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T HE CALIFoRNIA version of the Uniform Commercial Code will become
effective on January 1, 1965. This joyous event will be preceded,1

attended, and followed by the usual outpouring of literature in the legal
periodicals. The new child will be carefully compared to "old" California
commercial law and the 1962 Official Text of the Uniform Commercial
Code. Differences will be duly noted and criticised. Authors will provide
"roadmaps" for understanding the Code and explore the various "high-
ways and byways" within the document itself. The inevitable and neces-
sary network of continuing legal education programs will be planned and
executed throughout the state. And from all of this, California judges and
attorneys will have an opportunity to familiarize themselves thoroughly
with the most remarkable piece of commercial legislation in the history
of Anglo-American law.

The odds are, however, that most lawyers in California are just like
most lawyers in other Code states. They are very busy. They will listen,
and they may read, but few will make any concentrated effort to under-
stand the Code until that first case comes into the office. This could be a
serious mistake. One of the Code's most rewarding features is the seem-
ingly unlimited freedom it affords the parties to plan their commercial
transaction.' Unless this potential is completely understood by the prac-
ticing lawyer, however, opportunities may be missed or never really ap-
preciated until the commercial transaction collapses. The first case, then,
may well be the controversy which could have and should have been
avoided.

* BA., 1954, Denison University; LL.B., 1957, University of Cincinnati School of Law;
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1 See, e.g., Ezer, The Impact of the Uniform Commercial Code on the California Law

of Sales Warranties, 8 U.C.LA.L. REv. 281 (1961) ; Summers, Security Interests in a Retail
Merchant's Inventory: California Amends the Uniform Commercial Code, 16 STAN. L. R.Ev.
149 (1963); California State Bar Comm., Special Report on the Uniform Commercial Code,
37 CAL. S.B.J. 119 (1962); Project, A Comparison of California Sales Law and Article Two
of the Uniform Commercial Code (pts. 1-2), 10 U.C.LA.L. REv. 1087 (1963), 11 U.C.L.A.L.
REv. 78 (1964); Comment, California Chattel Security and Article Nine of the Uniform Com-
mercial Code, 8 U.C.LA.L.R v. 806 (1961).

2 See U Rm COMmERCIAL CODE § 1-102 (3) [hereinafter cited as U.C.C.], CAL. CoAni.
CODE § 1102(3). All Uniform Commercial Code references are to the 1962 Official Text.
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This is an article for the busy lawyer. It is not intended to compare
the Code with "old" California law or even to criticise the new Code.
Rather, by focusing on a specific but recurring business problem this
article will attempt to demonstrate some techniques and values of pre-
transaction planning, particularly under articles 2 and 9 of the Code.

I

THE PROBLEM

Your client, Corporation B, is a medium sized concern engaged in
the sale of factory equipment. The equipment it sells is purchased from
established sources of supply and resold to B's customers. B normally
keeps a fair number of electric heaters in stock for "off the shelf" sales.
B prefers the heater made by S Company, a small business concern, and
for the last five years has relied heavily upon S to replenish depleted
stocks.

On January 1, 1965, officers of B Corporation decide that heater
stocks must be replenished. Accordingly, negotiations looking to the
manufacture and sale of 25 heaters at a total price of 5,000 dollars
are begun with S. It is contemplated that the heaters will be manufac-
tured to meet general performance standards specified by B and that
all 25 will be delivered in a single lot within six months of the date of
contracting. The proposed contract will, of course, be in writing. In
addition, B Corporation, the buyer, agrees to extend credit to S Com-
pany, the seller: B will pay S 2,500 dollars at the time of contracting,
1,500 dollars three months later and the balance upon delivery of the
heaters. While this is a new payment arrangement between these parties,
B is satisfied with the general credit of S and the commercial soundness
of the advance. On the other hand, B is vaguely aware of some risks.
Suppose S breaches the contract by refusing to deliver. Suppose S
becomes insolvent or bankrupt and is beset by a variety of secured and
unsecured creditors. Suppose S simply sells the heaters to a third party
purchaser for value. B wants to know what protection is available to it.

B Corporation is, of course, primarily a purchaser bargaining for the
delivery of conforming goods in exchange for an agreed price. B wants
possession and ownership. If the goods are delivered its expectations are
satisfied and the advance is liquidated. But suppose the goods are not
delivered. How is B's interest as a purchaser protected? Some remedies
under article 2 permit the buyer to take goods still in the seller's posses-
sion upon breach. Others permit him to seek compensatory damages or
the cost incurred in obtaining similar goods from another source. In
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general, then, article 2 remedies are designed to protect the buyer's
"expectation" interest against the inherent risk of breach by the seller
of the contract for sale.3

In addition, in our problem, B has another important interest to pro-
tect. It has decided to finance the manufacture of goods by the seller.
This may be justified by a number of commercial rea.ons---"tight" pur-
chase money, a seller with a long "lead time" and high preparation costs,
cost reduction by eliminating interest rates on funds borrowed by the
seller, or a reduction of the risk of seller default from financial inability.
But if the seller does not deliver possession of the goods, the buyer's
creditor interest, previously secondary, may be jeopardized. Upon
breach, the seller has a duty to repay the advances made. Unless the
buyer can take possession of the goods involved, its position is just like
that of any unsecured creditor seeking to enforce an obligation to pay
money. To complicate matters, the "goods" may be in various stages
of completion at the time of breach. A few heaters may be completed
and tagged for B, a few may be just completed and the rest may be
simply work in process-a collection of tubes, wires, metal, and plastic.
In general, article 9 rather than article 2 of the Code is designed to
protect a creditor's security interest in goods. But where does the buyer
with both an "expectation" interest and a potential security interest
go for protection?

Here is where pre-transaction planning is vital to obtain for B the
maximum protection available under the Code. The following discussion
will briefly analyze the "financing" buyer's4 legal position if no pre-

3 U.C.C. § 2-711; CAL. Comm. CODE § 2711 (summary of buyer's remedies under arti-
cle 2). See generally E. Peters, Remedies for Breach of Contracts Relating to the Sale of Goods
Under the Uniform Commercial Code: A Roadinap for Article Two, 73 YALE L.J. 199 (1963).

4 For treatment of the "financing" buyer problem in private contracts, see HoNmoLD,
SALES AND SALES FINANCING 402-04 (2d ed. 1962); Hogan, The Marriage of Sales to Chattel
Security in the Uniform Commercial Code: Massachusetts Variety, 38 B.U.L. Rxv. 571, 589-96
(1958); E. Peters, supra note 3, at 231-40; Note, 104 U. PA. L. REv. 91 (1955).

For a discussion of "advance" or "progress" payment techniques under United States
Government supply contracts, see TRUEGER, AccOUNTING GumE FOR DEFENSE CONTRACTS 51-54
(4th ed. 1963); McClelland, Illegality of Progress Payments as a Means of Financing Gov-
ernment Contractors, 33 NoTRE DAvE LAw. 380 (1958) ; Speidel, Financial Inability and the
Defadt Termination of Defense Supply Contracts: A Small Business Case Study, 44 Mnw.
L. REv. 1055, 1066-78 (1960); Whelan, Government Supply Contracts: Progress Payments
Based on Costs; The New Defense Regulations, 26 FoRDnAa L. REv. 224 (1957). In an excep-
tion to the general statutory prohibition upon the advance of money by the United States
before receipt of goods or services, 3 Stat. 723 (1823), as amended, 31 U.S.C. § 529 (1958),
the head of any Department of Defense agency has specific authority to make "advance, par-
tial, progress or other payments under contracts for property or services made by the agency
.. only if the contractor gives adequate security and after a determination ... that to do so

would be in the public interest." 10 U.S.C. § 2307 (1958). See 63 Stat. 396 (1949), 41 U.S.C.
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transaction planning has. taken place. In addition, it will examine the
maximum protection available under articles 2 and 9 and consider how
this protection can most effectively be achieved.

II

REMEDIES OF THE "FINANCING" BUYER UNDER ARTICLE 2

A contract between S and B for the special manufacture and sale
of electric heaters falls within the scope of article 2.1 At the time of
contracting the described goods are neither existing nor identified. The
parties have a contract to sell future goods. Until the manufacturing
process is completed and the goods are identified to the contract for sale,
no property interest can pass to the buyer.' This result does not remove
our transaction from the scope of article 2. If the seller repudiates after
contract formation but before the goods are completed the buyer may
pursue appropriate article 2 remedies to satisfy his "expectation" inter-
est.7 However, the status of the goods at time of br§ach will determine

§ 255 (1958) (similar authority for other government agencies). This authority is imple-
mented in the Defense Contract Financing Regulations, 32 C.F.R. §§ 163.50-.97 (1961).

The most frequent and customary method of financing under these regulations is "progress"
payments, made as work progresses under contract for the manufacture and supply of goods
and based upon total costs incurred. The public interest justifies progress payments as a matter
of course in certain types of production-supply contracts involving a long lead time or prep-
aration period which may require large predelivery expenses that will have a material impact
on the contractor's working capital. If certain other conditions are met, payments in advance
of delivery are customarily made at stated intervals during performance limited to 70% of
the total costs incurred at that point by the contractor. The "progress" payments are made
from appropriated funds which have been obligated for performance of the contract and may,
in no event, exceed the contract price. As the contractor tenders and the government accepts
deliveries under the contract, the outstanding payment balance is reduced and ultimately
liquidated. The government deducts from the contract price due for each completed unit an
amount not to exceed 70% of the gross amount invoiced. See Defense Contract Financing
Rigulations, 32 C.F.R. § 163-79-1 (1961). As of June 30, 1963, the Department of Defense
had outstanding a total unliquidated progress payment balance on other than construction
contracts of $3-3 billion. Letter from Director, Directorate for Statistical Services, Assistant
Secretary of Defense, Comptroller to author, February 5, 1964.

5 U.C.C. § 2-102; CAL. COMM. COnE § 2102. Article 2 does not apply to any transaction,
regardless of form, which "is intended to operate only as a security transaction." These trans-
actions are within the general scope of article 9. U.C.C. § 9-102(1) (a); CAL. COMM. COou
§ 9102(1) (a).

6U.C.C. § 2-105(2); CAL. COMM. CODE § 2105(2): "Goods must be both existing and
identified before any interest in them can pass. Goods which are not both existing and iden-
tified are 'future' goods. A purported sale of future goods or of any interest therein operates
as a contract to sell."

7 If the seller repudiates or fails to deliver on time and the goods are neither existing nor
identified, the buyer may cancel the contract if the breach substantially impairs the value of
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what article 2 remedies are available. It will determine whether the
buyer must be satisfied with damages or may take goods still in the seller's
possession.

In view of the "financing" buyer's dual interest in the transaction,
the article 2 remedies which afford the most protection are those author-
izing the buyer to take possession of the goods. There is a security in
possession that calms the creditor's soul.8 Before possession can be ob-
tained, however, the buyer must have a "special property" interest in
the manufactured goods.' This interest, unless otherwise agreed, arises
automatically when the goods are completed and the seller identifies
them to the contract." Thus, if the seller repudiates before identification
the financing buyer's only remedies under article 2 would be damages
for breach of contract and a right to recover the previous advances"
or a limited and uncertain right to specific performance. While these
remedies may protect B's interest as a purchaser of goods they do not
afford much consolation to B as a creditor.

the entire bargain and recover so much of the price as has been paid. U.C.C. § 2-711(1);
CAL. Com. CODE § 2711(1). In addition, he may either make in good faith and without un-
reasonable delay any reasonable purchase of goods in substitution (cover) and recover as
damages the difference between the cost to cover and the contract price, U.C.C. § 2-712; CAL.

CoMM. CODE § 2712, or, in lieu of "cover," recover as damages "the difference between the
market price at the time when the buyer learned of the breach and the contract price .... "
U.C.C. § 2-713; CAL. Comm. CODE § 2713. In each case, the recovery is the sum of difference
damages and consequential damages, less expenses saved. The remedial rights to money dam-
ages on these facts, however, are unsecured under article 2.

8 If the seller has delivered defective goods, the buyer, despite a decision to reject, may
retain possession as security "for any payments made on their price and any expenses reason-
ably incurred in their inspection, receipt, transportation, care and custody and may hold such
goods and resell them in like manner as an aggrieved seller (Section 2-706)." U.C.C.§ 2-711(3) ;
CAL. Comm. CODE § 2711(3). The result is a "possessory" security interest arising under
article 2 but completely effective under article 9 against the seller and third parties without
a written security agreement or filing. U.C.C. § 9-113; CAL. Commr. COnn, § 9113.

9 Although a "special property" interest is not necesasry to state a cause of action for
specific performance under section 2-716(1) of the Code, before a decree for specific perform-
ance can be complied with, the goods must be in existence. Thus, in effect, a "special property"
interest is necessary for the buyer to gain possession of the goods.

10 U.C.C. § 2-501(1); CAL. Commn. CODE § 2501(1). Under this section, "identification
can be made at any time and in any manner explicitly agreed to by the parties." If there is no
agreement and the contract is for the sale of future goods, identification occurs "when goods
are shipped, marked or otherwise designated by the seller as goods to which the contract
refers." Identification can occur even though the goods are non-conforming and the buyer
"has an option to return or reject them." Since goods are "conforming" when they "are in
accordance with the obligations under the contract," U.C.C. § 2-106(2) ; CAL. Comm. CoDE

§ 2106(2), it appears that the buyer can obtain a special property interest in existing, iden-
tified goods before they are completed as specified. The degree of non-conformity permitted
is not specified. It seems doubtful that a purported identification of apples to a contract for
the sale of oranges would pass a "special property" interest to the buyer.

11 See note 7 supra.
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A. Possessory Remedies Under Article 2

Suppose all 25 heaters have been completed and identified to the
contract. The buyer now has a "special property" interest. What good
does this do him if the seller refuses to deliver and keeps possession of
the goods? As between the parties, it will support B's effort to take the
goods in three possible situations.

The first may be discounted almost immediately. Section 2-502 (1)
of the Code provides that a "buyer who has paid a part or all of the
price of goods in which he has a special property .. .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 ten days after
receipt of the first installment on their price."' 2 This is article 2's only
real concession to the "financing" buyer. But since B must pay 2,500
dollars at the time of contracting and no goods will be identified until
much later, the protection afforded by the "special property" interest
here is patently inadequate. Even if the seller becomes insolvent on
the fifth day after receipt of the first advance, the buyer has a right to
goods under section 2-502 only when they are actually identified. And,
of course, if the seller becomes insolvent on the eleventh day the buyer
has no protection under section 2-502 upon subsequent identification.'3

The second situation is the buyer's limited right under section 2-716
to specific performance "where the goods are unique or in other proper
circumstances."' The thrust of the comments to section 2-716 is that
"the test of uniqueness ... must be made in terms of the total situation
which characterizes the contract."' 5 If the seller breaches a long term
output contract and the buyer is unable to arrange substitute sources,
the actual goods produced by the seller may be unique. Or it might be
argued that goods completed under a long term installment or single
delivery contract in which the buyer has made a substantial advance
are unique.10 But while section 2-716 seeks to liberalize the remedy of
specific performance in contracts for sale of goods, the emphasis seems
to be upon feasibility of replacement. If the goods can be easily obtained
from other sources or the buyer's finances are not unduly committed in
long term arrangements, the remedy is probably unavailable. The pro-
tection afforded the "financing" buyer, then, is fortuitous and muddled

12 CAL. CoMM. CODE § 2502(1).
1 3 In this situation, the buyer's security interest in the goods depends upon compliance

with article 9. U.C.C. § 2-502, comment 2.
14 U.C.C. § 2-716(1) ; CAL. Comm. CODE § 2716(1).
15 U.C.C. § 2-716, comment 2.
16 See E. Peters, supra note 3, at 233.
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by lack of clarity in the statute itself. If the "expectation" interest can
be satisfied from alternative sources, B's interest as a creditor will get
little protection from the remedy of specific performance.

The third situation, replevin, also depends upon the buyer's ability
to replace the goods promised in the breached contract for sale. "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 cir-
cumstances reasonably indicate that such effort will be unavailing....""
This section speaks for itself. Since B has ordered specially manufac-
tured goods from S for delivery at a stated time, the standard of market
non-availability might be met. But again, B's interest as a creditor de-
pends upon fortuitous circumstances-the nature of the goods, the
market situation at the time of breach, and the time in which perform-
ance is required. If cover is reasonably available replevin is not per-
mitted. The "financing" buyer, while able to obtain the goods bargained
for from other sources, is still an unsecured creditor with regard to ad-
vances made on the contract price.

B. Claims of Creditors of and Purchasers from the Seller

The "financing" buyer's difficulties are not resolved simply because,
upon breach, the seller is in possession of completed, identified goods and
the article 2 possessory remedies are otherwise available. Even though
as between the parties the buyer is entitled to take possession, claims to
the same goods may be asserted by creditors of or purchasers from the
seller. To what extent is B subject to these claims when the basis of his
remedy is a "special property" interest under article 2?

When "unsecured" creditors of the seller are involved, the general
rule is reasonably clear: with respect to identified goods, "unsecured"
creditors are subject to the buyer's right to possession."8 Nevertheless,
B's interest will still be subject to any security interest in the identified
goods created and perfected under article 9 by a creditor of the seller.19

In addition, there is some risk that a retention of possession by the seller
after identification or sale might be voided by an "unsecured" creditor
as fraudulent. Under section 2-402 (2) the identification is not fraudu-
lent if possession is retained "in good faith and current course of trade
by a merchant-seller for a commercially reasonable time... ." But if this
flexible standard cannot be met, the identification is void if fraudulent

17U.C.C. § 2-716(3); CAL. CoMM. CODE § 2716(3).
18 U.C.C. § 2-402(1); CAr. Comm. CODE § 2402(1). The phrase "unsecured creditors" is

not defined.
19 U.C.C. § 2-402 (3) (a) ; CAr.. Comm. CODE § 2402 (3) (a).
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under any other "rule of law of the state where the goods are situated. °

Admittedly, the risk that a creditor can void the retention of posses-
sion after identification in our problem is minimal. The reasons for the
retention are perfectly consistent with a good faith commercial purpose.
If the "commercially reasonable time" restriction increases the risk, the
parties can require installment deliveries as the heaters are completed.
Still, there is some uncertainty here.' When this is coupled with the
substantial risk of secured creditor claims and the lingering doubts about
the validity of a "special property" interest against a trustee in bank-
ruptcy under section 2-502,22 the "insolvency" section, the effectiveness
of B's protection is further weakened.

B may have more trouble with purchasers of the goods for value
from the seller. To illustrate the problem, suppose the 25 heaters have
been completed according to contract specifications and the parties have
expressly agreed that identification shall occur and title shall pass at the
time of completion. Since a sale has occurred, the seller has possession
of goods belonging to the buyer. By acquiescing in that possession, the
buyer, under the 1962 Official Text, has "entrusted" the goods to the
seller: "'Entrusting' includes any delivery and an acquiescence in reten-
tion of possession regardless of any condition expressed between the
parties to the delivery or acquiescence . . . ." According to section
2-403(2), "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." The risk is clear.
Even though title has passed and the buyer may have resort to possessory
remedies, the seller has power to cut off the ownership interest by sale
to a buyer in the ordinary course of business.2' This, of course, is con-

20 CaL. CoMM. CODE § 2402(2). See CAL. Civ. CODE § 1746 (if seller retains possession of

goods "sold," creditor may treat sale as void if "fraudulent in fact or is deemed fraudulent
under any rule of law.")

2 1 If a buyer has made advances on the contract price and the seller is approaching in-
solvency or has become insolvent, a subsequent identification may be treated as a fraudulent
transfer or voidable preference under state law. The identification, arguably, is not "in current
course of trade but in satisfaction of or as security for a pre-existing claim for money .. .

U.C.C. § 2-402(3) (b) ; CA.. Comms. CODE § 2402 (3) (b).
22 That the "insolvency" section is effective against a federal trustee in bankruptcy, see

Hogan, supra, note 4, at 595. Cf. U.C.C. § 2-702(2); CAL. Comm. CoDE § 2702 (2) (seller's
right to recover goods delivered on credit to insolvent buyer). For a collection of the authori-
ties discussing the seller's reclamation right, see E. Peters, supra note 3, at 219 n.64.

23U.C.C. § 2-403(3).
24 A buyer in the ordinary course of business is "a person who in good faith and with-

out 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." U.C.C. § 1-201(9); CAL. CoMM.
CODE § 1201(9). For an excellent discussion of the difficulty presented when identified goods
are sold to a buyer not in the ordinary course of business before title passes, see E. Peters,
supra note 3, at 236-38.
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version. But the buyer's claim to the proceeds of that sale is still un-
secured and the inadequate protection remains.

Under the new California Commercial Code, however, the second
sale would be ineffective. While the entrusting principle is adopted, the
definition of entrusting is more restricted: " 'Entrusting' includes any
delivery and any acquiescence in retention of possession for the purpose
of sale, obtaining offers to purchase, locating a buyer, or the like ... 
A fair reading of the statute finds an entrusting when the purpose of
possession is to sell for B, not when the purpose is to sell to B. In our
example, this conclusion is strengthened because a sale to B has already
occurred. Thus, while S is in possession of B's goods, he is not holding
them for sale to anyone. While this may or may not be an unwarranted
departure from the 1962 Official Text, it does afford more protection to
the "financing" buyer.

C. The Planned Transaction Under Article 2

The foregoing discussion indicates a few of the remedial risks con-
fronting the "financing" buyer in an unplanned transaction under article
2. The possessory remedies are too little and come too late. And when
they do emerge, the claim of third persons to the same goods must be
dealt with. All in all, the picture is not encouraging. The question re-
mains whether these difficulties can be overcome by careful planning
exclusively under article 2. How far will imagination, foresight, and
freedom of contract go?

In approaching this question, two provisions of the Code must be
considered. Section 1-102(3) provides: "The effect of provisions of this
Act may be varied by agreement, except as otherwise provided in this
Act and except that the obligations of good faith, diligence, reason-
ableness and care prescribed by this Act may not be disclaimed by
agreement ... , 26 Supplementing this general standard is section
2-719(1) (a): "the agreement may provide for remedies in addition to
or in substitution for those provided in this Article .... " 27 Read to-
gether these provisions seem to give almost unlimited room for planning.
Considering the dual interest of the "financing" buyer, are there any

2- CAL. CO aMM. CODE § 2403(3). By retaining a "purpose of bailment" test, California
has rejected the general theory of "commerciality" propounded by the Uniform Commercial
Code. See Warren, Cutting Off Claims of Ownership Under the Uniform Commercial Code,
30 U. Cm-r. L. REv. 469, 469-78, 492 (1963).

26 CAL. CoMM. CODE § 1102(3). See Bunn, Freedom of Contract Under the Uniform
Commercial Code, 2 BosroN COLLEGE INDus. & Comm. L. REv. 59 (1960).

27 CAL. CoaMM. CODE § 2719(1) (a). See generally Comment, Limitations Upon Freedom
to Modify Contract Remedies, 72 YArm L.J. 723 (1963).
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limitations upon the power to protect those interests by agreement under
article 2 ?

The answer to this question depends upon what protection the par-
ties seek to obtain and against whom. It is perfectly clear, for example,
that the parties may agree that completion of conforming goods by the
seller results in both identification and passage of title.s The emergence
of the buyer's possessory remedies can perhaps be accelerated by this.
The seller will no longer have any real control over identification after
the goods are existing. Further, under the California Commercial Code
the risk of an "entrusting" sale to a buyer in the ordinary course of busi-
ness is probably eliminated.

The inadequacy of this is obvious. What the "financing" buyer really
wants is protection from the start to finish of the manufacturing proc-
ess. He wants power to take possession of the goods at any stage of the
manufacturing process without regard to his ability to obtain similar
goods in the market or the claims of third parties. More specifically, the
buyer would like to obtain a "special property" interest in all compo-
nents and materials obtained by the seller for contract performance. He
would like the power to replevin this property regardless of the stage of
completion upon any breach by the seller and without regard to his abil-
ity to cover. He would like this interest to prevail over creditors of and
purchasers from the seller.

The first question is whether an agreement to this effect would be
enforceable between the seller and buyer alone. Since the parties are not
disclaiming the "obligations of good faith, diligence, reasonableness and
care" imposed by the Code and are providing for "remedies in addition
to or in substitution for those provided" in article2, the only real limita-
tion on contractual power comes from section 1-102(3): "except as
otherwise provided in this Act. .. ." 29 The provisions with which we
are most concerned do not expressly preclude the contemplated agree-
ment. Section 2-716(3) simply provides that the remedy of replevin is
available under certain conditions and section 2-105 (2) provides that
"goods must be both existing and identified before any interest in them
can pass." An implied prohibition might be found in the stern language
"must" be both existing and identified. Is there any strong policy against
the freedom of seller and "financing" buyer to accelerate the passing of
"special property" and expand the remedy of replevin? As between
seller and "financing" buyer, there is seemingly none. This follows even

28U.C.C. §§ 2--401(1), 2-501(1); CAL. Comm. CODE §§2401(1), 2501(1).
2 9 The resulting agreed remedy must, of course, be conscionable. See U.C.C. §§ 2-302,

2-719(3) ; CAL. Comm. CODE § 2719(3). California did not adopt U.C.C. § 2-302.
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though the actual effect of the agreement is to secure B's advance on
the purchase price rather than his interest as a purchaser. Even under
article 9 a written, signed agreement expressly creating a security inter-
est in goods is effective between the parties according to its terms." The
real question is the effect of this agreement on third parties who assert
claims to the same goods. The short answer is that unless the require-
ments of article 9 are met the agreement will have no effect.

Why is this so? Although not expressly stated in section 1-102(3),
there is little doubt that seller and buyer cannot by agreement impair
or destroy the rights of third persons not parties to the contract." Free-
dorm of contract under the Code does not extend this far. If the Code
gives rights to creditors or protects the buyer in ordinary course of busi-
ness these interests cannot be contracted away by strangers. Further,
although a "special property" interest under article 2 does afford some
protection to the "financing" buyer's creditor interest, there is a point at
which the use of the property interest to achieve security results becomes
improper. That point is reached where the "special property" interest is
asserted in a way that conflicts with rights given to creditors and pur-
chasers under article 2 or other provisions of state law. Beyond this
point the planned transaction arranged exclusively under article 2 is in-
effectual. Thus, in order to create a security interest in goods which will
be effective against the seller and third parties, the "financing" buyer
must meet the requirements of article 9.

III

REMEDIES OF THE "FINANCING" BUYER UNDER ARTICLE 9

In the words of a leading commentator: "The ultimate reason for
a secured party's taking a security interest is to give him assurance that
in the event the debtor does not or cannot pay, the secured party will
be able to realize the indebtedness due him out of the collateral." 32 In
our problem, however, the seller has no obligation to pay money if the

30 U.C.C. §§ 9-201, 9-203(1) (b) ; CAL. Coamm. CODE §§ 9201, 9203(1) (b). Whether the
security agreement is effective against creditors and purchasers depends, in general, upon
whether filing is required to perfect the security interest. See U.C.C. §9-302; CAL. Comm.
CODE § 9302.

31 See U.C.C. § 1-102, comment 2.
3- Coogan, A Suggested Analytical Approach To Article 9 of the Uniform Commercial

Code, 63 CoLrm. L. Rav. 1, 2 (1963). For an excellent general discussion of and selected
collection of authorities on article 9, see Summers, Secured Transactions Under the Uniform
Commercial Code, 42 OR. L. R v. 1 (1962).
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manufactured, conforming goods are delivered to the buyer under the
terms of the contract for sale. Without conduct by the seller amounting
to a breach of contract, the buyer has no right to reclaim the advances
made. Thus, the ultimate reason for the "financing" buyer's taking a
security interest is to assure that if the seller does not deliver conform-
ing goods the buyer will be able to realize the advances made out of
any completed goods or work in process still in the seller's possession.
If the seller breaches the contract for sale a duty to repay the advance
is immediately created and becomes due. Regardless of identification, if
the parties by agreement have created a security interest in described
personal property to secure the payment of this obligation, the security
transaction is within the scope of article 9. 1 At the time of contracting
the basic purpose of the transaction is admittedly the sale of goods,
although the buyer has extended credit to the seller. Upon breach by the
seller, however, the "financing" buyer's latent creditor interest emerges
in full force. To the extent that the "special property" interest under
article 2 fails to protect that interest, the "financing" buyer must rely on
a security interest created and perfected under article 9.

Once these points are appreciated, the "financing" buyer's problem
can be evaluated in terms of article 9. The hard facts in our case are
these. The "financing" buyer will pay 80 per cent of the contract price
long before possession of conforming goods is transferred by the seller.
The need for security exists from the time of contracting. Even though
the seller does not breach, work in process and completed but unidenti-
fied goods are particularly vulnerable to creditors of the seller. Ideally,
then, the "financing" buyer will want his security interest to attach as
early as possible in the manufacturing process. But attach to what?
While other collateral may be available, the most convenient would seem
to be the components, materials, and other assorted personal property
owned or obtained by the seller for the manufacturing process. The best

33With specific exceptions not applicable here, article 9 applies "to any transaction
(regardless of its form) which is intended to create a security interest in personal property ...

including goods ... ." U.C.C. § 9-102(1) (a) ; CAL. Comm. CoDE § 9102(1) (a). The "financing"
buyer's transaction is primarily intended to result in a sale. Since it is not intended "to oper-
ate only as a security transaction" the transaction may also be within the scope of article 2.
See note 5 supra. The "financing" buyer's security interest is unlike that of a seller who

extends credit to the buyer and retains a security interest in the goods delivered. There the
buyer's primary obligation to pay the price is secured. However, the fact that the seller's
obligation in our problem to repay the advance is conditioned upon a breach of the contract
for sale does not mean that the "financing" buyer cannot create an interest in collateral

securing against that contingency. See U.C.C. § 1-201(37); CAL. CoMM. CODE § 1201(37)
(security interest means an interest in personal property which secures payment or perform-
ance of an obligation).
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protection is obtained if the security interest follows the work in process
as it is manufactured into completed items which are identified to the
contract for sale. Upon creation and perfection of this type of security
interest, the "financing" buyer will have the maximum available protec-
tion from third party claims even though the seller never breaches the
contract. Upon breach of contract or "default" by the. seller, statutory
or agreed creditor remedies will be available to enforce the security inter-
est. And if the seller successfully completes the manufacturing process
and delivers conforming goods, the security interest will be discharged.
But can protection of this scope be obtained under article 9? If so, what
steps must be taken to achieve maximum priority under the Uniform
Commercial Code?

A. Creation of the Security Interest

A security interest is "an interest in personal property . . . which
secures payment or performance of an obligation .... The special prop-
erty interest of a buyer of goods on identification of such goods to a
contract for sale . . . is not a 'security interest', but a buyer may also
acquire a 'security interest' by complying with Article 92"34 In our
problem, the created security interest will secure the obligation to repay
advances made by the "financing" buyer which arises upon breach by
the seller of the contract for sale. The "personal property" will be the
components or materials owned or acquired by the seller for the manu-
facturing process. This property or collateral will be in the seller's pos-
session until conforming goods are actually delivered under the contract
for sale. Thus, the buyer will seek to create a security interest in goods,
i.e., "things which are movable at the time the security interest at-
taches . . . ." " More particularly, the collateral will be the inventory:
"raw materials, work in process or materials used or consumed in a busi-
ness." 36 And if B makes the advance to enable S "to acquire rights in
or the use of collateral" a purchase money security interest will be created
if the advance "is in fact so used." 31 For reasons that will soon be ap-
parent, the "financing" buyer should create if possible a purchase money
security interest in inventory.

Since the collateral will be in the debtor's possession, creation of the
security interest requires that the debtor sign a written security agree-

34Ibid.
35U.C.C. § 9-105(1)(f); CAL. COMM. CODE § 9105(1)(f).
36 U.C.C. § 9-109(4); CAL. CoanM. CODE § 9109(4).
37U.C.C. § 9-107(b); CAL. CoM. CODE § 9107(b). See Gilmore, The Purchase Money

Priority, 76 HARv. L. REv. 1333, 1370-85 (1963).
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ment which contains a description of the collateral.18 The description is
"sufficient whether or not it is specific if it reasonably identifies what is
described." " The written security agreement should also contain any
other terms or remedies appropriate under the circumstances. At the
very least, the collateral should be described as all raw materials, work
in process, or materials on hand or acquired for the manufacture of the
heating units described in the contract for sale. To insure the creation
of a purchase money security interest, the agreement should state the
purpose of the advance and expressly limit the use of money advanced
by B to acquisition by S of rights in the described collateral. Finally,
clarity will be insured if the agreement states that S is in "default" for
purposes of enforcing the security interest when at any time a breach
of contract occurs under article 2.

A created security interest "attaches" to described collateral when
"there is agreement ... that it attach and value is given and the debtor
has rights in the collateral."4" Until attachment the creditor has no pro-
tection even though the security agreement is otherwise perfected and an
advance has been made. Given the nature of the described collateral in our
case, the "financing" buyer might be wise to delay the actual advance
until S obtains at the very least a special property interest in the inven-
tory. But the apparent simplicity of this dissolves upon a moment's reflec-
tion. While S may have rights in some of the collateral at the time of con-
tracting, more collateral will be obtained after the first advance is made.
Considering the irregularity of this acquisition and the nature of the
scheduled advances, it seems clear that in most cases the amount of the
outstanding advances will not coincide with the value of the collateral.
The schedule of advances is not based upon total costs incurred as work

38 U.C.C. § 9-203(1) (b) ; CAL. COMM. CODE § 9203(1) (b). Whether the security interest

is created by agreement or arises under article 2 (see U.C.C. § 9-113; CAL. COMM. CODE
§ 9113), both creation and perfection are accomplished when the secured party takes posses-
sion of the collateral. U.C.C. §§ 9-305, 9-302(1) (a); CAL. COMM. CODE §§ 9305, 9302(1) (a).
See U.C.C. § 9-207; CAL. COMM. CODE § 9207. Under the 1962 version of the Uniform Com-
mercial Code, when the collateral is in the seller's possession until delivery under the contract
for sale, a security interest cannot arise until there is a written agreement. Under the 1953
draft of the Uniform Commercial Code, when a "buyer makes an advance or otherwise gives
new value for the purpose of enabling his seller to obtain or manufacture goods, a security
interest in favor of the buyer attaches to the goods by virtue of the contract for sale as soon
as they have become identified to the contract." U.C.C. § 9-204(6) (Proposed Final Draft
1953). While this provision has been removed from the 1962 version, there is no restriction
upon the power of the parties expressly to create a security interest in the contract for sale
upon described collateral before or after identification. While the security interest will not
arise by operation of the Code upon identification, it may be created by the parties if the
collateral is adequately described.

3 9 U.C.C. § 9-110; CAL. COMM. CODE § 9110.
4 0 U.C.C. § 9-204(1); CAL. COMM. CODE § 9204(1).
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progresses and there seems to be some risk that "after acquired" property
will escape attachment of the security interest.

These apparent difficulties are easily avoided under article 9. The
security agreement should provide that any described collateral "when-
ever acquired, shall secure all obligations covered by the security agree-
ment."41 Further, obligations covered by the security agreement "may
include future advances . . . whether or not the advances or value are
given pursuant to commitment."' The "financing" buyer in our problem,
then, can, without destroying security, agree to pay 2,500 dollars at the
time of contracting and 1,500 dollars three months later even though the
seller-debtor has still to acquire 90 per cent of the described collateral.
The agreement creates a "floating lien" which attaches to after-acquired
collateral. The collateral, whenever acquired, secures both present and
future advances under the contract for sale. And, finally, the created se-
curity interest is "not invalid or fraudulent against creditors by reason
of liberty in the debtor to use, commingle or dispose of all or part of the
collateral.., or to use, commingle or dispose of proceeds, or by reason of
the failure of the secured party to require the debtor to account for pro-
ceeds or replace collateral." 43

One other problem with the collateral remains. The inventory obtained
by the debtor is not manufactured goods to be held for resale in the ordi-
nary course of business. The collateral at the time the security interest
attaches is "raw materials, work in process or materials used ... in a busi-
ness.")44 Further, it will be processed, assembled, or commingled so that
its identity is lost in the final product. What happens to the security inter-
est if the character of the collateral changes? Again, article 9 provides
adequate protection. If the security interest has attached and has been
perfected and "subsequently the goods or a part thereof have become part
of a product ... ," the security interest continues in the product if "a
financing statement covering the original goods also covers the product
into which the goods have been manufactured, processed or assembled."45

41 U.C.C. § 9-204(3). It should be noted that while the California version of the Uniform
Commercial Code states that a security agreement may create a "floating lien" on collateral
whenever acquired, CAL. Comm. CODE § 9204(3), it is subject to the general restrictions upon
the creation of non-possessory security interests in inventory held by a retail merchant for
sale contained in CAL. Commar. CODE § 9102(4).

42U.C.C. § 9-204(5) ; CAL. Coarar. CODE § 924(5).
43 U.C.C. § 9-205; CAL. CoMMIa. CODE § 9205.
4 4 U.C.C. § 9-109(4) ; CAL. Co . CODE § 9109(4).
4 5 U.C.C. § 9-315(1) (b) ; CAL. CoULr. CODE § 9315(1) (b). Under this section the security

interest will also continue in the product without express statement in the financing statement
if "the goods are so manufactured, processed, assembled or commingled that their identity is
lost in the product ... ." The United States Government, when making progress payments
achieves the same security results in a slightly different manner. Before progress or advance
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An express provision for continuing the security interest in collateral
changed by a manufacturing process, therefore, must be made. This should
be contained in the security agreement. It must be contained in the financ-
ing statement which is filed by the creditor to perfect his security interest.

One final problem under the California Commercial Code points up
the necessity of obtaining, whenever possible, a "purchase" money secur-
ity interest in inventory collateral. Section 9102 (4) provides:

Notwithstanding anything to the contrary in this division, no nonposses-
sory security interest, other than a purchase money security interest, may
be given or taken in or to the inventory of a retail merchant held for sale,
except in or to inventory consisting of durable goods having a unit retail
value of at least five hundred dollars ($500) or motor vehicles, house trail-
ers, semitrailers, farm and construction machinery and repair parts there-
of, or aircraft.

Our "financing" buyer is seeking to create a security interest in inventory.
It is a nonpossessory security interest and the durable goods have a unit
retail value of less than 500 dollars and do not fit into the specific excep-
tions listed. But section 9102(4) should not apply to our problem if the
"financing" buyer creates a purchase money security interest. However,
this is not altogether foolproof since the advance must in fact be used to
"enable the debtor to acquire rights in or the use of collateral."4 There
is some risk that the advance will not be so used even though the security
agreement restricts the use. On the other hand, is the seller who specially

payments are authorized the contractor must give adequate security: "Such security may be
in the form of a lien in favor of the United States on the property contracted for . . . and
on such of the property acquired for performance of the contract as the parties may agree."
10 U.S.C. § 2307(c) (1958). Where progress payments based upon total costs are made in
defense supply contracts, the following standard contract clause creates the government's
security, determines when it attaches, and defines its scope: "Immediately upon the date of
this contract, title to all parts; materials; inventories; work in process; special tooling as
defined . . .; nondurable (i.e., noncapital) tools, jigs, dies, fixtures, molds, patterns, taps,
gauges, test equipment, and other similar manufacturing aids . . .; and drawings and tech-
nical data... ; theretofore acquired or produced by the Contractor and allocated or properly
chargeable to this contract under sound and generally accepted accounting principles and
practices shall forthwith vest in the Government; and title to all like property thereafter
acquired or produced by the Contractor and allocated or properly chargeable to this con-
tract... shall forthwith vest in the Government upon said acquisition, production or alloca-
tion." 32 C.F.R. § 163.79-1(d) (Supp. 1964). It should be noted that the government takes
"title" to rather than a security interest in the described inventory. But while the context
suggests a sale, title serves as an effective lien which continues as production progresses and
follows completed goods delivered and accepted by the government. Upon completion and
acceptance of the purchased goods and liquidation of all progress payments, "title" to all
property or proceeds not delivered and accepted or not incorporated into the final product
shall "vest" in the contractor. The resulting "title" in effect creates a lien which is "paramount."
10 U.S.C. § 2307(e) (1958). See note 55 infra.

46 See U.C.C. § 9-107(b) ; CAL. Comm. CODE § 9107(b).
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manufactures goods for the buyer a "retail merchant" holding goods for
sale? While these terms are not clearly defined, it might be argued that
section 9102(4) applies only to goods held by a merchant for sale in the
ordinary course of business, not to a particular buyer. A broad interpre-
tation of this limitation would, of course, deprive the "financing" buyer of
adequate protection in a transaction where the parties intended to create
a purchase money security interest but the advance was in fact diverted.
In view of the commercial utility of advance payments in contracts for
sale and the doubtful justifications for section 9102 (4),A1 a narrow inter-
pretation of the limitation seems wise. The uncertainty in this interpreta-
tion, however, may constitute a major obstacle to the "financing" buyer
in California who is unable or unwilling to police the use by his debtor
of the advances made.

B. Perfection and Legal Effect of the Security Interest

A security interest is perfected "when it has attached and when all of
the applicable steps required for perfection have been taken."48 In Cali-
fornia, a non-possessory purchase money security interest in inventory
collateral is perfected by filing a financing statement signed by both parties
in the office of the Secretary of State.49 This financing statement must give
the names and addresses of debtor and creditor and contain a "statement
indicating the types, or describing the items of collateral" involved.5" As
we have seen, it should also contain a statement that the security interest
continues in a product manufactured from raw materials and work in
process to which the security interest originally attached. For maximum
legal protection, the financing statement should be filed prior to or at the
same time the security interest attaches." Upon filing, interested third
parties are given constructive notice that S and B are engaged in a type
of inventory financing with described collateral and are told where addi-
tional information can be obtained.

Exactly what protection does the "financing" buyer obtain by perfect-
ing the security interest? First of all, an attached but unperfected security

47 See Summers, Security Interests In A Retail Merchant's Inventory: California Amends
the Uniform Commercial Code, 16 STAx. L. REv. 149 (1963).

48U.C.C. § 9-303(1); CAL. Co . CODE § 9303 (1).
49 CAL. CoMMa. CODE § 9401(1) (c). A financing statement must be filed to perfect all secur-

ity interests unless specifically excepted. U.C.C. § 9-302(1); CAL. CoMaM. CODE § 9302(1). A
non-possessory purchase money security interest in inventory collateral is not specifically
excepted.

51u.C.C. § 9-402(1) ; CAL. Comm. CODE § 9402(1).
51 See U.C.C. § 9-312(3) ; CAL. Comr. CODE § 9312(3). A purchase money security inter-

est "in collateral other than inventory has priority over a conflicting security interest in the
same collateral" if "perfected at the time the debtor receives possession of the collateral or
within ten days thereafter." U.C.C. § 9-312(4) ; CAL. Commra. CODE § 9312(4).
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interest is effective between the parties. It also takes priority over subse-
quent lien creditors or purchasers not in the ordinary course of business,
if they have notice.52 However, the unperfected security interest is inferior
to the claim of any creditor who has perfected at any time a security in-
terest in the same collateral or holds an unperfected security interest in
the same collateral which attached first. Similarly, any purchaser for value
without notice takes free of the "financing" buyer's unperfected security
interest

3

If, however, the "financing" buyer files a financing statement before or
simultaneously with attachment of his security interest, an almost com-
plete protection is obtained against creditors of the seller until the com-
pleted, conforming heaters are delivered under the contract for sale. The
"financing" buyer will be subject to any previously perfected security
interest in the described collateral which is not discharged prior to acqui-
sition of the collateral by the seller. 4 B may also be subject to the per-
fected security interest of a greedy creditor of the seller whose interest
attaches to any and all goods acquired for any and all purposes. But if the
"finaicing" buyer's security interest is perfected simultaneously with at-
tachment, complete protection is obtained against the following risks:
(1) a creditor whose security interest in the same collateral attached first
but has not been perfected; (2) a subsequent lien creditor with or without
actual notice; (3) a prior creditor with a perfected security interest in
the same collateral if the "financing" buyer obtains a "purchase" money
security interest, has it perfected at the time the debtor obtains possession
of the collateral, and gives a prescribed notice; and (4) if the "financing"
buyer has a "purchase" money security interest, any creditor who has sub-
sequently perfected any type of security interest.s Again, the importance

52U.C.C. § 9-301(1); CAL. Cosmm. CODE § 9301(1). See U.C.C. § 9-201; CAL. ComM.

CODE § 9201.
5 3 See Ibid. The holder of any purchase money security interest who files within ten

days after the collateral comes into possession of the debtor takes priority over a transferee
in bulk or a lien creditor whose rights have arisen between the time the security interest
attached and the time of filing. U.C.C. § 9-301(2); CAL. COM. CODE § 9301(2). Cf. dis-
cussion in note 51 supra. Since a "lien" creditor is "a creditor who has acquired a lien on

the property involved by attachment, levy or the like," U.C.C. § 9-301(3); CAL. CoMM. CODE

§ 9301(3), the ten day rule does not protect the unperfected purchase money security interest
in inventory if another creditor first perfects a security interest in the same collateral.

54 This risk is minimal. Even if a third person has perfected a security interest in goods

purchased by the seller for use in manufacturing, if the seller purchases in the ordinary

course of business he "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." U.C.C.
§ 9-307(1); CAL. Comm. CODE § 9307(1).

55 See U.C.C. § 9-312; CAL. Comm. CODE § 9312.

How effective is the government's "title" to progress payment inventory against other

creditors of or purchasers from the contractor? It should be remembered that the government
must obtain "adequate" security, that adequate security may be a lien on property acquired
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of the "purchase" money security interest, here for priority purposes,
should be noticed.

What about purchasers of the collateral? The "financing" buyer is
protected against a purchaser for value not in the ordinary course of busi-
ness with or without notice. 6 Any sales of raw materials or work in process
before the goods are completed would probably not be in ordinary course
and thus subject to the security interest. But if the heaters are completed
and are sold in the ordinary course of business, the buyer may take free
of the perfected security interest. Regardless of actual notice, the buyer
in the ordinary course of business will be protected if the seller holds the
inventory for sale at retail to any purchaser.57 In our problem, however,

for performance and the resulting lien is paramount. 10 U.S.C. § 2307 (1958). If title is
treated literally and the government is considered an owner of property in the contractor's
possession an "entrusting" situation exists. Despite this, once title vests in the United States
the property is immune from subsequent liens asserted by creditors of the contractor. See
Armstrong v. United States, 364 U.S. 40 (1960) (United States subject to mechanics lien
attaching to-property before title vests). It would also seem that a contractor in possession
of government owned property cannot pass good title to a purchaser for value without
notice. Shephard Eng'r Co. v. United States, 287 F.2d 737, rehearing denied, 289 F.2d 681
(8th Cir. 1961) (remedy of replevin used against third person; doctrine of estoppel does
not apply against United States). Thus, ownership by the United States provides complete
protection. The -United States is entitled to possession against the contractor and all third
persons asserting claims subsequent to the vesting of title.

In view of 10 U.S.C. § 2307 (1958), however, if the government simply created a lien in
the described inventory to secure progress payments, that lien would be paramount. In this
section Congress has established a federal rule requiring security and determining its priority.
While other private interests may attach subject to the government's priority, Armstrong v.
United States, supra, the United States security interest is paramount without regard to the
perfection requirements of state law. See, e.g., United States v. County of Allegheny, 322 U.S.
174 (1944); Clearfield Trust Co. v. United States, 318 U.S. 363 (1943); United States v.
Lennox Metal Mfg. Co., 225 F.2d 302 (2d Cir. 1955). In the absence of a clear congressional
statement of priority, the United States may as a matter of federal law be required to perfect
a security interest under the law of the state where the transaction took place. See Bumb v.
United States, 276 F.2d 729 (9th Cir. 1960).

GO A buyer in the ordinary course of business is "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 ... ." U.C.C. § 1-201(9); CAL. Co ar. CoDE § 1201(9). While an unper-
fected security interest is subject to the rights of any buyer who gives value without
knowledge of the security interest, perfection gives the creditor priority over any buyer not
in the ordinary course of business. Cf. U.C.C. §§ 9-312(1), 9-307(1); CAL. CoMM. CoDE
§§ 9312(1), 9307(1). This follows even though the buyer gives value and has no actual
knowledge.

5 7 U.C.C. § 9-307(1) ; CAL. Com. CoDE § 9307(1). Normally, the holder of a security
interest in inventory collateral expects and encourages the debtor to sell in the ordinary course
of business. Since the perfected security interest will continue in the proceeds of sale, the
creditor does not lose his security simply because the purchaser takes free of the security
interest. But goods to be manufactured for the "financing" buyer are not intended for sale
to third persons even though the manufacturer sells goods of that kind at retail. Thus, a
potential conflict between the "financing" buyer's and the purchaser's interest in the goods
exists.
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the seller holds the goods completed for sale to the "financing" buyer.
While a sale in the ordinary course of business to a third party may still
occur, that sale is a breach of the contract for sale with B. This breach,
however, will not alter the third party purchaser's rights unless the security
agreement expressly prohibits the sale and the buyer in the ordinary course
has actual knowledge of the restriction." And in any event, if the financ-
ing statement so provides the security interest continues in any proceeds
derived from a sale in the ordinary course of business. 9 While the pro-
ceeds security may be lost by commingling or dissipation, these risks can
be reduced by careful policing and supervision by the "financing" buyer.

C. Remedies Available Upon Default

If our non-possessory purchase money security interest in inventory
collateral has been created and perfected under article 9, what remedies
are available to the "financing" buyer upon default by the seller? With
exceptions not applicable here, the "financing" buyer has rights and reme-
dies provided either in part 5 of article 9 or in the security agreement. In
general, the "financing" buyer as a creditor will be able to levy on or take
possession of the collateral and by disposition or retention liquidate the
obligation secured.

In the absence of any agreed remedies, two basic statutory alternatives
exist. First, B may reduce his claim to judgment and "foreclose or other-
wise enforce the security interest by any available judicial procedure." 0

The lien of any levy resulting from the judgment relates back to the date
when the security interest was perfected. Second, B may take possession
of the collateral either with or without judicial process if the latter "can
be done without breach of the peace ..... o The collateral taken may be
sold, leased, or otherwise disposed of and the proceeds applied to satisfy
the indebtedness secured. Any sale of collateral following the taking of

58 Arguably a buyer of goods is not in "good faith," see note 56 supra, when he pur-

chases with actual knowledge that the seller has not been authorized to sell the goods. While
knowledge of the security interest alone will not preclude a valid sale, knowledge of a restric-
tion on the seller's power to sell will. See U.C.C. § 9-306(2); CAL. Comm. CODE § 9306(2).

59 If the goods have not been completed at the time of sale it is more difficult to show
that the sale was in the ordinary course of business. If the goods have been completed and
the seller is in the business of selling goods of that kind, a buyer in the ordinary course of
business without actual knowledge of a restriction of the seller's apparent authority to sell
will be protected. See notes 56-58 supra. Despite this, the "financing" buyer's security inter-
est "continues in any identifiable proceeds," here cash proceeds from the sale. U.C.C.
§ 9-306(1)-(2); CAL. Comm. CODE § 9306(1)-(2). To insure continuous perfection the
"financing" buyer should file a financing statement covering the originally described collateral
and proceeds. U.C.C. § 9-306(3) (a); CAL. CoMM. CODE § 9306 (3) (a).

60 U.C.C. § 9-501(1) ; CAL. Commi. CODE § 9501(1).
61 U.C.C. § 9-503; CAL. CoM. CODE § 9503.
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possession is subject to article 2.62 If provided in the security agreement,
taking possession upon default may be facilitated by requiring the debtor
to assemble the collateral and make it available to the secured party at a
place to be designated by the secured party which is reasonably convenient
to both parties.0

Suppose, however, upon taking possession, the "financing" buyer de-
cides not to "sell, lease or otherwise dispose" of the collateral, but instead
to accept and retain the collateral in full discharge of the obligation."
The "financing" buyer-creditor must then send a written notice of this in-
tention to the seller-debtor and any other party who has a perfected secur-
ity interest in the collateral filed in the state or is known to have a security
interest. If no objection in writing is received within 30 days of the receipt
of notification, the creditor may retain the collateral in satisfaction of the
debtor's obligation. If, however, timely objection is received in writing
from either the debtor or other secured parties notified, the "financing"
buyer must dispose of the collateral.e

Furthermore, aside from the "notice-objection" procedure, the debtor
has a right to redeem the collateral. 6 On our facts, however, it is unlikely
that redemption would be used, since the debtor, as a seller of goods, will
have little desire in most cases to repay the advance in order to recover
goods or work in process specially manufactured for the buyer-creditor.
Any remaining risk here can be removed by an agreement in writing after
default that the collateral will not be redeemed.6 7

The practical and legal results are these. If no objection is received,
retention of the collateral discharges the obligation including any claim
for deficiency. If objection is made, the collateral must be disposed of and
an accounting made. The right to object is one which cannot be waived or
varied by agreement under part 5 of article 9.18

62 U.C.C. § 9-504; CAL. Comm. CODE § 9504. "If the security interest secures an indebted-
ness, the secured party must account to the debtor for any surplus, and, unless otherwise
agreed, the debtor is liable for any deficiency." U.C.C. § 9-504(2) ; CAL. CoMM. CODE § 9504(2).

63 See U.C.C. § 9-503; CAL. Comm. CODE § 9503.
4 U.C.C. § 9-505(2) ; CAL. Commar. CODE § 9505(2).

651Ibid. The disposition is governed by U.C.C. § 9-504; CAL. CoMM. CODE § 9504. Com-

pulsory disposition of the collateral where the debtor has paid 60% of the cash price in
the case of a purchase money security interest and 60% of the loan in other transactions is
limited to collateral classified as consumer goods. U.C.C. § 9-505(1). There is no comparable
provision in the California Commercial Code.

6O U.C.C. § 9-506; CAL. Comm. CODE § 9506.
67 U.C.C. § 9-501(3); CAL. Commas. CODE § 9501(3). See U.C.C. § 9-506; CAL. COMM.

CODE § 9506.
68 U.C.C. § 9-501(3) (c) ; CAL. CoAar. CODE § 9503 (3) (c). See Hogan, The Secured Party

and Default Proceedings under the UCC, 47 MINN. L. Ev. 205 (1962).
The contractual remedies available to the government upon default by a contractor

receiving progress payments are marvels of efficiency. They arise from a combination of
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CONCLUSION

No attempt has been made in this brief discussion to treat exhaustively
the position of the "financing" buyer under the Uniform Commercial Code.
Nor does this article purport to express in definitive form all of the terms
and conditions that might be included in the written security agreement.
The intention has been to expose some fundamental problems and suggest
a basic planning approach when the client, in a single transaction, is both
a purchaser of goods and a creditor. Effective protection is achieved only
if the attorney has a thorough understanding of the strengths and weak-
nesses of Articles 2 and 9 of the Uniform Commercial Code. But regard-
less of which interest is involved, that of purchaser or of creditor, the
"financing" buyer is best protected when he is able to take physical pos-
session of the described goods upon default by the seller.

Under article 2, possessory remedies in effect accomplish specific per-
formance of the contract for sale. The buyer takes the goods as an owner
pursuant to agreement. He then becomes obligated to pay the price and
in this way previous advances against delivery are liquidated. But in es-
sence the availability of possessory remedies depends upon the scope of
the "special property" interests created upon identification. Before iden-
tification there is no right to take possession. After identification the buy-
er's possessory remedies depend upon insolvency in limited cases or general
market non-availability. These limitations are further restricted by poten-
tial claims of creditors and buyers in the ordinary course of business. And
it is clear that the parties cannot by agreement expand the scope of the
special property interest against these third parties without complying
with article 9. Thus, if the "financing" buyer's sole interest is obtaining
goods which satisfy his needs and desires as a potential owner, the reme-

the progress payment clause, 32 C.F.R. § 163.79-1(c), (h) (1961), and the termination for
default clause, standard form 32, clause 11, 41 C.F.R. § 1-16.901-32(11) (1963). Short of
a default by the contractor which justifies termination of the contract, the contracting officer
may under six specific circumstances reduce or suspend progress payments or liquidate them
at a percentage higher than 70%. For example, suspension of progress payments wvould be
proper if the contracting officer found substantial evidence that the contractor "has so failed
to make progress ... as to endanger performance" of the contract or has "allocated inventory
to this contract substantially exceeding reasonable requirements . . . ." 32 C.F.R. § 163.79-1(c)
(1961). If the contractor fails to meet the contract delivery schedule and the contract is ter-
minated for default, the contractor may be required to "transfer title and deliver to the Gov-
ernment, in the manner and to the extent directed by the Contracting Officer, (i) any completed
supplies, and (ii) such partially completed supplies and materials, parts, tools, dies, jigs,
fixtures . . . (hereinafter called 'manufacturing materials') as the Contractor has specifically
produced or specifically acquired for the performance of such part of this contract as has
been terminated." 41 C.F.R. § 1-16.901-32 (11) (1963). In addition, upon a default termination
the contractor, upon demand, shall pay to the government the amount of unliquidated
progress payments.
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dies of article 2 upon breach by the seller are fairly adequate. If the same
or similar goods cannot be purchased from alternative sources with reason-
able efforts the possessory remedies are available. In either case the buyer's
needs are satisfied. But if the "financing" buyer is also interested in secur-
ing the obligation of a breaching seller to repay advances, the possessory
remedies of article 2 provide tenuous protection. If the contracted goods
can reasonably be obtained from alternative sources, the obligation of the
seller to repay the advance is unsecured.

Under article 9, possessory remedies are readily available to a creditor
upon default by a debtor if a security interest in described collateral has
been created and perfected. In the case of the "financing" buyer, the
strengths of article 9 more than compensate for the remedial weaknesses
in article 2. A security interest may be created and perfected in described
collateral at the moment of acquisition by the debtor and continue through
the manufacturing process into the completed item. Upon default by the
seller, the "financing" buyer has possessory rights against the seller, the
seller's creditors, and purchasers for value not in the ordinary course of
business. As a result, the obligation to repay the advance is liquidated and
discharged as the "financing" buyer disposes of or retains the collateral
in accordance with part 5 of article 9. It would seem, then, that a careful
and planned combination of articles 2 and 9 will generally produce real-
istic and complete protection for the buyer of goods who has made ad-
vances to the seller prior to delivery.

Despite this, a vague feeling of discomfort remains. The "financing"
buyer's transaction involves dual, overlapping interests which do not fit
cleanly into the pattern of articles 2 and 9. While the "special property"
interest acquired upon identification of goods to a contract for sale may
indirectly achieve security results by supporting possessory remedies under
article 2, it seems clear under the Code that a definite line-a functional
line-is drawn between the concepts of "special property" and "security
interest." Article 2 is primarily devoted to insuring performance of the
contract for sale and this, of course, is the primary goal of the "financing"
buyer. Article 9 is seemingly exclusively devoted to securing the perform-
ance of obligations or payment of debts. Yet the "financing" buyer has
advanced money to facilitate the seller's performance of the contract. The
advance is not due until the seller breaches the primary obligation to
deliver goods. In a real sense, then, what the "financing" buyer has secured
under article 9 is the seller's duty to repay the advance upon breach of the
primary obligation to deliver goods. Article 9 and its function becomes
important only when the remedies of article 2 are found lacking and then
is seemingly applied to an obligation not clearly provided for in the defini-
tion of security interest. Nonetheless, the "financing" buyer should receive
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the same protection as a third party creditor who lends the seller money
to facilitate contract performance and creates a purchase money security
interest in the work in process. A functional approach does much to relieve
definitional discomforts, particularly where, as here, the advance financing
transaction has considerable business utility.

Some problems remain, however. Suppose in our problem that after the
"financing" buyer has created and perfected the security interest in manu-
facturing inventory and advanced 4,000 dollars against the contract price,
the seller breaches the contract by repudiation. The reason is financial in-
ability. In the seller's possession is a large quantity of work in process
allocated to contract performance and ten units which have been com-
pleted but not identified to the contract. There is one other creditor with
a perfected but junior security interest in the same collateral. Under our
analysis, the buyer has no right to possession under article 2 until the
goods have been identified to the contract. To satisfy his interest as a pur-
chaser, the buyer must enter into a new contract for manufacture and
sale with another producer and is relegated, without more, to unsecured
remedies under article 2 for breach of contract. Under article 9, however,
the buyer may take possession of this collateral to satisfy the obligation
of the seller to repay advances made. But does the "financing" buyer take
this collateral exclusively as a creditor rather than a purchaser? The
apparent conclusion under article 9 is that he does. Is it realistic to assume
that the "financing" buyer will not be interested in taking the collateral
as an owner simply because possessory remedies are not available under
article 2? The obvious answer to this question is no. The work in process
and completed units may have considerable utility in the repurchase con-
tract or as salvaged inventory. An important question, therefore, is whether
a "financing" buyer with a perfected security interest in inventory has
any option to use the security interest to obtain permanent possesion of
the collateral and, if so, how effective is this option?

As we have seen, under Uniform Commercial Code 9-505 (2), a cred-
itor who has taken possession after default by the debtor may elect to
retain the collateral in satisfaction of the secured obligation. He retains
possession as an owner and the practical 'result is a "sale" in which the
creditor foregoes any claim to the difference, if any, between the amount
advanced and the value of the collateral. But to implement this election
the creditor must notify the debtor and certain other creditors with per-
fected security interests in the same collateral. If these notified parties
object in writing the creditor must dispose of the collateral. Presumably
objection will occur in cases where the value of the collateral exceeds the
amount of the loan and, in this way, an accounting is compelled. Finally,
the "notice-objection" procedure cannot be varied by agreement between

[Vol. 52:281



ADVANCE PAYMENTS UNDER THE U.C.C.

the creditor and the debtor. Thus, while the "financing" buyer has an
option to use the security interest as a method to obtain permament pos-
session and use, the option has some definite and potentially disruptive
restrictions.

This analysis reveals an unwarranted functional rigidity. The "notice-
objection" procedure may deprive the "financing" buyer of an option to
retain the collateral as an owner without inquiring whether retention has
in fact impaired legitimate interests of the debtor and other secured credi-
tors. Assuming that the purpose of "notice-objection" is to insure that the
creditor will not retain collateral, the value of which exceeds the loan
amount, the same protection can be achieved without subjecting the
"financing" buyer to the risk of losing possession. If the option to retain
possession is exercised, the "financing" buyer should be contractually obli-
gated to pay the contract price for all completed units and the reasonable
value of any work in process. The total amount due for inventory deliv-
ered should be offset against the total advances made and any excess paid
to the seller, subject, of course, to further deductions for breach of con-
tract damages. The fixed contract price will provide a ceiling on the
"financing" buyer's liability and if the advances are fairly geared to the
seller's progress no great disparity between advances made and work done
should arise. Since the parties are not free under the present version of
the Code to accomplish this by agreement, an amendment to section
9-505(2) permitting the "financing" buyer to retain possession without
the "notice-objection" procedure but requiring an accounting as suggested
above seems advisable. This result would preserve the purpose of the
"notice-objection" procedure and, at the same time, give a more realistic,
flexible remedy to the "financing" buyer. If the buyer has in fact made
advances and if a security interest has in fact been created and perfected
in inventory to be manufactured for sale to the buyer, neither the seller
nor third parties can legitimately complain if the security interest is in
fact used to expand possissory remedies to achieve article 2 results. While
the "financing" buyer's right to possession is derived from article 9, its
motivation and the resulting incidents of ownership are more consistent
with a sale than simple security. Other junior creditors must rely on a con-
tinuing security interest in proceeds derived from the retention procedure
and paid to the seller.
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