranty’ promising ‘repairs and needed adjustments’ to correct manufacturing defects is a warranty that ‘explicitly extends to future performance of the goods’ for purposes of determining when a cause of action for breach of that warranty accrues under the statute of limitations provision of the Uniform Commercial Code”? YES

Whether “the implied warranties of merchantability and fitness for a particular purpose so extend”? NO

Holding: “[W]e agree with appellant that the phrase ‘explicitly extends to future performance’ can be interpreted to include a promise that, by its terms, comes into play upon, or is contingent upon, the future performance of the goods.”-295

[W]e hold that the express warranty does explicitly extend to future performance of the goods but that the implied warranties do not.”-290

Rule: “A cause of action accrues when the breach occurs, regardless of the aggrieved party’s lack of knowledge of the breach.  A breach of warranty occurs when tender of delivery is made, except that where a warranty explicitly extends to future performance of the goods and discovery of the breach must await the time of such performance the cause of action accrues when the breach is or should have been discovered.”-291

“In the ordinary case, a breach of warranty action accrues on, and suit must be filed within four years of, the date the seller tenders delivery of the goods, even if the breach is not apparent until after delivery has been tendered.”-291

“analysis of whether the written warranty ‘explicitly’ extends to future performance must focus on the express language of that warranty.”-292

“We believe that the focus of § 2-725 is not on what is promised, but on the duration of the promise—i.e., the period to which the promise extends.”-295

