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FINANCING THE DEALER’S INVENTORY

The principal objective of mventory financmg is to provide the
dealer with a line of credit to carry on lus busmess. To achieve
this objective, it 18 necessary that the dealer have power to sell
the collateral, and to apply the proceeds to the purchase of other
goods, Since a sale of the collateral by the dealer to a bona fide
purchaser destroys the creditors security nterest in those goods,® he
obviously will not permit such disposition unless given protection in
some other way Therefore, to satisfy the demands of both the dealer
and the financier, the security mstrument must create what 1s termed
a floating lien. This device simply allows the creditors security
mterest to transfer from the old goods to the newly-acquired mventory.
As subsequent discussion indicates, this method of financing presented
many legal problems before the adoption of the Uniform Commercial
Code, and ultimately resulted m an unfriendly judieial attitude toward
mventory financing. In attempting to alleviate this hostile attitude,
the drafters of the Code have adopted the general philosophy that all
security tramsachions should be made as simple and legally safe as
possible. In this respect, the single and smmple security provided by
the Code 1s sumilar to that established by prior Kentucky law. Before
the Code, Kentucky recognized the essential sameness of purpose of
all the varied security devices, and treated almost all security trans-
actions under chattel mortgage law 2

I. Fmawncme A DEATER s InvenToRry FPrior 1o TEE Cope

To show the mmportance of the changes made by the Code m this
field of security transactions, it 18 necessary to explore the prior law
upon whach article 9 of the Code 1s based. The first part of this note,
therefore, 15 devoted to a summary analysis and evaluation of the
different devices previously used for finanemg a dealers mventory

Pledge
The parent of all devices for lending upon security of personal
property was the sumple pledge? The use of thus device requred
that the debtor (pledgor) deliver possession of the goods to the
creditor {pledgee), that title to the goods remam wn the debtor, and

1 Uniform Commercial Code §9-307. The Code [hereipafter cited as TCC]
has been enacted mto law as Chapter 355 of the Ky. BRev. Stat. Heremafter this
note cites only the section number of the Code, omitting Ky. Rev. Stat.

(196?) I)Knpke, Kentucky Modermzes the Law of Chattel Security, 48 Ky. L.J. 369

8 Kentucky has long recogmzed the use of the pledge device. E.g., Bogard v.
'i'%%ezi i S%(ir)n 1., 119 Xy, 637, 55 SSW 709 (1200); Thomas v. Sou d, 32 Ky.
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that possession be relinquished by the creditor when the debt was
discharged. For three reasons, the requirement of possession m the
pledgee serously limited the usefulness of this device for financing
mventory The transportation of the goods from the pledgor to the
pledgee and back was expensive to the borrower; the mam purpose of
the dealers financing was destroyed when he relinquished possession
of the goods; and on many occasions it was impractical for the pledgee
to take possession, especially if it happened to be a bank or finance
company. This last reason was elimmated somewhat by the modern
documentary pledge,* but the inability to overcome these other in-
adequacies led to a search for better devices for financing mventory

Chattel Mortgage

A chattel mortgage was simply a conveyance of title to the lender
to secure the debt until paid. Possession remamed m the borrower,
and title revested 1 him when the debt was discharged. The fact
that the borrower could retain possession made this device superor
to the pledge for purposes of financing a dealer s mventory But even
with this the chattel mortgage did not work well for the financing of
goods-mm-motion. Its failure was caused mamly by two judicially-
created rules of law The first orzgmated m Benedict v. Rainer® In
this case the United States Supreme Court held that if a creditor failed
to exercise dommion over the proceeds from the sale of lus collateral,
he would lose not only his security mterest i the proceeds, but also
his mierest 1n the vnsold goods and uncollected accounts. The Court
of Appeals of Kentucky adopted this rule.® The effect was that the
dealer, without the use of the proceeds, was unable to replemish his
mventory The second judicially-created rule, which mvalidated all
after-acquired property clauvses, further limited the effectiveness of
the chattel mortgage for financmg a dealers mventory” An after-
acquired property clause permitied the creditors security mterest to
transfer to the newly acquired goods® With these clauses mvalid by

4 Warehouse receipts and bills of Jading are examples of the documentary

g]edge. With this device ﬂllmssesmon of the gonds 1s taken by a bailee who 1ssues
ocuments representinf em. The goods are released by the bailee only on

presentation of these documents. The transfer of the document 15 equvalent to
mvesting possession 1 the pledgee and 1s sufficient for formation of a valid pledge.
Kentucky has recopmzed this as a security device. E.g., General Motors Ae-
ceptance Corp, v. Shﬁ(Motor Sales Co., 233 Xy. 290, 25 S.W.2d 405 (1930);
Douglas v. Pecple s Bank of Ky., 86 Ky. 176, 5 S.W 420 (1887).

5 268 U.S, 853 (1925).

8 Sandy Valley Grocery Co. v. Painck, 267 Ky. 768, 103 S.W.2d 307 (1937).

7 E.g., Sandy Valley Grocery Co. v, Patnck, supra note 8; Loth v. Carty, 85
Ky. 591, 4 S.W 814 (1887); Ross v. Wilson, Peter & Co., 70 Ky. 29 (1869).

8To achieve this purpose, an after-acquired property clause provides that the
security mterest presently created shall atfach to goods acqured subsequent to
the agreement.



144 KenTUcky LAW ]ouﬁNAL [Vol. 51,

law, the creditor could not permit the dealer to sell the goods and
retam the proceeds. In most states it was thought better to find more
flexible security devices for financing a dealer s inventory

Trust Receipi

The trust receipt, under prior law, was considerably more com-
plex than the chattel mortgage, prmmarily because it mvolved
three parties—the seller; the dealer, called the irustee; and the
finance company, called the entruster? It wvolved the following
procedure: (1) the manufacturer shipped the goods under a bill of
lading, with a draft for the price attached; (2) the financier honored
the draft, and took possession of the bill of lading; (8} the financier
~ then transferred the bill of lading to the dealer upon the execution of
two mstruments, a note for the loan and a trust receipt m which the
dealer acknowledged that the goods belonged to the entruster; and
{4) the dealer presented the bill of lading to the carrier and obtamed
the goods. The trust receipt was very useful for the financing of
mventories consisting of relatively expensive items, such as auto-
mobiles and home appliances. The manufacturers of such products
usually demanded cash when the goods were shipped to the dealer.
Ouly rarely could the dealer sell his stock to the consumer for cash.
Faced with this dilemma, the dealer had to rely on a bank or a finance
company for the necessary funds to purchase goods for xesale. This
prompted extensive use of the trust receipt. Kentucky recogmized the
use of this security device, but held that it was governed by chattel
morigage law 10

As with the pledge and the chattel mortgage, there were certam
limitations on the use of the trust receipt for financing mventory First,
the trust recept contemplated the purchase-money situation, and
could not be used to finance goods already 1n the dealers possession.t
Because of this limitation, an automobile dealer could not finance his
used cars with the trust recempt. In this respect the trust recempt was

9 Pnor to the enactment of the Uniform Trust Recewpts Act [heremafter cited
as UTRA], adopted m about 30 states, but not Kentucky, it was generally held
that the trust receipt had to be a tm-partite transaction. If tile went from the
manufacturer to the dealer and then to the financier, rather than directly from the
manufacturer to the finance company, the transaction was treated as a chattel
mortgage and voud agamst creditors, unless recorded. In re James, Inc., 80 F.2d
555 (2d Cir. 1829); In re AE. Fountamn, Inc., 282 Fed. 816 (2d Cir. 1922);
Arena v. Bank of Itely, 194 Cal. 195, 228 P. 441 (1924). UTRA §2(1)(b)(ii)
elimmated the requirement that title of the entruster had to be derved from
someone other than the trustee.

10 E.g., CLT. Corp. v. Wilson, 58 F.2d 910 (6th Cir. 1932); General Motors
Acceptance Corp. v. Sharp Motor Sales Co., 283 Ky. 290, 25 S.W.%d 405 (1930).

11 UTRA $2(1){a), adopting the common law mile, provided that the goods
must have been delivered to the trustee by the entruster or some third person,
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mienor to the chattel mortgage. A second limitation upon the trust
recerpt was that it could not contamn an after-acquired property
clause,!? thus each new addition to the dealer s mventory requred the
issuance of a new trust receipt to the entruster.’® The decision of
Benedict v. Ratner’®® governed this transaction also. If the entruster
failed to exercise dommmon over the proceeds, he could possibly lose
his security mterest.!* In spite of these limitations the frust recempt was
superior to the chattel mortgage for financing stock-mn-trade.

Field Warehousing

Earlier it was stated that the pledge was madeguate for financing
a dealers mventory for three reasons: (1) the transportation costs
were too expensive; (2) the dealer did not want to relinqush posses-
sion of the goods; and (8) the financier was usually unable to take
possession. Public warehousing solved the last problem by elimmating
the necessity of possession mm the financier.’® The other two reasons,
however, were sufficient to 1mpede the use of the pledge for financing
mventory To remedy this situation, there developed a method of
financmg called field warehousing?® This method requred that the
borrower set aside part of his building for a warehouse, to be con-
trolled either by a third party warehouseman or by the lender. The
dealer then delivered part of his goods to the “warehouse” and
received warehouse receipts which he pledged to the bank for the
loan. In other words, field warehousing mvolved two transactions, a
bailment of goods with the warehouseman and a pledge of the receipts
with the financier. At first glance it appeared that this device
elimmated only the “transportation expense objection”, removal of the
goods by the dealer required presentment of the warehouse recempts

12 Cases cited note 7 supra.

18 This problem was alleviated somewhat by the UTRA. Under this statute,
the secured party, by filing a “statement of trust receipt financing” m the
Secretary of States office, could avoid the necessity of fling each wmdividual
receipt, UTRA §13(1)(4).

13a 268 U.S, 353 (1925).

14 The UTRA also changed this rule. After the sale of the goods the
entruster s lien attached to the proceeds, and he was eniitled to prevail over
creditors who were subject to hus security imterest prior to the trustees sale.
UTRA 810.

13 See note 4 supra.

16 See, e.g., Umon Trust Co. v. Wilson, 198 U.S. 530 (1905); Love v.
Export Storage Co., 143 Fed. 1 (6th Cir, 1906); In re Wyoming Valley Collieres,
29 F Supgl} 106 (M.D. Pa. 1939). Although no cases have been reported n
Kentucky directly upholding field warchousing as a security device, the Court of
Appeals 1 Continental Can_Co. v. Jessamune Canmng Co., 286 Ky. 365, 150
5.W.2d 922 (1941), and Bell & Goggeshall Co. v. Kentucky Glassworks Co., 20
Ky. L. Rep. 1089, 48 5.W 440 (Ct. App. 1889), mmplied that if there had been
an independent warehouseman with exc?umve control over the goods the trans-
actions would have been upheld. '
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which were 1n possession of the bank. The most significant aspect of
field warehousing, however, and the one which distinguished it from
the documentary pledge, was that the dealer could remove the pledged
goods from the “warehouse” at any time, simply by replacmg them
with other collateral of equal value, Thus the dealer, m effect, was
not deprived of possession of hus mventory

A primary requirement of field warehousing was that the ware-
houseman have exclusive, open, and notorious control over the goods
m his possession. In Security Warehousing Co. v. Hand*® and n
Union Trust Co. v. Wilson,’8 the Supreme Court of the United States
established two factors which were necessary to constitute this control.
First, there had to be some notice to mnocent third parties that the
goods were subject to a security mterest, and second, the borrower
had to be excluded from access to the warehouse? Since this require-
ment of control by the lender, or by a third party, was characteristic
of any pledge, it was necessary for the Uniform Commereral Code to
continue the rule, The Code therefore provides that, “the require-
ments of possession [are not relaxed] where perfection of a security
mterest depends upon possession of the collateral by the secured
party or by a bailee.™® The official comments to this provision make
it clear that thus rule applies specifically to field warehousmng.?! The
effect of this provision, from the dealers pomt of view, 1s to reduce
the usefulness of field warehousmng for financing mventory Since the
trust receipt now has all the advantages of the after-acquired property
clause,?? the necessity of moving the goods m and out of the warehouse
as the dealer needs them can be elimmated. ¥rom the financiers pomt
of view, however, field warehousmg retams the advantage of permit-
ting credit extension m many cases where adequate security otherwise
would not be available. This 1s true because the field warehouse
receipt bars effective disposition of the collateral by the borrower,
whereas the chattel mortgage and trust receipt leave possession of the

18 198 1.S. 530 (1905).

19 Closely related to the problem of “control” was the question of whether
the custodian of the warehouse could be an employee of the bomrower. The .
courts were split on this question, but the majority held that the receipts were
not mvalid merely because an employee of the borrower was the warehouse
custodian. E.g., Philadelphta Warehouse Co. v. Winchester, 156 Fed. 600
{C.C.A.D. Del. 1907}; Love v. Export Storage Co., 143 Fed. 1 {6th Cir. 1908).
In Contnental Can Co. v. Jessamme Canmng Co,, 286 Ky, 865, 150 §.W.2d 922
(1941), the Court of Appeals decided that the warehouseman had to be a bona
fide, mdependent warchouseman, and that receipts issued by a custodian who
was also the borrower s employee were mvalid.

20 UCC §9-203.

2L UCC §9-205, comment 6.

22 0CC §9-204(8).

17208 U.S, 415 31907).
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collateral in the dealer, who, by selling to a buyer m the ordinary
course of busmess,?® can destroy the creditor s security interest.

The only limitation on field warehousmg for purposes of financmg
mventory, both before and after the Code, 1s that it cannot be used
effectively by a dealer who must have all hus mventory available for
sale at all imes. It has been more useful to a dealer who deals m
goods of a seasonable nature, where it 15 convenment for him to store
part of lus goods m the field warehouse durmg the off season, and
replace them with other goods as the seasons change.

Conditional Sale

Before the adoption of the Code the conditional sale was fre-
quently used to finance a dealers mventory This device was stmply
a sale m which the transfer of title depended upon payment of the
purchase price at some fixed time imn the future. Possession was
transferred to the dealer at the time of the sale. The conditional sale
was used only m transactions where parties standing m the actual
relation of vendor and vendee deswed to effect a credit sale. If used
to finance goods already m the dealers possession, or where there
existed a third party lender, the courts applied chattel mortgage law,*
which many times resulted 1 2 loss to the secured party because of
his failure to record.?®

At first, Kentucky courts refused to recognize the conditional sale,
and construed such contracts as passmg title to the purchaser, leaving
the seller with a lien for the unpaid consideration,?® After adoption of

23 Under the common law, see, eg., Bank of Amenca Natl Trust & Sav.
Assn v. National Funding Corp., 114 F.2d 49 (Cal. Dist. Ct. App. 1941), and
the UTRA, §$9(2)(a), a purchaser, in order to qualify as a Ii)u:,ua-r mn the
ordinary course of husmess, had to take the goods without notice of the secusity
mterest and in good faith. The Code extends the protection afforded to a buyer
1n the-ordinary course of busimess to mclude a person who has actual notice of the
lender s security interest. Section 1-201(9[:{l defines “buyer m the ordinary course
of busmness” as one who buys m good faith and without kmowledge that the sale
15 1 violation of the security wmterest of a third person. Section 9-307(1) provides
that a buyer 1n the ordinary cowrse of busmess takes free of a security interest
created by Ius seller even if he knows of its eastence. Combmmg these two
provisions, it follows that “the buyer takes free if he merely knows that there
15 a security mterest which covers the goods, but takes subject if he kuows, m
addition, that the sale 15 1 wiolation of some term 1 the security agreement not
waived by the words or conduct of the secured party.” TUCGC §9-307, comment 2.
The basic policy behind this protectHon 1s that inventory 1s intended for sale to
the consumer, and to facilitate commercial trade the secured party s mterest 1s
made subordinate to that of the buyer in the ordinary course of business.

24 E.g., In xe James, Inc,, 80 F.2d 555 (2d Cir. 1929); Hughbanks, Inc, v.
Gourley, 120 P.2d 523 (Wash. 1941).

25 k., g., Bryant v. Swofford Bros. Dry Goods Co., 214 U.S. 279 (1909); Hark-
ness v. Russell, 118 U.S, 663 (1888).

28 E.p., Taylor Motor Sales Co. v. Anto Ins. Co., 220 Ky. 6, 204 S W 773
{1927); Fry Bros. v. Theobold, 205 Ky. 146, 265 S.W 498 (1924).
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the Uniform Sales Act,?” the courts recogmzed conditional sales con-
tracts as mstruments securing debts, and generally sustained therr
terms respecting the reservation of title and repossession on default.
In spite of this fact, the conditional sale was given chattel mortgage
treatment; recordation was required for protection agamst subsequent
purchasers and creditors.?®

II. Fmvancmwe A Dearers InveNTORY UNDER THE CODE

Article 9 of the Code 1s not revolutionary legislation. It atterapts
to elimmate from the law of commercial transactions the traditional
security devices, some of which have been described m the first part
of this note, and to substitute m therr place one very simple device
called the security agreement.®®

All the significant changes made by article 9 m the field of
mventory financmg are related to the validation of the floating lien by
section 9-205. The floating lien 1s a continung lien on the dealers
mventory which enables the borrower to sell the goods and to use
the proceeds to replemsh his mventory Upon acquisition of the new
goods the creditors security mterest “floats” from the old goods onto
the new The provisions of article 9 which make the floating lien
possible are:

1. section 9-205, which elimnates the rule of Benedict v. Ratner;

2. section 9-204(3), which provides for the after-acquired property
clause, and section 9-108, which provides that the security interest
in the after-acqured property 1s taken for new value rather than for
a pre-existing obligation;

8. section 9-204(4}, which prowvides for future advances on present
security: and

" 4. section 9-312(5), which establishes the first-to-file and the first-
to-perfect priority rules.

Before the enactment of the Code, the floating lien was theo-
retically impossible, but the same result was accomplished with some
difficulty and unnecessary expense. To create a floating lien a
specified sum 1s loaned agamst the dealers present and after-acquired
mventory, with the dealer agreemg to keep the inventory-to-loan
ratio at a certain figure. Since the borrower, under pre-Code law, had
to account for all the proceeds mmmediately upon disposal of the goods,
the loan was necessarily self-liquidating. To illustrate, suppose A
agreed to finance X at the ratio of fifty per cent of mventory. A

27 Kentucky Acts 1928, ch. 148.

28 E.g., Denkins v. Hum hreys, 310 Ky. 344, 220 S.W.2d 847 (1949}; Fields
Motor Co V. Sturgill, 279 Ky 47, 129 S.W.2d 1003 {1938); C.L'T. Corp. v. Short,
278 Ky. 190, 115 5.W.2d 899 (1938)

28 YCC §9-105(1)(h).
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The validation of the floating lien was also a substantial contribu-
tion. By its effective use, a financing agency can make available to a
dealer all of his needed capital secured by the dealers present and
future mventory Such a result can be achieved if the secured party
uses the Codes flexbility, easing and strengthening his control over
the collateral as the credit nsks fluctuate. If the financier cannot be
certam of the course of action his debtor might take, it 1s adwvisable
that he exercise stringent policing procedures over his collateral, rely-
g lightly upon the after-acquired property clause or the future
advances clause for protection of his security mterest.

Robert Lawson



