prepaying purchaser

What if the seller goes broke?

town wants to prepay for a
fire truck. But what if the
manufacturer is in shaky

financial shape?

When the typical consumer or
business person buys a product from
a store or supplier in a cash or credit
transaction, he or she does not stop
to think about whether it may be
subject to a security interest. That
rarely causes a problem because the
law generally protects a buyer who
pays for goods at or after delivery.
However, where the buyer prepays,
the seller’s bankruptcy prior to deliv-
ery can cost the buyer its prepayment
and leave it with no right to the
goods.

Fortunately, there are steps a pre-
paying commercial buyer can take to
avoid ending up in this situation.
Buyers in consumer transactions have
better statutory rights than commer-
cial buyers and this article does not
deal with consumer buyers.

The critical things a commercial
buyer can do where there is a risk of
the seller’s insolvency before delivery
are to take a security interest in the
goods it is buying and to get a subor-
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dination agreement from any other
creditor holding a conflicting security
interest. Alternatively, a buyer of a
major custom-manufactured product
can require the seller to provide it
with performance and payment
bonds; however, such bonds are not
appropriate for many types of transac-
tions, they are expensive and many
sellers cannot get them.

As the many reported cases in this
area show, buyers often fail to take
appropriate precautions and wind up
holding the bag.

UCC rights and remedies — The
Uniform Commercial Code’s Article 2
(which deals with sales of goods)
gives the buyer a variety of statutory
rights and remedies when the seller
breaches the purchase contract, even
if the buyer does not have a security
interest. The full array of Article 2
remedies is set out in great detail in
Parts 6 and 7 of Article 2. The most
important ones involve getting posses-
sion of the goods or recovering dam-
ages. However, if the seller is insol-
vent, an unsecured buyer’s statutory
remedies become extremely limited.
In that situation, it is crucial for the
buyer to have a senior security inter-
est under UCC Article 9 in the goods
it is buying and in related items such

as plans, components acquired for
incorporation into the goods, etc.

If the seller becomes insolvent, the
buyer’s rights and remedies collide
with those of the seller’s other credi-
tors. The seller will usually be
financed by a bank or other lender
with a security interest in all of its
assets including the goods being
bought by the buyer. If the seller goes
broke, both the buyer and the secured
lender will want to claim the goods.
Absent appropriate precautions by the
buyer, the deck is heavily stacked in
favor of the secured creditor.

The primary statutory protection
provided to the buyer is §9-320 (all
statutory citations are to the official
text of the UCC). It provides that “...
a buyer in ordinary course of business
... takes free of a security interest cre-
ated by the buyers seller, even if the
security interest is perfected and the
buyer knows of its existence.” On
casual reading, §9-320 seems to pro-
tect the buyer; however, it has very
serious limitations. A full review of
those limitations is beyond the scope
of this article, but there is a general
discussion of the subject in 4 White
and Summers, Uniform Commercial
Code §33-8 (5th ed. 2002) (White &
Summers).
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Limitations of statutory rights and
remedies — One key limitation is that
a commercial buyer does not have the
protection of §9-320 unless it comes
within the detailed definition of a
“buyer in ordinary course of business”
set out in §1-201. The core require-
ment for buyer in ordinary course of
business status is that the buyer be:

... a person that buys goods in good
faith, without knowledge that the
sale violates the rights of another
person in the goods, and in the
ordinary course from a person,
other than a pawnbroker, in the
business of selling goods of that
kind.

Many commercial buyers could
meet that part of the test. However,
when Article 9 was overhauled several
years ago (with an effective date of July
1, 2001 in most states), a change was
also made in §1-201s buyer-in-ordi-
nary-course-of-business definition.
That change added a new and impor-
tant limitation on the buyer’s rights by

for specific performance of the seller’s
obligations. However, each of those
remedies is available only in limited
circumstances.

e Section 2-501, which provides
for how the buyer obtains a “special
property interest.”

e Section 2-502, which severely
limits the buyer’s right of recovery by
providing that, if the seller is insol-
vent, the buyer can recover the goods
only if the seller becomes insolvent within
10 days after receipt of the first install-
ment of their price. Obviously, that will
be very rare and is difficult to prove.

In the great majority of cases, the
buyer’s Article 2 remedies against an
insolvent seller will be inadequate
and, if it does not also have a senior
Article 9 security interest or a per-
formance and payment bond, the
buyer will lose out to the seller’s
secured lender.

Ilustrative cases — There are many
reported cases on the relative rights of
the buyer and the secured lender
under the predecessor to §9-320 con-

banks’ security interest.

During construction of the vessels,
the shipyard suffered severe financial
difficulties and stopped construction.
Shortly thereafter, the shipyard filed
for bankruptey. At that point, one of
the vessels was essentially complete
and ready for delivery. The other was
about 85 percent complete, and the
buyer had paid virtually the entire
price of both vessels. The vessels were
sold out of the bankruptey for a frac-
tion of the contract price and both the
banks and the buyer’s successor-in-
interest claimed they were entitled to
receive the proceeds. Interestingly, the
court reached different results with
respect to the two vessels.

As to the completed vessel, the
court held that the buyer was a buyer
in ordinary course of business protect-
ed by the predecessor to §9-320
because:

e when the vessel became deliver-
able, the banks’ security agreement
permitted the sale and the buyer was
unaware of a violation of the security
agreement;

The buyer will lose out to seller’s secured lender.

providing that: “Only a buyer that
takes possession of the goods or has a
right to recover the goods from the
seller under Article 2 may be a buyer
in ordinary course of business.”

With this change, absent a valid
senior security interest in the goods, a
buyer must analyze its right to recov-
er the goods under Article 2 to deter-
mine whether it is entitled to the pro-
tection of §9-320. It will us
ually be disappointed.

The Article 2 provisions are com-
plex, but some of the key ones are:

e Section 2-716, which provides
that a buyer has a right of replevin if it
holds a “special property interest” in
the goods. That section also provides
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tained in the old version of Article 9.
A brief discussion of two of the cases
will highlight some of the problems
with an unsecured buyers statutory
remedies.

In In re Tacoma Boatbuilding Co.,
158 B.R. 19 (Bankr. S.D.N.Y. 1993),
the buyer entered into contracts with
a shipyard to construct two vessels
for a price of more than $31 million
each. The vessels and the contracts
for their construction were substan-
tially identical except for different
delivery dates. The shipyard had pre-
viously granted a security interest in
its inventory to a group of banks.
When the buyer entered into the
contracts, it was unaware of the

o the Coast Guard had issued a cer-
tificate of documentation showing the
buyer as the owner;

e the shipyard had issued a
builders certification of completion;
and

o the vessel had been “identified to
the contract” under §2-501.

With respect to the second vessel,
the court focused on the fact that it
was not finished and held that, in
order to constitute “goods,” an item
must be complete. It concluded that
only a buyer of “goods” is entitled to
buyer-in-ordinary-course-of-business
status and, therefore, held that the
banks’ security interest in the incom-
plete vessel trumped the claims of the
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buyer and awarded the proceeds of its
sale to the banks. Other cases have
reached differing conclusions on the
issue of whether incomplete items can
qualify as “goods” for purposes of
identification to a contract. See, 2
Hawkland, UCC Series §2-501:2
(2002).

The Tacoma Boatbuilding court dis-
cussed the terms of the contract speci-
fying when title to the vessels was to
transfer to the buyer, but appropri-
ately held that passage of title was
immaterial to the issue of buyer-in-
ordinary-course-of-business status.
Section 9202 generally makes the
location of title irrelevant for purpos-
es of Article 9 and §1-201(35) pro-
vides that a purported reservation of
title is effective only to create a secu-
rity interest, which must then be per-
fected in accordance with Article 9.
Nevertheless, some courts have con-
sidered the passage of title to be an
important, if not critical, factor in the
analysis. See, White & Summers at
833-8, fn. 5.

Another illustrative case is In re G.
Paoletti Inc., 205 B.R. 251 (Bankr.
N.D. Cal. 1997), which involved a
contract under which the city of
Oakland agreed to buy two custom-
built fire trucks for approximately
$360,000. When the seller filed for
bankruptcy, the buyer had paid
approximately half the purchase
price and the trucks were about 75
percent complete. The evidence
introduced by the buyer indicated
that the value of the incomplete
trucks was approximately $310,000
and that it would cost roughly
$140,000 to complete them.

The seller’s trustee in bankruptcy
sought court authority to sell the
incomplete trucks for $125,000 to a
third party free and clear of all liens
and interests. Both the buyer and the
seller’s secured lender made claims to
the trucks or their proceeds.
Ultimately, the court authorized the
sale free and clear and awarded the
proceeds to the lender.

Unlike the Tacoma Boatbuilding
court, the Paoletti court stated that
goods can be identified to a contract
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even though they are not complete.
However, it also held that where the
seller becomes insolvent before deliv-
ery, §2-502 provides the buyer’ sole
remedy for obtaining possession of
the goods and that the replevin provi-
sions of §2-716 are not available. As
noted above, one of the requirements
of §2-502 is that the seller become
insolvent within 10 days after receipt of
the first installment of the purchase
price. That requirement obviously
makes the remedy of little practical
value in most cases.

These cases highlight the inadequa-
cy of the UCC’s statutory remedies for
an unsecured buyer and the need for
it to take further precautions.

How can the buyer best protect itself?
— What should the prepaying buyer
do to protect itself? The critical steps
are:

e obtain and perfect an appropriate
Article 9 security interest;

e get lien searches against the seller
to identify any conflicting security
interests; and

e establish the priority of the
buyer’s security interest by getting
subordination agreements and con-
sents to the sale from the holders of
conflicting security interests.

While these precautions are not
necessary (or likely to be agreed to)
when the seller is highly credit-wor-
thy, if there is a risk of the seller
becoming insolvent, they are critical.

The buyer’s security interest should
secure all the seller’s obligations to the
buyer under the purchase contract
and any related agreements. It should
cover, at a minimum, the goods to be
purchased and all materials, compo-
nent parts and accessories acquired by
the seller to incorporate into those
goods. Depending on the nature of
the contract and the goods, it may
also be appropriate to cover plans and
specifications, relevant contracts with
third parties, specialized tooling and
other items related to the goods.

The seller’s secured lender is likely
to be willing to enter into an appro-
priate subordination agreement if that

is a condition to the purchase contract
because it will want to see the buyer
enter into a profitable contract.
Depending on the seller’s financial
position, the lender may require that
the buyer make its payments directly
to the lender or otherwise take con-
trol of those payments.

Even if the lender will not agree to
subordinate, the buyer may be able
to get priority over the lender’s secu-
rity interest by following §9-324’%
provisions allowing a purchase
money security interest to take prior-
ity over a preexisting nonpurchase
money security interest. However, it
would be risky for the buyer to rely
solely on those provisions in most
cases.

There are various other issues the
buyer may need to consider depend-
ing on the nature of the contract, the
type of goods being purchased and
the financial position of the seller.

First, the buyer should address
insurance coverage. The seller’s
lender will undoubtedly require the
seller to carry adequate insurance on
its inventory and other assets and to
name the lender as loss payee under
a lender’s loss-payable endorsement.
The subordination agreement should
make it clear that the buyer’s priority
extends to proceeds of the collateral
including insurance proceeds.

The buyer should require the sell-
er to maintain adequate insurance
during the manufacturing process.
For some major custom-manufac-
tured goods, it may be appropriate to
require that insurance be provided
under a separate policy. The buyer
should be named as loss payee with
respect to the goods, ideally under a
lender’s loss-payable endorsement
recognizing its interest as a secured
creditor under the security agree-
ment. A lender’s loss-payable
endorsement protects against actions
of the seller that could otherwise
void coverage, such as misrepresenta-
tions in the insurance application.
For any major contract, the buyer
should seek the advice of an experi-
enced insurance broker.
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Second, if the contract is for a
vessel, aircraft, titled vehicle or other
item subject to titling with a govern-
ment agency, the buyer may want to
require the seller to title it in the
name of the buyer at the earliest pos-
sible time, or at least not permit the
seller to title the item in its own
name. If the seller titles the item in its
own name, the buyer is likely to lose
perfection of its security interest unless
it complies with the perfection require-
ments of the applicable title statute.
See, §§9-109(c)(1) and 9-337.

Third, if the buyer is providing
the seller with any specialized tool-
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ing, plans, major components of the
goods or other significant items
already owed by the buyer, the con-
tract should make it clear that those
items remain the property of the
buyer and the buyer should file a
UCC financing statement saying so.
Finally, the buyer should remem-
ber that, to the extent the seller is
itself a prepaying buyer with respect
to major components of the goods,
the concerns raised in this article also
apply to the contracts between the
seller and the suppliers of those com-
ponents. If a significant amount of
the buyer’s prepayment is being used

to prepay the seller’s suppliers, the
buyer may need to make sure that
the seller appropriately protects its
rights against those suppliers.

Although there are serious risks to
entering into a contract to purchase
goods from a seller whose solvency is
questionable, there are some basic
steps a prudent buyer can and should
take to protect its rights. The buyer
generally must take those steps before
entering into the contract. Later on,
when a problem develops, it is likely
to be too late.
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