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312(3)(c) provides that the requisite notice is effective for five years,
by analogy to the period of effectiveness of a financing statement.®
It is reasonable to presume that, given the nature of inventory
financing as an on-going relationship,® this clarification was made
to simplify the development of on-going purchase money financing
relationships in inventory.* If the drafters contemplated one-shot
transactions, they would have required the purchase money financier
to give notice each time a PMSI in inventory was anticipated.

In addition, section 9-312(3)(d) requires that the collateral that is
to be subject to the PMSI need only be described by ‘‘item or
type.’’?” While the purchase money financier is wise to be as specific
in this description as possible in order to facilitate the later identi-
fication of its collateral,® the broad nature. of the permissible de-
scription facilitates an on-going relationship when the particular items
to be supplied may not be known in advance. If the drafters intended
to limit purchase money financing to one-shot transactions, a more
specific description would not be an undue burden and would have
been required.” '

B. The Comments

The statements of purpose contained in the comments to the
previously discussed sections support the foregoing construction of
the Code provisions relating to purchase money financing of inven-
tory.'® Comment 1 to section 9-107 refers to the ‘‘existing’’ prefer-

94. This construction is clarified in the 1972 Reason for Change 2(a) accom-
panying the 1972 Amendments to Article 9, and is implicit in the text of § 9-
312(3)(c). The notice must be received by the prior secured party ‘‘within five years
before the debtor receives possession of the inventory.’’ Accordingly, a notice sent
in 1982 will still be effective with respect to a delivery of inventory in 1986. See
infra note 96. )

95. Kripke, Current Assets Financing as a Source of Long-Term Capital, 36
MINN. L. Rev. 506 (1952); Weeks, ‘“Floating Liens’’ in Inventory Financing, 1956
U. ItL. L. F. 557 (1956); Gilmore, supra note 21 at 1380-1382; see supra notes 83
and 85, and infra notes 174-181 and accompanying text; and infra Part V.C. See
also Holzman v. L.H.J. Enters., 476 F.2d 949 (9th Cir. 1967) and Rosenberg v.
Rudnick, 262 F.Supp. 635 (D. Mass. 1967) (explanation, supra note 83).

96. ‘... [T)he purchase money financier may satisfy the requirement [of
notice] for a series of transactions by a single notice.”” Hogan, supra note 85, at
144. See infra note 215 and accompanying text.

97. UCC § 9-312(3)(d) (1987); Hogan, supra note 85, at 141.

98. See supra notes 82 and 85. ]

99. Even in the context of ‘‘fungible’’ items of inventory, such as hardware
or shirts, a more specific description, for example including the quantity of goods
delivered, is possible in a single transaction. However, where on-going financing is
anticipated, the only description possible is a general description by item or type.

100. The importance and propriety of the comments in the interpretation of
the provisions of the Code have been the subject of considerable debate. See Skilton,
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ence for ‘‘purchase money obligations.”’'® From the outset, the
drafters intended to protect the new value lender against the party
who simply improves its position vis a vis other creditors.!®? ‘‘“Thus
a purchase money obligation has priority over an interest acquired
under an after-acquired property clause.’’'%

Comment 2 to section 9-107'% has been construed as limiting a
PMSI solely to the price or obligation incurred for specific collateral.
This construction is based on the premise that the purchase money
financer, by asserting priority as to subsequent deliveries of collateral
as security for earlier purchase money advances, obtains a ‘‘security
interest [in the subsequent collateral] taken as security for or in
satisfaction of a pre-existing claim or antecedent debt [the purchase
money obligation relating to the first shipment].’’' While this inter-

Some Comments on the Comments to the Uniform Commercial Code, 1966 Wis.
L. Rev. 597 (1966); Braucher, The Legislative History of the Uniform Commercial
Code, 58 CorLuM. L. REv. 798 (1958). Suffice to say that careful analytical use of
the comments, to a greater extent than the drafting and legislative history of the
Code, see note 144 infra, is indispensable in determining the proper purpose and
policy underlying the Code’s provisions. As Professor Gedid has noted,

““The Code commentary was a major part of the patent reason device

[employed by Llewellyn in drafting the Code]. Llewellyn argued that the

use of written statutory commentary was a necessary condition for the

sound development of commercial law by the courts, and that the purpose

of a commentary was to guide and connect the development of legal

material as a whole. . . . [Tlhe comments would also show the purpose,

policy, or reason for a Code section, group of sections, article, or articles.

The commentary was thus an indispensable part of Llewellyn’s patent

reason technique. . . .

Gedid, UCC Methodology: Taking a Realistic Look at the Code, 29 WM. & MARrY
L. REev. 341, 375 (1988).

101. UCC § 9-107, comment 1 (1987) (emphasis supplied). This preference for
securing the obligation advanced to the debtor for acquisition of new assets is firmly
rooted in the pre-code common law relating to purchase money financing. See
Lloyd, supra note 44, at 16, where the author concludes that modern authority has
recognized that, at common law, ‘‘it is the nature of the debt rather than the
technicalities surrounding the execution and delivery of the security device that is
responsible for the purchase money priority.”’

102. See infra Part IV.B.l.c.

103. UCC § 9-107, comment 1 (1987).

104. When a purchase money interest is claimed by a secured party who

is not a seller, he must of course have given present consideration. This

section therefore provides that the purchase money party must be one who

gives value ‘by making advances or incurring an obligation’: the quoted
language excludes from the purchase money category any security interest
taken as security for or in satisfaction of a pre-existing claim or antecedent
debt.

UCC § 9-107, comment 2 (1987).

105. Id. This construction of the comment was first put forward in In re
Simpson, 4 U.C.C. Rep. Serv. (Callaghan) 243, 246 (Bankr. W.D. Mich 1966) and
was followed uncritically by the Fifth Circuit Court of Appeals in /n re Manuel,
507 F.2d 990, 992 (5th Cir. 1975).
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pretation may be appealing initially, given the Code’s preference for
new value and the recognition of inventory financing as an on-going
relationship, this construction takes an unduly narrow view of the
protections afforded the purchase money financier by the Code. A
view more in line with the policies of the Code results in approaching
the purchase money inventory arrangement as a ‘‘pooling concept.’’!%
At the time of the subsequent shipment, the purchase money financier
makes a contemporaneous advance. That is, the purchase money
financier supplies new value each time new assets are provided to
the debtor and makes repeated infusions of assets to the borrower’s
estate. Accordingly, the collateral securing the indebtedness does
secure the price of all the collateral made available by the purchase
money financier. In the context of a pure purchase money on-going
relationship, every dollar advanced to the debtor, in fact, constitutes
value given ‘‘to enable the debtor to acquire rights in or the use of
collateral,”’’” which is all the collateral that is claimed (or can be
claimed) by the purchase money financier. Therefore, the purchase
money financier has satisfied the requirements of the section and the
comment. More to the point, this comment, in the overall context
and scheme of the Code’s purchase money provisions, does no more
than restate the distinction drawn by the drafters between old value
and new value in the earlier drafts.!®

106. See supra note 83. For further criticism of this construction of comment

2, see Aronov, supra note 21, at 43-44 and Lloyd, supra note 44, at 49-50.
107. UCC § 9-107 (1987).
108. Professor Gilmore’s discussion of the concept of ‘‘new value’’/*‘present

consideration’’ in the context of § 9-107(b) is instructive.
The ‘person’ described in [§ 9-107(b)] is evidently one who gives what the
Uniform Trust Receipts Act called ‘new value.’. . . In 9-108, which deals
with the problem of when interests in after-acquired property are to be
considered as having been taken for new value or for old debt, there is a
reference to a secured party who ‘‘makes an advance, incurs an obligation,
releases a perfected security interest, or otherwise gives new value . . ..”
[§ 9-108 quoted in part.]
There is no apparent reason why the concept of ‘new value’ with respect
to a purchase money security interest under 9-107 should be any less broad
than the concept as it appears in 9-108. Evidently no past consideration or
antecedent debt will support the 9-107 purchase money interest. Something
must be given, more or less simultaneously with the debtor’s acquisition
of property, which is intended to, and which does, enable him to acquire
the property. . . . Taken literally, 9-107 seems to say that only ‘making
advances’ or ‘incurring an obligation’ (which would presumably include a
commitment to the debtor to make an advance as well as a binding promise,
by way of guaranty or otherwise, to pay the seller) qualify as ‘value’ for
the purpose of 9-107. It is suggested, in line with the 9-108 comment, that
the references to advances and obligations be taken in 9-107, as they clearly
must be taken in 9-108, as merely illustrations of the underlying concept
of ‘new value.” (Citation to § 9-107, comment.)

Gilmore, supra note 21, at 1374-1375.
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The comments to section 9-204 demonstrate the drafters’ intention
to validate, in the broadest fashion, the floating lien. Noting the
nineteenth century prejudice against the floating charge the comment
states that early courts were of the opinion

that a commercial borrower should not be allowed to encumber all
his assets present and future, and that for the protection not only
of the borrower but of his other creditors a cushion of free assets
should be preserved. That inarticulate premise has much to rec-
ommend it. This Article decisively rejects it not on the ground that
it was wrong in policy but on the ground that it was not effec-
tive. . . . This Article, in expressly validating the floating charge,
merely recognizes an existing state of things.

The substantive rules of law set forth in the balance of the
Article are designed to achieve the protection of the debtor and the
equitable resolution of the conflicting claims of creditors, which the
old rules no longer give.!® '

This comment makes clear the universal scope of an after-acquired
property clause, except as specifically limited by section 9-204(2)
relating to consumer goods. Section 9-204 validates the floating
charge in all contexts and with respect to all forms of collateral.!!
It is left to the ‘‘substantive rules of law’ set forth elsewhere in
Article 9 to establish the necessary debtor protections and resolve
the resulting conflicts between creditors.'!!

The strict tracing of purchase money obligations to the specific
purchase money collateral giving rise to that specific obligation does
not take account of the relaxation of the control required to be
exercised by the secured party under section 9-205. The section repeals
specifically the rule of Benedict v. Ratnor.''? The comment states

The principal effect of the Benedict rule has been, not to discourage
or eliminate security transactions in inventory and accounts receiv-
able—on the contrary such transactions have vastly increased in
volume—but rather to force financing arrangements in this field to
a self-liquidating basis. Furthermore, several lower court cases . . .
required lenders operating in this field to observe a number of
needless and costly formalities: for example it was thought necessary
for the debtor to make daily remittances to the lender of all
collections received, even though the amount remitted is immediately

109. UCC § 9-204, comment 2 (1987) (emphasis supplied).

110. See Hogan, supra note 85.

111. As noted, see supra notes 79-83 and accompanying text, nothing in the
text of § 9-107 limits the efficacy of the after-acquired property clause in the
purchase money context. Indeed, the ‘‘substantive rules of law’’ which govern
conflicting claims of creditors in the purchase money context are found in § 9-
312(3)-(4) and § 9-313.

112. Benedict v. Ratnor, 268 U.S. 353 (1925).
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returned to the debtor in order to keep the loan at an agreed level.' .
Comment 3 notes that the policing requirements of Benedict, which
section 9-205 repeals ‘‘in matters of form,’’ must be reconsidered in
light of the notice provisions required by the filing rules in section
9-302." That is, providing notice of the security interest avoids the
problems of fraud and misleading that concerned Justice Brandeis in
Benedict."s This is critical in the context of the PMSI in inventory.
Not only must the purchase money financier of inventory perfect its
interest before the debtor’s receipt of the goods, but it must also
give notice of the claimed APMSI to -any creditor who has filed a
financing statement.!'s Accordingly, the notice provisions of section
9-312(3) eliminate the opportunity for deception of other creditors
by assuring that all interested parties possess knowledge of the
situation and can take appropriate measures to protect their interests.

Comment 3 to section 9-312 applies this idea of notice directly
to the purchase money. situation involving inventory.

- The reason for the additional requirement of notification is that
typically the afrangement between an inventory secured party and
his debtor will require the secured party to make periodic advances .
against incoming inventory or periodic releases' of old inventory as
new inventory is received. A fraudulent debtor may apply to the
secured party for advances even though he has already given a
security interest in the inventory to another secured party. The
notification requirement protects the inventory financer .in such a
situation: if he has received notification, he will presumably not
make an advance; if he has not received notification (or if the other
interest does not qualify as a purchase money interest), any advance
he may make will have priority.!"’ ’

Once the prior inventory financier receives notice that a purchase
money financier exists, it can protect its interest by not making
further advances against the purchase money inventory. It is true
that the prior financier may lose all inventory collateral by virtue of
the sale of the existing (nonpurchase money) inventory collateral.!!?
It is also true, however, that ‘‘presumably,’”’ the prior financier has
not advanced any new funds against the purchase money inventory'"?
and, if necessary, can decrease the amount of the outstanding ad-

113. UCC § 9-205, comment 1 (1987).

114. Id., comment 3.

115. Benedtct 268 U.S. at 364-65.

116. UCC § 9-312(3) (1987).

117. UCC § 9-312, comment 3 (1987).

118. This consideration appears to have been of 51gn1ﬁcant concern to Pro-
fessor Hansford resulting in his view that the limited role left for purchase money
inventory financing by the Southtrust case is preferable to the on-going scenario
advocated by this Article. See Hansford, supra note 28, at 262.

119. UCC § 9-312, comment 3 (1987).



462 TENNESSEE LAW REVIEW [Vol. 57

vances,'?® and the prior financer, in most cases, will have a prior
security interest in accounts receivable!?! created by the sale of the
purchase money inventory in the ordinary course of debtor’s busi-
ness.'?

The text and comments to sections 9-107, 9-204, 9-205 and 9-312
all evince a purpose to give the purchase money inventory financier
the ability to enter into an on-going relationship with the debtor.
Such a relationship can only be effective if the purchase money
financier enjoys the benefits of the floating lien. As the third com-
ment to section 9-312 notes: ‘‘Prior law, under one or another theory,
usually contrived to protect purchase money interests over after-
acquired property interests . . . . While this Article broadly validates
the after-acquired property interest, it also recognizes as sound the
preference which prior law gave to the purchase money interest.’’'??
Viewed as a whole, the text and comments of the pertinent provisions
of Article 9 demonstrate a clear preference for purchase money
interests and obligations. The Article also recognizes the reality of
inventory financing and the need for flexibility on the part of the
secured party to permit the debtor to operate his business without
undue technical interference, made necessary solely to protect the
priority of the secured party. Taken together these policies require
validation of the floating lien in the context of the PMSI in inventory.
Such a broad construction is not, however, limitless. Properly con-
strued, the PMSI will have no detrimental effects on the prior lender,
but will allow the debtor to obtain additional credit from an outside
source. !

Analysis of the drafting and legislative history of the relevant
provisions of Article 9 will demonstrate the validity of the foregoing
construction. The pre-Code development of the after-acquired prop-
erty clause and purchase money preference greatly influenced the
earliest drafts of Article 9. The after-acquired property provisions
and the purchase money provisions of Article 9 complimented and
reinforced the policies and purposes of the Code to facilitate com-
mercial transactions while protecting the legitimate interests of all
parties. This symbiotic relationship between the floating lien and the
PMSI manifested itself from the earliest drafts of the Code and

120. By applying payments received from the debtor and not readvancing
except against collateral as to which the prior lender maintains priority, i.e., non-
purchase money collateral.

121. See supra note 69 and accompanying text, regarding standard general
secured financing practices utilizing blanket liens.

122, See U.C.C. § 9-312(3) (1987). See infra Part VI regarding the scope of
the PMSI in inventory and the lack of prejudice to the prior secured party.

123. UCC § 9-312, comment 3 (1987).

124, See infra Part VI (regarding the proper limitations on the scope of the
PMSI inventory and the rights and duties of the parties).
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confirms the broad validation of the purchase money priority advo-
cated herein.

IV. HisTorICAL ANTECEDENTS: PRE-CODE INVENTORY FINANCING
AND THE DRAFTING AND LEGISLATIVE HISTORY OF ARTICLE 9

A. Pre-Code Inventory Financing
1. The After-Acquired Property Clause

The PMSI, whether in inventory or other collateral, may be
viewed as a sort of ‘‘quid pro quo’’ following the validation of the
after-acquired property clause.'* Consequently, in order to fully
appreciate the proper scope to be accorded the PMSI in inventory
under the Code, it is necessary to review, briefly, how pre-Code law
dealt with the after-acquired property clause in the context of inven-
tory financing.'?

The common-law courts had a conceptual difficulty with the idea
that one could mortgage property that one did not yet own.'?” As a
result of such ‘‘metaphysical’’ difficulties,'?® early common-law courts
generally were unwilling to recognize the efficacy of after-acquired
property clauses. With the advent of expanding commerce in the
latter nineteenth century, however, courts began to validate the after-
acquired property clause as it related to fixed assets.'®

Notwithstanding the trend toward validation of after-acquired
property clauses vis-a-vis fixed, relatively permanent assets, such as
equipment, difficulties remained concerning application to the ‘‘mort-
gage on a shifting stock,’’ that is, inventory liens. The courts were
concerned by the appearance of a large bulk of unencumbered assets,
coupled with the perceived inability to give adequate notice of the
lien to other creditors, which could mislead unsecured creditors as

125. See supra note 24 and infra note 140; Gilmore, supra note 21, at 1334,

126. For more detailed analysis of the historical development of the after-
acquired property clause in the context of inventory financing, see generally, Gilmore,
supra note 21; 1 GILMORE, SECURITY INTERESTS IN PERSONAL PROPERTY, §§ 2.3-2.5,
4.4, 4.8, 4.12, 5.4, and chapter 6 (1965) [hereinafter 1 GILMORE, PERSONAL Pror-
ERTY], Gilmore & Axlerod, Chattel Security: I, 57 YALE L.J. 517, 533-41 (1948)
[hereinafter Gilmore, Chattel I]; Gilmore, Chattel Security: II, 57 YaiLe L.J. 761
(1948) [hereinafter Gilmore, Chattel II]; Cohen & Gerber, The After-acquired
Property Clause, 87 U. Pa. L. Rev. 635 (1939); Skilton, Mortgages on Merchandise,
1963 Wis. L. Rev. 359 (1963); Weeks, “‘Floating Liens’’ in Inventory Financing,
1956 U. IrL. L. F. 557 (1956).

127. Cohen & Gerber, supra note 126, at 635; 1 GILMORE, PERSONAL PROPERTY,
supra note 126, at 33; Skilton, supra note 126, at 399.

128. Gilmore, Chattel Security II, supra note 126, at 776.

129. Cohen & Gerber, supra note 126, at 654; 1 GILMORE, PERSONAL PROPERTY,
supra note 126, at 39.
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to the availability of unencumbered -assets for realization.!*® If the
inventory, by its nature, was constantly manufactured, sold, and
replaced by new inventory, the question became how could other
creditors keep track of the lien and the collateral subject thereto.'!
The issue of control also worried the courts. The useé of a liquid
asset, such as inventory, as collateral lent itself to fraudulent mach-
inations by debtor and secured creditor. The debtor and creditor
could arrange their affairs in such a way that the debtor made
minimal payments on the secured debt and retained the proceeds of
the inventory for its own use.'*? Finally, the courts believed that the
debtor should be required to maintain a ‘‘pool’’ of free, unencum-
bered assets for the satisfaction of claims of unsecured creditors.'*
As a result -of this bias against the after-acquired property clause as
it related to inventory (and accounts receivable), such assets remained
largely unavailable as a source of credit for debtors.!*

The needs of expanding commerce and the realization that for
many debtors, inventory comprised the largest asset and source of
credit,’”” all led to piecemeal legislation to validate the lien on

130. Professor Skilton traces the bias against the after-acquired property clause
in inventory to the traditional concern over the fraudulent propensities of such a
device. See generally, Skilton, supra note 126, at 359-89.

131. On this issue, Gilmore stated: :

An alternative way of rationalizing the invalidity of the stock in trade

mortgage came to be the idea that there was something wrong—or ‘‘incon-

sistent’’ with the nature of a mortgage—in a shifting mass of collateral.

The lien had to be ‘‘certain’’; if the mortgage security was in a constant

state of flux as the mortgagor sold the existing stock and replaced it with

new stock, then the required certainty of lien was gone.
I GILMORE, PERSONAL PROPERTY, supra note 126, at 41.

132. See supra note 130. This was the principal concern of Justice Brandeis
in Benedict v. Ratnor, 268 U.S. 353 (1925), though that case involved accounts
receivable.

133. UCC § 9-204 comment 2 (1987).

134. Professor Gilmore set forth the traditional concerns regarding the floating
lien in the following words:

" The case against the floating lien, . . . consists principally of two points:

1) the availability of a floating or blanket lien on all present and future

assets will leave nothing to satisfy the claims of unsecured creditors and

will consequently tend to dry up the sources of such credit; 2) the law
should protect a necessitous borrower against himself by refusing to allow

him to encumber all the property he may ever own in order to secure a

present loan.

Gilmore, supra note 21, at 1335, Cohen and Gerber added to these concerns a third:
‘“Interrelated [with the substance of the concerns noted by Gilmore] is the constant
problem of notice to creditors and purchasers that the property is subject to a lien
in order that there be no reliance upon a false appearance of prosperity.”” Cohen
& Gerber, supra note 126, at 647.

135. Weeks, supra note 126, at 557-59; Kripke, Current Assets Financing as
a Source of Long Term Capital, 36 MINN. L. REv. 506, 510-11 (1952); Skilton,
Field Warehousing as a Financing Device: The Warehouseman Goes to the Storer -
Part I, 1961 Wis, L. Rev. 221, 223-24 (1961).
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inventory. The conditional sale, the chattel mortgage, the trust re-
ceipt, field warehousing, and factor’s liens acts provided some basis
for the present realization (through secured credit) of future assets
comprised of inventory.'*¢ Because of these developments, a state of
affairs existed on the eve of the drafting of the Code which led
Gilmore to assert that, although very complicated and difficult, one
could effectively obtain credit on the security of present and after-
acquired inventory. That is, the floating lien on inventory did exist.!*

2. The Purchase Money Security Interest

Although the after-acquired property clause gained grudging ac-
ceptance by the courts and legislatures,'*® one problem remained. As
one author put it, the validation of the after-acquired property clause
resulted in ‘‘a somewhat refined sort of peonage.”’* Once validated,
the after-acquired property clause permitted a debtor to mortgage all
present and future assets to a single creditor. Accordingly, no assets
remained to secure or satisfy other creditors, and the threat persisted
that the secured creditor with a blanket lien maintained a stranglehold
on the debtor’s ability to obtain financing or credit from other
sources.

The courts responded to this threat to the independence and
viability of the debtor by developing the parallel concept of the
purchase money priority.'* Notwithstanding the existence of a valid

136. Gilmore, Chattel Security I, supra note 126, passim; Gilmore, Chattel
Security II, supra note 126; Stilson, supra note 48, at 11-14; Aronov, supra note
21, at 15-17.

137. Professor Gilmore, in 1954, testified before the New York Law Revision
Commission studying the adoption of the UCC in New York. In support of the
floating lien he stated:

I suggest that the law of New York as it is, and this is also true of the

law of all other jurisdictions, is what you might call a 95 per cent floating

charge deal and that the only change the Code really makes is to go from

95 per cent to 100 per cent and get rid of the vestiges of confusion and

arbitrary formalism, which are today all that is left of the original nineteenth

century prohibition or rule as of about 1850, that there should be no
floating charge at all.
2 N.Y. StaTE Law REvIsioN CoMM’N 1954 REPORT at 1180 (1954). See also, Gilmore,
supra note 21, at 1335.

138. Gilmore, supra note 21, at 1333-34.

139. Cohen & Gerber, supra note 126, at 647.

140. Gilmore, supra note 21, at 1334,

As a matter of history, however, the triumph of the after-acquired property

interest has been regularly followed by an important limitation or qualifi-

cation. The after-acquired interest, wherever it has been recognized as valid
against the borrower’s creditors and in his bankruptcy, has been subordi-
nated to subsequent purchase money interests which arise in connection
with the financing of new acquisitions by the borrower.

Id.
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after-acquired property clause, a creditor who actually provided the
funds that enabled the debtor to acquire new assets received priority
in those assets, to secure the obligation arising from the acquisition
of such collateral, ahead of a prior after-acquired property lien.!*!
By allowing the debtor to grant such a priority, the courts enabled
the debtor, to a certain extent, to obtain financing from other sources.
No prejudice to the prior secured creditor would result because the
property securing the purchase money financier is in addition to the
collateral already available to (and presumably relied upon by) the
prior secured creditor.'¥

On the eve of the drafting of the Code, therefore, the situation
was such that, with a great deal of time and effort, a creditor could
obtain a ‘‘blanket lien’’ on all of a debtor’s particular assets, whether
then owned or thereafter acquired.!** To offset this power, the courts
established purchase money priority that empowered the debtor to
grant a prior lien to a creditor, whether seller or financier, who
provided funds to augment the debtor’s estate through the acquisition
of specific new assets.

B. Inventory Financing Under the Code—The Drafting and
Legislative History of the After-Acquired Property Clause and
Purchase Money Priority

1. The Early Drafts

Notwithstanding the debate among scholars concerning the ap-
propriate use of the drafting and legislative history of the Code in
interpreting the provisions of the present Code, in light of the stated
purposes and policies of the Code it is important to understand what
the drafters of the Code attempted to accomplish.'* Consequently,

141. Id.

142. Kripke, Law and Economics: Measuring the Economic Efficiency of
Commercial Law in a Vacuum of Fact, 133 U. Pa. L. REv. 929, 938-41 (1985);
Scott, supra note 2, at 961-64; see infra, Part V.C,

143. See supra note 137.

144. While some urge a very restrictive reliance on the drafting history (i.e.,
prior drafts and comments) and, to a lesser extent, on legislative history (e.g., the
Report of the N.Y. State Law Revision Commission), in interpreting the Code, see
WHITE & SUMMERS, UNIFORM CoMMERCIAL CoDE, 11 (3rd ed. 1988), others take the
strong position that reference to prior drafts and comments and legislative history
are a fundamental part of any proper interpretation of the Code. McDonnell,
Purposive Interpretation of the Uniform Commercial Code: Some Implications for
Jurisprudence, 126 U. Pa. L. Rev. 795 (1978).

Section 1-102(3)(g) of the Official Draft of the Uniform Commercial Code,
1952 Text and Comments edition, provided that ‘‘[P]rior drafts of text and comments
may not be used to ascertain legislative intent.”’ Kelly, Drafts, Vol. 16, p. 44. The
comment to that provision stated, ‘‘It is also intended by subsection 3(g) to preclude
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prior drafts and comments are instructive in seeking a better under-
standing of the purposes and policies behind today’s Code.'* Cer-
tainly the drafters intended to simplify the many security devices that
antedated the Code.'* The unification and simplification of pre-Code
security devices were the most revolutionary features of the new
Code. In the area of after-acquired property and purchase money
priority, however, the Code merely took to its logical conclusion the
development of the law through the middle of the twentieth century.'*’

The evolution of the drafting of the Code establishes three
relevant themes for an analysis of the floating lien in relation to the
purchase money priority: (1) that the subject of chattel security
required a unified approach, subject to the drafters’ realization that
different types of collateral required different rules in light of the
function of such collateral in a particular context;'** (2) that the
reality of commercial finance as it had developed up to the time of
the drafting of the Code required the validation of the so-called
“floating lien’’ or ‘‘blanket security interest’’ (the after-acquired
property clause);'* and finally, (3) that a clear preference must be
given to ‘‘new value’’ additions to the debtor’s estate, manifested by
the purchase money priority provisions.!*®

resort to prior drafts either of text or comment to ascertain intent. Frequently
matters have been omitted as being implicit without statement and language has
been changed or added solely for clarity.’’ Id. at 47. This provision and comment
were deleted by the 1956 Recommendations of the Editorial Board for the Uniform
Commercial Code. Kelly, Drafts Vol 18, p. 27.

In light of the drafting history of Section 1-102(3)(g), one embarking upon
interpretation of the provisions of the Code through the use of drafting and legislative
history should proceed carefully. However, the cautious use of prior drafts and
legislative history is justified given the realist philosophy of the drafters of the Code,
particularly Karl Llewellyn. It bears repeating that Llewellyn’s influence on the Code
was profound. Gedid, UCC Methodology: Taking a Realistic Look at the Code, 29
WM. & Mary L. Rev. 341, 354 (1988), TWINING, KARL LLEWELLYN AND THE REALIST
MoveMENT Ch. 12 (1973). Llewellyn’s “‘principle of the patent reason’’ requires that
“‘the interpreter [of a statute] must be given every encouragement to interpret the
instrument in accordance with its objectives.”” TWINING, at 321. By the cautious
review of prior drafts and comments it is possible to obtain greater insights into
the ‘‘objectives,”” the ‘‘patent reasons,”’ for the existing provisions of the Code.
With such objectives in mind, one can then interpret the present language of the
Code in accordance with those objectives.

145. UCC § 9-101 comment (1987).

146. Id. “‘Pre-Code law recognized a wide variety of security devices. . . .

Under this article the traditional distinctions among security devices . .. are not
retained; the Article applies to all transactions intended to create security interests
in personal property. . . ."”" Id.

147. See supra note 137; Lloyd, supra note 44, at 10-37.
148. See infra Part 1V.B.1.a.
149, See infra Part IV.B.1.b.
150. See infra Part 1V.B.1.c.
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a. Classification of Types of Collateral

From the very outset the drafters recognized that, not only were
the various forms of security (chattel mortgage, conditional sale,
trust receipt, etc.) an unnecessary complication, but that commercial
transactions were hampered ‘‘by a conceptual approach to problems
which need diverse treatment.’’!s' Accordingly, the drafters deter-
mined to proceed along functional lines, keeping in mind the need
to balance the fundamental, often conflicting, objectives of chattel
security, identified as (1) protection of the debtor; (2) protection of
creditors; and (3) protection of purchasers.'s> The drafters recognized
that ‘‘[t]hese objectives are not of equal importance in all situations
where financing occurs, yet legislation designed to protect the debtor,
where the debtor is a consumer for example, often has been drafted
so as to apply even to a large loan obtained by a large commercial
enterprise.’’'**> This premise, that the protections of various parties
required different emphasis depending on the transactional context,
resulted in an initial approach to the article on secured transactions
that delineated separate parts setting forth the rules for differing
situations, for example, separate parts for consumer transactions,
farming transactions, and inventory financing.'** The drafters per-
ceived that such an organizational framework would permit legislation
that could properly balance the often conflicting primary protec-
tions. !> Specifically, in the area of inventory financing, the insecurity
of the ‘““mortgage on a shifting stock’’ was considered a primary
problem. The drafters believed that ‘‘[t]he preferable approach . . .
is to validate a security interest in inventory and then define the
rights of third parties.’’!5¢

The drafters abandoned the approach of creating a Code with
separate parts for differing commercial transactions in the September
Revisions to the 1949 Draft of the Article on Secured Transactions.'s’
The drafters, however, did not abandon the concept of special
treatment of various types of collateral based upon the collateral’s
function in a particular context, for example, consumer goods fi-
nancing as opposed to inventory financing.'® The comment to section
8-101 of the September 1949 Revisions states that ‘‘[t]he theory of

151. Kelly, Drafts Vol. 4, at 285 (Comment to Tentative Draft No. 1 - Article
VII (1948)).
152. Id. at 286.

153. M.
154. Id. at 287.
155. IHd.

156. Id. at 288.
157. Kelly, Drafts, Vol. 8.
158. See supra text accompanying note 153.
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the Article stems from the function of security.”’'”® Comment 4 to
section 8-102 of the same draft states, ‘“While most Sections of this
Article apply to a security interest without regard to the nature of
the collateral or its use, some sections state special rules with reference
to particular types of collateral.’’!6

The evolution from separate treatment for differing transactions
to a more unified approach with special rules for different types of
collateral is significant in two respects. First, this change in style
reflects the view that chattel security should be approached on a
more unified basis. The numerous technicalities surrounding chattel
security should be eliminated to the greatest extent possible, consistent
with the purpose of making the rules relating to chattel security
responsive to the varying needs of commerce in different settings.'s'
Second, this evolution reflects the drafters’ judgment that, in certain
circumstances, the type of collateral should affect the rules.'®? This
further supports the conclusion that the drafters intended to create
a system of chattel security that reflected the functions and purposes
of the collateral serving as security in accordance with commercial
need and reality.'®® The resulting statute unifies the body of chattel
security law to the greatest extent possible, and yet, maintains the
functional differences among the types of collateral in the commercial
world.'s

159. UCC § 8-101 comment (September 1949 Revisions), Kelly, Drafts Vol. 8,
at 283 (emphasis supplied). : :

160. UCC § 8-102 comment 4 (September 1949 Revisions), Kelly, Drafts Vol.
8, at 285. Although the index of sections following this comment has changed
through the drafts of the Code, it is significant that the prefatory language of this
comment (setting forth the underlying philosophy of the Code in this context) is
identical to the language of the present UCC § 9-102 comment 5 (1987).

161. UCC § 8-101 comment (September 1949 Revisions) Kelly, Drafts Vol. 8,
at 282-83; UCC § 9-101 comment (1987).

162. See supra notes 159-60 and accompanying text; Hansford, supra note 28,
at 307-08.

163. See supra notes 159-61 and accompanying text.

164. As noted earlier in notes 44-51 and accompanying text, the transformation
rule developed and has been applied almost entirely in the context of consumer
bankruptcy litigation. In the course of analyzing the applicability of .the transfor-
mation rule in the commercial setting of the PMSI in inventory, the court in
Southtrust Bank of Ala., Nat’l Ass’n v. Borg-Warner Acceptance Corp., 760 F.2d
1240 (11th Cir. 1985), stated, ‘‘Nothing in the language of UCC § 9-312(3) or § 9-
107 distinguishes between consumer and commercial transactions or between bank-
ruptcy and non-bankruptcy contexts. We see no policy reasons for creating a
distinction where the drafters have not done so.”’ Southtrust, 760 F.2d at 1242.
While the ‘““language’’ of § 9-107 admittedly makes no such distinction, see Lloyd,
supra note 44, at 52 n.247, the underlying purposes and policies of the Code do
make this distinction and support a broad construction of the PMSI in inventory.
See supra Part 11 and Part III.B. With respect to the reference to § 9-312(3), the
Court is simply wrong. Section 9-312(3) relates solely to inventory collateral, a
commercial form of collateral. See supra notes 49 and 52. The purchase money
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b. The “‘Floating Lien’’ and Inventory Finance

As already noted,'®® the ‘‘mortgage on a shifting stock’ was
insecure and difficult to accomplish prior to the Code in light of
judicial bias against the floating lien. The Introductory Comments
to Tentative Draft No. 2 stated the concern as follows:

How could something be security which was likely to be consumed
or gone before the debt was paid off? Wasn’t this really an attempt
to appear secured and to defeat the unsecured creditors when in
reality there was no security since the mortgagee had no control
over the security? At any rate, the common law said that a chattel
mortgage on a stock of merchandise was either void against creditors
or it was presumptively fraudulent.'s

The comment sets forth three forms of inventory security that were
potentially available under pre-Code law to avoid this judicial con-
cern.'” First, the parties could attempt to utilize the floating lien.
However, this was subject to invalidation in bankruptcy under the
preference rules and further, because of the control requirement
imposed by cases following Benedict v. Ratnor.'® A second method
was the trust receipt type of financing where, upon sale of the
inventory by the debtor, a set portion of the indebtedness relating
to the item sold, would be satisfied. The problems here related to
the deprivation of the debtor’s sole source of capital for running the
business and to the impracticability of such an arrangement when
the inventory was comprised of small, fungible goods such as ‘‘shirts,

priority provision relating to consumer goods is set forth in § 9-312(4). The
procedural requirements for priority set forth in § 9-312(3) are specifically tailored
to the unique circumstances of inventory finance and constitute one of the special
rules contemplated by the drafters in the classification of the types of collateral.
See UCC § 9-102 comment 5 (1987). While a unitary concept of chattel security is
a hallmark of Article 9, the drafters were aware, from the beginning, of the need
for special rules where the context of the commercial transaction made such
distinction necessary. The drafters recognized the differences between consumer
finance and commercial financing of inventory. See supra note 49.

Other courts have acknowledged the policies underlying the varying treatment
of distinct forms of collateral in different contexts. See, e.g., In re Mid-Atlantic
Flange Co., 26 UCC Rep. Serv. (Callaghan) 203, 208 (E.D. Pa. 1979); In re Gibson,
16 Bankr. 257, 264 (D. Kan. 1981); John Deere Co. v. Production Credit Ass'n,
39 U.C.C. Rep. Serv. (Callaghan) 684 (Tenn. Ct. App. 1984).

165. See supra notes 130-37 and accompanying text.

166. Kelly, Drafts, Vol. 5, at 156 (Comment to Tentative Draft No. 2 - Article
VII (1948)).

167. Id. at 156-58.

168. 268 U.S. 353 (1925).
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small hardware, etc.”’'® To avoid this practical problem and prevent
the debtor’s loss of needed working capital, a third method, a
“‘revolving loan’’ arrangement, could be utilized. In this case, the
debtor would remit all proceeds of inventory sales to the secured
creditor on a daily basis and the creditor would relend amounts
needed by the debtor. This, of course, entailed significant and costly
monitoring and paper work by both the debtor and the creditor.!

The drafters recognized the inherent problems in the foregoing
machinations utilized to avoid restrictions on the floating lien in
inventory. Accordingly, the drafters decided to recognize the reality
of inventory financing by validating the floating lien through the
after-acquired property and future advance provisions, and the spe-
cific overruling of the control requirements of Benedict v. Ratnor.
In the area of inventory financing, the evolution to this position is
instructive. In Tentative Draft No. 2, September 1948, the drafters
developed the concepts of the ‘‘Specific Inventory Lien’’ and the
““‘General Inventory Lien.’’'" The Draft limited the availability of
the specific inventory lien to situations where the collateral was of a
type that would permit self-liquidation of the indebtedness upon sale
of the inventory. Section 302(4) of Tentative Draft No. 2 provided:

- An inventory lien is ‘‘specific’” when it is on the borrower’s interest
in identified or segregated units of inventory and when a specified
portion of the obligation secured by the lien is to be paid or
discharged when each unit of such inventory is sold, consumer [sic],
or so disposed of as to lose its separate identity.!”

Any other lien on inventory was a ‘‘General Inventory Lien.’’!"
Under section 308(2) the specific lien could not include after-acquired

169. Kelly, Drafts, Vol. 5, at 157. Professor Gilmore testified before the N.Y.
State Law Revision Commission: ‘“The Trust Receipts Act has never seemed to me
to be adaptable to floating charge financing or after-acquired property interests.”’
2 N.Y. Law RevisioN CoMM’N 1954 REPORT, at 1181 (1954).

170. Though daily collection and relending has certain benefits in terms of
ease of payment and monitoring, the comment notes that:

Against these advantages must be set the rather expensive machinery of

separate bank accounts, daily reports, special auditors and other procedures

necessary to make it appear that the financier is getting the proceeds from

the sale of the goods subject to his lien even though on the following day

he loans all or part of the preceding day’s collections back to the borrower.
Kelly, Drafts, Vol. 5, at 158 (emphasis supplied). While so-called ‘‘lock-box’’
arrangements continue to be utilized, these arrangements are implemented as a
control feature in the lending relationship rather than as a requirement for the legal
protections of the secured lender’s priority. See generally Scott, supra note 2, at
943-59. Certainly, where a working capital lender is in place, a purchase money
financier of inventory cannot utilize this arrangement.

171. UCC § 302(4) (Tentative Draft No. 2, Sept. 1948), Kelly, Drafts, Vol. 5,
at 134,

172. Id. (emphasis supplied).

173. M.
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property.'’ By definition, it was not possible to have a specific lien
““float’’ over all inventory, since a prerequisite to its validity as a
specific lien was the inclusion of a ‘‘release price’’ tied to discrete
items of inventory. This was not the case with a general lien that
could attach to after-acquired property.'” Further, section 314(1)
gave priority to.any specific lien that competed with a general lien,
including a general lien that incorporated an after-acquired property
clause.'” However, the drafters of the Code recognized a problem
in this context:

[IIf because of the ndture of the goods, a specific lien cannot be
used and the [prior financier] has a general lien, there will be no
way the borrower can get new capital on security of his inventory
without a subordination agreement from the [prior financier].

Adpvice is requested on the solution of this problem.!”

Solving this problem involved deletion of the concepts of specific
and general inventory liens, general validation of after-acquired prop-
erty clauses in the inventory setting, and the creation of purchase
money priority. v
Although the definition of specific inventory lien excluded after-
acquired property (the trust receipt concept being the model),'”® the
drafters realized that the nature of inventory financing generally
resulted in an on-going financing relationship.'” Accordingly, not-
withstanding the prohibition on after-acquired property, section 3085
did permit later advances to be secured by all collateral in debtor’s
possession at the time of the latter advance so long as subsequent
advances were made in good faith, and the original contract provided
for such subsequent advances in the ordinary course. Subsequent
acquisitions of collateral, however, did not secure prior advances.

174. UCC § 308(2) (Tentative Draft No. 2, Sept. 1948), Kelly, Drafts, Vol. §,
at 137.

175. UCC § 308(1) (Tentative Draft No. 2, Sept. 1948), Kelly, Drafts, Vol. §,
at 137.

176. UCC § 314(1) (Tentative Draft No. 2, Sept., 1948), Kelly, Drafts, Vol.
5, at 141,

177. UCC § 301 comment 4 (Tentative Draft No. 2, Sept., 1948), Kelly,
Drafts, Vol. §, at 163. (Emphasis supplied.)

178. UCC § 308 comment (Tentative Draft No. 2, Sept., 1948), Kelly, Drafts,
Vol. 5, p. 168.

179. See Tentative Draft No. 2, Sept. 1948, Introductory Comments, Kelly,
Drafts, Vol. §, at 156-58. ‘‘A common practice in trust receipt financing is a contract
providing for continuous financing of new units of inventory with each trust receipt
securing the new advance plus all that went before.”” UCC § 308 comment, Kelly,
Drafts, Vol. 5, at 169; See Gilmore quotation, supra note 169; Gilmore, supra note
21, at 1380-81.

180. UCC § 308(2) and comment (Tentative Draft No. 2 September 1948,
Kelly, Drafts, Vol. § at 137,



