
Chapter 14 Practice Exam

Matching Questions

Match the following terms with their definitions:

(5)
A.
Attachment.

(1)
B.
BIOC.

 (3)
D.
PMSI.

1.
Someone who buys goods in good faith from a seller who deals in such goods.

3.
A security interest taken by the person who sells the collateral or advances money so the debtor can buy it.

5.
Steps necessary to make a security interest valid against the debtor, but not against third parties.

True/False Questions

Circle true or false:

1.
T
F
A party with a perfected security interest takes priority over a party with an unperfected interest.

3.
T
F
When a debtor defaults, a secured party may seize the collateral and hold it, using reasonable care, but may not sell or lease it.

5.
T
F
Without an agreement of the parties there can be no security interest.

Multiple-Choice Questions

7.
CPA QUESTION: Mars, Inc., manufactures and sells VCRs on credit directly to wholesalers, retailers, and consumers. Mars can perfect its security interest in the VCRs it sells without having to file a financing statement or take possession of the VCRs if the sale is made to which of the following:

(a)
Retailers.

(b)
Wholesalers that sell to distributors for resale.

(c)
Consumers.

(d)
Wholesalers that sell to buyers in ordinary course of business.

9.
Which case does not represent a purchase money security interest?

(a)
Auto dealer sells consumer a car on credit.

(b)
Wholesaler sells retailer 5,000 pounds of candy on credit.

(c)
Bank lends money to Retailer, using Retailer’s existing inventory as collateral.

(d)
Bank lends money to auto dealer to purchase 150 new cars, which are the collateral.

(e)
Consumer applies to credit agency for loan with which to buy a yacht.

Short-Answer Questions

Notice Concerning Article 9 Revision: The following cases and problems were decided under the former Article 9. In each instance, the outcome would be the same under the revised code, although the relevant sections of Article 9 have been renumbered and probably rewritten.

11.
The Copper King Inn, Inc., had money problems. It borrowed $62,500 from two of its officers, Noonan and Patterson, but that did not suffice to keep the inn going. So Noonan, on behalf of Copper King, arranged for the inn to borrow $100,000 from Northwest Capital, an investment company that worked closely with Noonan in other ventures. Copper King signed an agreement giving Patterson, Noonan, and Northwest a security interest in the inn’s furniture and equipment. But the financing statement that the parties filed made no mention of Northwest. Copper King went bankrupt. Northwest attempted to seize assets, but other creditors objected. Is Northwest entitled to Copper King’s furniture and equipment?

Answer: No. Northwest’s name was omitted from the financing statement. Minor omissions are ac​ceptable, but the court held that this was not minor. It is essential that any potential creditors be able to learn all existing creditors. This is especially true where one secured party, Northwest, has a close working relationship with the debtor’s officers, a relationship that could harm other creditors. Even though no one was deceived in this case, the financing statement was still misleading and therefore Northwest has no security interest. In re Copper King Inn, Inc., 918 F.2d 1404, 1990 U.S. App. LEXIS 19624 (9th Cir. 1990).12.
Sears sold a lawn tractor to Cosmo Fiscante for $1,481. Fiscante paid with his personal credit card. Sears kept a valid security interest in the lawnmower but did not perfect. Fiscante had the machine delivered to his business, Trackers Raceway Park, the only place he ever used the machine. When Fiscante was unable to meet his obligations, various creditors attempted to seize the lawnmower. Sears argued that because it had a purchase money security interest (PMSI) in the lawnmower, its interest had perfected automatically. Is Sears correct?

13.
ETHICS: The Dannemans bought a Kodak copier worth over $40,000. Kodak arranged financing by GECC and assigned its rights to that company. Although the Dannemans thought they had purchased the copier on credit, the papers described the deal as a lease. The Dannemans had constant problems with the machine and stopped making payments. GECC repossessed the machine and, without notifying the Dannemans, sold it back to Kodak for $12,500, leaving a deficiency of $39,927. GECC sued the Dannemans for that amount. The Dannemans argued that the deal was not a lease but a sale on credit. Why does it matter whether the parties had a sale or a lease? Is GECC entitled to its money? Finally, comment on the ethics. Why did the Dannemans not understand the papers they had signed? Who is responsible for that? Are you satisfied with the ethical conduct of the Dannemans? Kodak? GECC?
Answer: If the transaction is actually a sale with a security interest, Article 9 governs—and that is precisely what the court held. The court granted the Danneman’s motion for summary judgment. The agreement, though called a lease, was actually a financing arrangement with a security interest. The “lessor” retained no real burdens of ownership. Further, GECC made a sweetheart sale back to the manufacturer, leaving the Danneman’s with a substantial deficiency. GECC failed to comply with the requirements of Article 9 and was not entitled to any money.

As to the ethics, one could argue that the Danneman’s are responsible for signing the agreement, but in reality, no one other than a lawyer would recognize the document for what it was. The docu​ment was obviously drafted by Kodak, which knew or should have known what kind of a transaction it was initiating. The sweetheart sale does not look good in the light of day, and many would find the court’s holding legally right and ethically appropriate. G.E. Capital Corp. v. Dannemann Associates, Inc., 1995 Del. Super. LEXIS 131 (Super. Ct. Dela. 1995).
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