Introduction

I. Effect. Article 9 of the UCC has radically changed the rules on priority between competing assignees of contract rights subject to the Code.  Most assignements are protected in order of their filing §9-312.  To achieve that result, Article 9 employs two basic concepts: attachment and perfection.

A. Transactions covered: The UCC provisions apply both to outright sales of accounts of contract rights and to assignments for security purposes.  However, recall that Article 9 does not apply to certain types of claims and certain types of transactions.  In addition, under Article 9 a financing statement does not have to be filed to perfect certain security interests, such as an assignment of accounts that do not, alone or in conjunction with other assignments to the same assignee, transfer a significant part of the assignor’s outstanding accounts

B. Attachment. Creditor must have possession of the collateral under an agreement with the debtor, or the debtor has executed a security agreement

1. Historically.  In the old days no written security agreements were allowed only possession would attach an interest.  Now security agreements act as a proxy to possession.

II. Property rights - the secured creditor receives property rights against the debtor to short-circuit the collection process faced by an unsecured creditor.

A. If the debtor defaults, the secured creditor can repossess the property without going to court first.  Property rights exist as soon as the debtor grants a security itnerest to the creditor, even if the creditor never gives notice of that itnerest to the public.

B. If notice is given, the security interest is perfected and the secured creditor receives priority rights.

III. Priority rights - if the secured creditor gives notice to the public of its security interest, the secured creditor reserves a place in line for its collateral– it creates a priority to those assets.

Collateral Classification XE "Collateral Classification" 
Collateral Types

Tangible
Quasi-Tangible
Intangible

Consumer goods

Inventory

Equipment

Farm products
Instruments

Documents of title

Chattel paper

Stocks and bonds
Accounts

General intangibles (e.g., copyrights, trademarks..)

I. Generally. There are 9 types of collateral divided into 2 broad classifications:  tangible and intangible property, and 4 special classes known as proceeds, products, fixtures, and accessions.  The classification of collateral determines the other rules that will be followed for attachment and perfection, and also determine priority among multiple secured parties.

II. Tangible Property.  XE "Definitions:Tangible Property" Includes all things movable at the time the security interest attaches.  §9-105(h) TA \l "§9-105(h)" \s "§9-105(h)" \c 5   Tangible property XE "Collateral:Tangible Property"  can become a fixture or an accession as defined in §§9‑313, 9‑314.
A. Goods XE "Definitions:Goods" 

 XE "Collateral:Goods" .  “Includes all things which are movable at the time the secutiy interest attaches or which are fixutres, but does not include money, documents, insturments, ... accounts, chattel paper, general intangibles, or minerals or the like (including oil and gas) b/f extraction....”§9-105(h) TA \s "§9-105(h)" 
1. Consumer Goods XE "Definitions:Consumer Goods" 

 XE "Collateral:Consumer Goods" . Goods used primarily for personal, family or household purposes.  §9-109(1) TA \l "§9-109(1)" \s "§9-109(1)" \c 5 
2. Equipment.  XE "Definitions:Equipment" 

 XE "Collateral:Equipment" Goods bought or used primarily in business (including farming or a profession) or by a debtor who is a nonprofit organization or a governmental subdivision or agency.  Any goods not defined as inventory, farm products or consumer goods are equipment. §9-109(2) TA \l "§9-109(2)" \s "§9-109(2)" \c 5 
3. Farm Products XE "Collateral:Farm Products" . XE "Definitions:Farm Products"  Crops or livestock or supplies used or produced in farming operations or products of crops or livestock in their unmanufactured states (e.g., ginned cotton, woolclip, milk and eggs), and if they are in possession of a debtor engaged in raising, fattening, grazing or other farming operations, are considered farm products. §9-109(3) TA \l "§9-109(3)" \s "§9-109(3)" \c 5 
4. Inventory XE "Collateral:Inventory" . XE "Definitions:Inventory"  Property held for sale or lease or to be furnished under contracts of service.  Includes raw materials, work in process or any materials used or consumed in a business. §9-109(4) TA \l "§9-109(4)" \s "§9-109(4)" \c 5 
B. Fixtures XE "Collateral:Fixtures" . XE "Definitions:Fixtures"  Not defined by the UCC except that they do not include ordinary building materials incorporated into an improvement on land.  §9‑313(2) TA \l "§9‑313(2)" \s "§9-313(2)" \c 5 .  Goods become fixtures when they are so physically attached to the r.e.that they become part of the r.e. so that they cannot be removed without doing substantial damage to the r.e.

1. The basic rules for determining whether an article remains a good or becomes a fixture are:

a) Real or constructive annexation to the real estate in question;

b) Appropriation or adaptation to the use or purposes of that part of the realty with which it is connected;

c) The intention of the party making the annexation to make a permanent accession to the realty, this intention being inferred from the nature of the chattel, the relation and situation of the party making the annexation, the structure and mode of the annexation and the purposes for which the annexation has been made; and

d) The likelihood that removal would cause substantial injury to the realty.

C. Accessions XE "Collateral:Accessions" . XE "Definitions:Accessions"  Personal property affixed to other personal property in such manner that they become permanently attached.  For example, accessories or parts affixed to copy machines or automatic word processing equipment could be accessions.

1. Frequently, the fixtures test is used in evaluating whether something is an accession. Even if the “accession” has been installed after the security interest has attached, it will remain part of the collateral under an after acquired property clause so long as the removal of the accession destroys the usefulness of the item to which it is attached.

III. Intangible Property XE "Collateral:Intangible Property" . XE "Definitions:Intangible Property"  Frequently represented by a piece of paper which is the actual collateral, but the value of the collateral is the right which the paper represents.  In some cases (A/R and general intangibles) a piece of paper representing the collateral may not exist.

A. Instruments XE "Collateral:Instruments" . XE "Definitions:Instruments"  An “instrument” is a writing which evidences a right to the payment of money and is not itself a security agreement or lease and is of a type which is in ordinary course of business transferred by delivery with a necessary indorsement or assignment.  Checks, promissory notes, bills of exchange, stocks, bonds, etc.  Sometimes divided into negotiable and non-negotiable instruments, but for purposes of classifying the collateral, there is no distinction between them. §9‑105(1)(i) TA \l "§9‑105(1)(i)" \s "§9-105(1)(i)" \c 5 
B. Documents XE "Collateral:Documents" . XE "Definitions:Documents"  Bills of lading, warehouse receipts, etc.  Also sometimes divided into negotiable and non-negotiable documents for the purpose of certain rules.  For collateral classification purposes, there is no distinction between them. §9‑105(1)(f) TA \l "§9‑105(1)(f)" \s "§9-105(1)(f)" \c 5 ,  TA \l "§1‑201(15)" \s "§1-201(15)" \c 5 §1‑201(15)
1. Definition. “Documents” include any document which in a regular course of business or financing are treated as adequately evidencing that the person in possession of it is entitled to receive, hold, and dispose of the document and the goods it covers.  A document must purport to be issued by or addressed to a bailee and purport to cover goods in the bailee’s possession which are either identified or are fungible portions of an identified mass. §1‑201(15) TA \s "§1-201(15)" 
2. Letters of Credit XE "Collateral:Letters of Credit" . An obligation of the issuer to pay drafts drawn upon the customer by the beneficiary of the letter of credit.  The agreement is between the issuer and the customer to advance funds on the customer’s behalf when requested by the beneficiary.  Usually, a contract exists between the customer and the beneficiary underlying this transaction which requires the furnishing of good services or some other transaction arrangement to justify the use of the letter of credit. Granted by a reliable intermediary bank to a seller on behalf of a buyer that the seller does not necessarily know, or dealt with. §BC §5-102, 5-104
C. Accounts (A/R)  XE "Definitions:Accounts" 

 XE "Collateral:Accounts" . Any right to payment for goods sold or leased or services rendered which is not evidenced by an instrument or chattel paper, whether or not it has been earned by performance. §9‑106 TA \l "§9‑106" \s "§9-106" \c 5 
D. Chattel Paper XE "Collateral:Chattel Paper" . XE "Definitions:Chattle Paper"  A writing or writings which evidence both a monetary obligation and a security interest in or a lease of specific goods. §9‑105(1)(b) TA \l "§9‑105(1)(b)" \s "§9-105(1)(b)" \c 5 
1. “Chattel Paper” is a separate category of collateral, and a security interest in “accounts receivable” will not include chattel paper.

2. “Such paper has become an important class of collateral in financing arrangements.” §9-308, comment 1 TA \l "§9-308, comment 1" \s "§9-308, comment 1" \c 5   (SEE ASSET SECURITIZATION SECTION)

E. General Intangibles.  XE "Collateral:General Intangibles"   XE "Definitions:General Intangibles" Any property that does not fit in the other categories, i.e. goods, accounts, chattel paper, documents, instruments, and money.  These may inclue e.g., patent and trademark rights, copyrights and goodwill. §9-106 TA \s "§9-106" 
IV. Proceeds XE "Collateral:Proceeds" . XE "Definitions:Proceeds"  Proceeds differ from the other types of collateral in that they consist of any collateral that is changed in form from a previous category.  Includes identifiable proceeds received by the debtor upon the sale, exchange, collection, or other disposition of collateral or proceeds.. Proceeds include insurance payable for loss or damage to collateral, except to the extent that it is payable to a third party. Money, checks and deposit accounts and the like are “cash proceeds.”  All other proceeds are “non cash proceeds.” §9‑306(1) TA \l "§9‑306(1)" \s "§9-306(1)" \c 5 
A. Description in SA. It is not necessary specifically to describe proceeds in a security agreement or financing statement.  Unless otherwise agreed, the security agreement includes a security interest in proceeds of the original collateral.  §9‑306(2) TA \l "§9‑306(2)" \s "§9-306(2)" \c 5 
V. Products. whatever is produced when other goods have been assembled, commingled, mixed in or used to create a new item (a product).  A security interest in the raw materials will become a security interest in a product, unless an agreement provides otherwise.  §9‑315
Limits of Article 9 XE "Limits of Article 9" 
I. INTRODUCTION.  Article 9 “applies (a) to any transaction (regardless of its form) which is intended to create a SI in personal property or fixtures including goods, documents, instruments, general intangibles, chattel paper, or accounts and also (b) to any sale of accounts or chattel paper.”  §9-102 TA \l "§9-102" \s "§9-102" \c 5 
A. Types of Collateral.  Because many of the rules turn on the type of collateral involved, it is important to classify the property under its proper Art. 9 label.  SEE THE ABOVE SECTION ON COLLATERAL CLASSIFICATION.

B. Types of Transactions.  Any financing transaction, regardless of its name or form, may be held subject to Art. 9.  If the purpose of the transaction was to create a security interest in collateral, Art. 9 applies.

II. COLLATERAL LIMITS.  XE "Limits of Article 9:Collateral" 
A. Personal Property.  A security interest is defined in §9-201(37) TA \l "§9-201(37)" \s "§9-201(37)" \c 5  as an interest in “personal property or fixtures.”  State law defines “fixtures” such that only property can be fixtures.  The effect is that items must be “property” or they cannot qualify as collateral.  But, many things of significant monetary value are not “property.”

1. Property of a Personal Nature.  XE "Limits of Article 9:Personal Property" In the past 20 years, there has been a growing consensus that it is inappropriate for creditors to take and enforce nonpossessory, nonpurchase money SIs in property that is highly personal in nature and has little resale value.

2. Former Practices.  With the adoption of the UCC in the 1960s blanket nonpurchase-money security interests were taken in borrowers’ household goods.  The problems that ensued prompted change by Congress.

a) Repossession as Leverage.  Respossession was often not so much an effort to collect the debt from the proceeds of the sale of collateral as it was to make good on a threat to deprive the debtor of its use.  There was testimony about repossessors who wrenched collateral from the hands of the impoverished debtor, only to take it directly to the city dump.  The likelihood of conflict in such repossessions is high.

3. Response to Abuses.  

a) Bankruptcy Changes.   XE "Bankruptcy:Excepted Consumer Property" Congress passed BC §522(f)(2) TA \l "BC §522(f)(2)" \s "BC §522(f)(2)" \c 5  of the Bankruptcy Code in 1978 which permits debtors who file bankruptcy to avoid nonpossessory, nonpurchase-money security interests in property listed in that section.  But if the debtor is not in bankruptcy, this provision offers no protection.

b) Federal Trade Commission Regulations.  The FTC passed regulations to protect consumers in secured transactions.  Unfortunately, only the FTC can enforce these regulations by bringing actions.  There is no private remedy under federal law, though most state have enacted “little FTC statutes” that allow private actions against persons engaged in unfair trade practices.

(1) Definitions.  Household Goods are defined as “Clothing, furniture, appliances, one radio and one TV, linens, china, crockery, kitchenware, and personal effects (including wedding rings) of the consumer and his or her dependents, provided that the following are not included within the scope of the term “household goods”: (1) Works of art; (2) Electronic entertainment equipment (except 1 radio, and 1 TV); (3) items acquired as antiques [over 100 yrs. old]; and (4) jewelry (except wedding rings).” 
FTC §444.1 TA \l "FTC §444.1" \s "FTC §444.1" \c 5  (page s37)

c) Effect of Changes.  Both regulations are vague and complex, and few consumer lenders are interested in litigating the outer boundaries.  The practical effect has been to generally discourage the use of Art. 9 security interests in consumer finance, i.e., consumers can’t secure loans with personal property.

B. Future Income  XE "Limits of Article 9:Future Income" of Individuals.  Perhaps the most valuable thing most debtors “own” is their ability to earn income in the future.  A direct attempt to create a SI in future income is referred to as an assignment of wages.
1. UCC Approach.  Art. 9 excludes such assignments from its purview stating “[s]uch assignments present important social problems whose solution should be a matter of local regulation.”  §9-104, comment 4 TA \l "§9-104, comment 4" \s "§9-104, comment 4" \c 5  

2. State Law Approach.  Most states restrict the assignment of wages as security or bars it altogether.  When permitted, states frequently limit them using one or more of the following devices: assignments of wages cannot be made in consumer transactions, wages can be assigned only after they are earned, or assignments of wages cannot exceed a certain % of the debtor’s income.

a) Incentive to work.  There is also a concern that debtors with encumbered future incomes will have less incentive to work and tend to become public charges.

3. Local Loan v. Hunt, (s39, US, 1934) TA \l "Local Loan v. Hunt, (s39, US, 1934)" \s "Local Loan v. Hunt, (s39, US, 1934)" \c 1  - “The power of the individual to earn a living for himself and those dependent upon him is in the nature of a personal liberty quite as much if not more than it is a property right.”  Hence, even if it is possible to take a SI in wages to be earned in the future, the debtor’s bankruptcy will defeat it.

C. Pension Rights.  XE "Limits of Article 9:Pension Rights" The requirements that make these plans eligible for tax breaks also make the retirement funds ineligible to serve as collateral for a loan.

1. In re Green, (s39, MO, 1990) TA \l "In re Green, (s39, MO, 1990)" \s "In re Green, (s39, MO, 1990)" \c 1  - Howard Green was an employee of Wal-Mart and 100% vested in his pension plan.  Green enters security agreement with United Savings and pledges his pension plan as security.  In bankruptcy, Green and Wal-Mart both argue that the anit-alienation provisions of ERISA, 29 USC §1056(d), prohibit the assignment and alienation of debtors’ interest in his pension plan.  If a security interest were permitted, Wal-Mart’s plan would be stripped of its tax-exempt status.

a) ERISA (see p. s41 for text) “refelcts a considered congressional policy choice... to safeguard a stream of income for pensioners... even if that decision prevents others from securing relief for the wrongs done them.  If exceptions to this policy are to be made, it is for Congress to undertake that task.”

2. Contrary View.  Some believe that the use of the pension fund as collateral should be a matter of individual choice.  Some debtors might have good reason to borrow, to pay for necessary medical care or to save the debtor’s business from failing.  The debtor may be unable to borrow at all w/o use of the pension fund as collateral.

D. Valuable Nonproperty as Collateral.  XE "Limits of Article 9:Nonproperty" Probably the most important category of nonproperty in the American economy is licenses.

1. Licenses.  XE "Limits of Article 9:Licenses" 

 XE "Licenses" Though they are routinely bought and sold, most of these licenses, rights, and medallions are by law nonproperty.  The putative purpose of this classificatoin is a governmental decision that the nonproperty should exist only “for the public convenience.”

a) Critique.  Cynics note that classifying these rights as revocable enables politicians to justify giving them away virtually free to their friends and supporters.  The cynics also note that they are rarely revoked, the restrictions on their transfer are rarely enforced, and that they are routinely bought and sold for huge sums of money.

b) In re SRJ, (s42, IL, 1993) TA \l "In re SRJ, (s42, IL, 1993)" \s "In re SRJ, (s42, IL, 1993)" \c 1  - Nissan franchise case. SI in Nissan franchise which was limited in its transferability by contract (like FCC licenses but in a private setting). 
Issue: Can a creditor take a sec’y interest in the proceeds of a non-transferable franchise license?  YES

c) Orix Credit v. Mills, (192, 11th, 1994) TA \l "Orix Credit v. Mills, (192, 11th, 1994)" \s "Orix Credit v. Mills, (192, 11th, 1994)" \c 1  - Beach Television Partners (BTP) took loan from Orix and pledged SI in all personal property and two FCC broadcasting licenses.  BTP filed under Ch. 11.  Trustee requested and the FCC approved the sale of the licenses for approximately $140k.  Orix sought these proceeds, trustee countered that they did not have a valid security interest.
Issue: Can a creditor take a security interest in the proceeds of sale a FCC license?  YES

(1) Even though you cannot take a security interest in the actual FCC license, as there is no true ownership interest in the broadcast license, recent case law has permitted the granting of a SI in proceeds of the sale of a FCC license.

(2) Former FCC view (1968) was that creditors cannot take a SI in a broadcast license or proceeds-- “clear FCC policy to prohibit the intrusion of commercial financing arrangements on the FCC’s ability to regulate the transfer of broadcasts licenses.”

E. Real Estate.  Art. 9 excludes the creation or transfer of an interest in or lien on real estate, including a lease or rents except for fixtures.  §9-104(j) TA \l "§9-104(j)" \s "§9-104(j)" \c 5 
F. Federal Preemption XE "Federal Preemption" .  XE "Limits of Article 9:Federal Preemption" Article 9 “does not apply to a SI subject to any statute of the U.S., to the extent that such statute governs the rights of parties to and third parties affected by transactions in particular types of property.”  §9-104(a) TA \l "§9-104(a)" \s "§9-104(a)" \c 5 
1. Deficiencies in Federal System.  Federal statutory schemes generally (with the exception here of tax statutes) provide only filing systems and not perfection and priority systems.

2. Copyrights XE "Copyrights" . XE "Limits of Article 9:Copyrights" 
a) In re Peregrine, (324, CA, 1990) TA \l "In re Peregrine, (324, CA, 1990)" \s "In re Peregrine, (324, CA, 1990)" \c 1  - Peregrine has principal assets in a library of copyrights, distribution rights and licenses to approximately 145 films.  Cap Fed took a SI in the film library and filed in CA, UT, and CO, but did not record its SI in the U.S. Copyright Office.  Peregrine as a debtor in possession in bankruptcy challenges Cap Fed b/c they were unperfected as they failed to record properly.
Issue: Does the UCC provide a parallel method, to that provided under Copyright Law, of perfecting a SI in a copyright?  NO

(1) Even in the absence of express language, federal regulation will preempt state law if it is so pervasive as to indicate that “Congress left no room for supplementary state regulation,” or if “the federal interest is so dominant that the federal system will be assumed to preclude enforcement of state laws on the same subject.”

(2) Regular filing is not “necessary or effective to perfect a SI in property subject to... [a] statute or treaty of the U.S. which provides for a national or international registration... or which specifies a place of filing different from that specified in [Article 9] for filing of the SI.”    §9-302(3)(a)
(3) When such a system exists the Code treats compliance with that system as “equivalent to the filing of a financing statement under [Article 9,] and a SI in property subject to the statute or treaty can be perfected only by compliance therewith....”   §9-302(4)
(4) Though the filing system is preempted, where the federal system is deficient from a secured transactions perspective, courts will look to Art. 9 for rules on other aspects of secured transactions, e.g.,  priority.

III. RIGHT TO SET-OFF XE "RIGHT TO SET-OFF" . XE "Limits of Article 9:Right to Set-Off"  The right of set-off, which limits the ability of the secured party to trace proceeds commingled in a bank account, does not create any new rights for banks. They can set-off only if they had such a right under previous law. §9-306(4) TA \l "§9-306(4)" \s "§9-306(4)" \c 5 
A. National Acceptance v. Virginia Capital Bank, (332, VA, 1980) TA \l "National Acceptance v. Virginia Capital Bank, (332, VA, 1980)" \s "National Acceptance v. Virginia Capital Bank, (332, VA, 1980)" \c 1  - NAC (π) had SI in A/R of Structures.  Bank (∆) later lent to the debtor on an unsecured basis.  Debtor has difficulty meeting obligations.  Prior to insolvency and w/o notice to or the authorization of the πs, ∆ made several debits to debtor’s deposit accounts to satisfy remaining indebtedness under their unsecured loans.
Issue:  Does a creditor’s common law right to set-off preempt the Art. 9 priority system? NO

1. “This title does not apply... to any right of set-off...”  §9-104(i) TA \l "§9-104(i)" \s "§9-104(i)" \c 5 
2. VA recognized the common-law right of a bank to set-off a matured debt owed to the bank by a depositor against funds on deposit.  Often referred to as a “banker’s lien.”

3. VA adheres to the majority rule that if the bank can be charged with knowledge of the interest of a third party in a deposit account, or notice of facts sufficient to put it on inquiry that such an interest exists, it may not apply the account to satisfy a debt owed by the depositor.

4. Court holds that Bank’s set-off was improper and constituted a conversion of π’s property on two theories.

a) The Bank was an unsecured creditor while π was a perfected secured party.  §9-201 provides that a SA is effective according to its terms between the parties, ... and against creditors.  “[T]he secured creditor, even an unperfected secured creditor, has greater rights in his collateral than any other creditor unless Art. 9 provides otherwise.” White and Summers.

b) Alternatively, the Bank was sufficiently aware of π’s interest in the deposit accounts to prohibit it from appropriating the funds from those accounts to satisfy its own claims.

IV. TRANSACTIONAL LIMITS.  XE "Limits of Article 9:Transactions" §9-104 lists several transactions that are outside the scope of Article 9.  In addition to these limits there are other limits that occur when transactions look similar to a secured transaction but in fact are not.

A. Ostensible Ownership XE "Ostensible Ownership" .  Many of the transactions skirting the edges of Art. 9 create ostensible ownership problems, where the ownership of property is questionable from a third parties perspective.

B. Leases XE "Leases" .   XE "Limits of Article 9:Leases" A true lease is clearly not a security transaction and is not subject to Art. 9.  However, leases are often structured so that the lessee may be entitled to purchase the “leased” goods at the end of the term for a nominal price.

1. True lease compared with SI.  Determination largely depends on the facts of each case, but “security interest” is defined to some degree in §1-201(37) TA \l "§1-201(37)" \s "§1-201(37)" \c 5 
a) Option to purchase.  If the lessee has the option to purchase the property for no or only nominal consideration, the transaction creates a SI and is not a true lease. §1-201(37)(d)
b) Termination clause.  If the lessee has the right to terminate the lease and return the goods without a substantial penalty, a true lease occurs, since this is not usually an option given to someone purchasing goods.

c) No value at end of lease.  If at the end of the lease term (either as originally set or as extended by renewals), the leased goods will have no remaining economic value, a disguised sale on credit has occurred, and this is not a true lease.  This is sometimes called the “junk pile” test b/c at the end of the so-called lease, the goods are fit only for being discarded.  §1-201(37)(a)-(c)
d) Other terms irrelevant.  A number of other terms are considered irrelevant to the determination, even though prior case law held oppositely.§1-201(37) TA \s "§1-201(37)" 
(1) Lease payments exceed fair market value.  The fact that the payments made under the lease will exceed the fair market value of the goods does not in any way determine whether a true lease was intended.

(2) Option to renew.  The fact that the lease gives the lessee the option to renew is also irrelevant to the determination, as long as the goods still have some useful economic life at the end of the lease period.

(a) In re Marhoefer, (349, 7th, 1982) TA \l "In re Marhoefer, (349, 7th, 1982)" \s "In re Marhoefer, (349, 7th, 1982)" \c 1  - Marhoefer entered into a 48 month lease for a continuous sausage stuffer from Reiser.  The lease provided that at term-end M could (i) return the machine w/ no further obligations, (ii) purchase it outright for $9,968, or (iii) renew the lease for another 48 months with an option to purchase for $1 at that lease-end.  M enters bankruptcy b/f the first lease-end.  Trustee challenges the lease as creating a SI that was unperfected and thus avoidable.
Issue: Does a lease that provides for termination at a set point whereupon the lessee may purchase the object for a non-nominal amount or renew the lease such that at the end of the renewal period the object can be purchased for a nominal price create a security interest?  NO

(i) At lease-end the machine could be purchased for what turned out to be half the then market price.  Trustee construes this as nominal.  But, high inflation rates resulted in this situation.  When entered into, the purchase option price was estimated as the fair market price 48 months out.  Additionally, courts generally do not tip towards nominalness until the consideration is less than half the value.

(ii) The trustee also argues that b/c the lessee had the option to renew the lease for the remainder of the machine’s economic life, the lease created a SI.  But, that the lessee could exit the relationship half-way through the economic life dictates that this be construed as a lease.

(3) Risk of loss.  A term providing that the lessee has the risk of loss is also irrelevant to the true lease/secured transaction issue.

(4) Taxes and other charges.  That the lessee must pay taxes, insurance, or other service or maintenance is also irrelevant.

C. Bailments XE "Bailments" . XE "Limits of Article 9:Bailments" 
1. Medomak v. Underwood, (338, ME, 1977) TA \l "Medomak v. Underwood, (338, ME, 1977)" \s "Medomak v. Underwood, (338, ME, 1977)" \c 1  - Underwood sought to expand distribution to include pork and beans.  U contracts with Medomak to have M process the raw materials into canned goods for U for a fee.  U paid the supplier who delivered directly to M for processing.  U had strict quality standards and req’d M to inspect goods for U since they were delivered directly there.  M enters bankruptcy.  Issue becomes whether U had a SI in the raw materials, in-process, and final goods it had contracted for.  If a SI, then U was unperfected.  If construed as a bailment, then U could escape being of junior priority.  Court construes as a bailment.

a) Under §9-203, a debtor has to have rights in the collateral to grant a security interest.  Here M did not have rights in the raw materials as they were U’s.

b) M’s impecunious position prior to the contract resulted in U paying the supplier, and M rejecting the suggestion that U “purchase” the finished products but instead pay a processing fee as M did not wish to bear the risk of loss that U might reject the finished product on quality grounds and b/c M lacked the funds with which to provide the raw ingredients and packaging and shipping supplies.

c) From an accounting perspective, as well, both parties treated the transaction not as a sale but as a bailment.

V. ASSET SECURITIZATION XE "ASSET SECURITIZATION" . XE "Limits of Article 9:Asset Securitization" 
A. Sale of Accounts XE "Accounts Sales" .  XE "Limits of Article 9:Accounts Sales"  “Except as otherwise provided in 9-104 on excluded transactions, this Article applies (b) to any sale of accounts or chattel paper.”  §9-102(1)(b) TA \l "§9-102(1)(b)" \s "§9-102(1)(b)" \c 5 
1. Rationale.  The sales of and SI in accounts are just too similar to warrant them being outside Art. 9.  A/R “sales” are quite popular to finance an operation.

2. Characterization Affects Disposition Status. “If the SA secures an indebtedness, the secured party must acocunt... for any surplus, and unless otherwise agreed, the debtor is liable for any deficiency.  But, if the underlying transaction was a sale of accounts or chattel paper, the debtor is entitled to any surplus or is lible for any deficiency only if the SA so provides.”  §9-502(2) TA \l "§9-502(2)" \s "§9-502(2)" \c 5 
B. Accounts Financing XE "Accounts Financing" . XE "Limits of Article 9:Accounts Financing" 
1. Major’s Furniture v. Castle Credit, (356, 3rd, 1979) TA \l "Major’s Furniture v. Castle Credit, (356, 3rd, 1979)" \s "Major’s Furniture v. Castle Credit, (356, 3rd, 1979)" \c 1  - Major agrees to “sell” A/R to Castle at discounted price.  C has full recourse; M must repurchase at full price any account in default for more than 60 days.
Issue:  Given the facts, is this transaction truly a sale of A/R as characterized by the documents? NO

a) Every risk is left with Major– this is the most significant reason for finding that this is a financing.  Additionally, Castle unilaterally changed terms suggesting that this was more like a line of credit not a sale.  If it were a sale, such changes would have modified the price term of the agreement, which could only be done by a writing signed by all the parties (changes to a k must be for consideration and agreed to by both parties, no hold-up games).

b) §9-502 comment 4: “In the area of rights after default our legal system has traditionally looked with suspicion on agreements designed to cut down the debtor’s rights and free the secured party of his duties.”  (don’t take literally though, more important for litigators).

C. Asset Securitization XE "Asset Securitization" .  Asset securitization permits accounts to be pooled and parsed into securities that are backed by a portion of the pool.  These securities are bought at a discount price from investors, and the proceeds are passed on to the accounts generator in essence financing them.

1. Incentives. Expensive for investors to find out how worthy the underlying debt is.  In practice the price would be too high and the transaction would not occur.  Instead ratings agencies, e.g., Moody’s, rate the quality of the securities assuring investors of the quality of the underlying accounts.

2. Limits. Due to economies of scale, the pool usually has to be at least $25 million to be worthwhile.  Mortgages are the most popular underlying securities, though other accounts have begun to compete in this capital market.

3. Bankruptcy Problem. The Special Purpose Vehicle (SPV) needs to be bankruptcy-proof for this to work.  If the SPV goes into bankruptcy, investors will not get their funds from the stream of proceeds.  Put someone in charge that has never entered bankruptcy, put a BOD in place that is adverse to bankruptcy.  In the certificate of incorporation include provisions that make it very difficult to file for bankruptcy, e.g., unanimous BOD approval to file for bankruptcy.  If they do file, a lot of the value in the securities is lost.  Bankruptcy ties up the assets.

4. Mortgage Backed Securities.  Asset securitization has been most popular in the pooling of mortgages. By 1994, there were approximately $2 trillion in existing mortgage-backed securities.

a) Freddie Mac - Federal Home Loan Mortgage Association.  Federal government created and it has worked very well.  Pool mortgages bought from banks, issue securties which are backed by the stream of revenues generated by payments on the underlying mortgages.

5. Other Account Backed Securities. The same model has been adopted in other lending situations.  In these other situations Freddie Mac is replaced by a special purpose vehicle (SPV).  The accounts that are transfered to the SPV must be characterized as a sale of accounts or the paradigm will fall apart as it will have little value.  How does this relate to PEB Commentary no. 14?  Did this sort of securitization plummet with the Octagon decision and resurge with the issueance of PEB Commentary no. 14?

6. Octagon Gas v. Rimmer, (363, 10th, 1993) TA \l "Octagon Gas v. Rimmer, (363, 10th, 1993)" \s "Octagon Gas v. Rimmer, (363, 10th, 1993)" \c 1  - Court agrees that this is a sale of accounts, but court reads in some sort of property interest that supposedly exists in the original account creator.

a) That a sale of accounts falls under Art. 9 does not mean that a SI exists.  Though you do have to file when a sale of accounts occurs.

b) This case scared the pants off of asset securitizers.  PEB quelled those concerns.

c) PEB Commentary No. 14 The Octagon decision resulted in the issuance of PEB Commentary, No. 14.  The case was decided in 1993, and the PEB commented on 6/10/94.  Commentary disagrees with Octagon decision and emphasizes that though the sale of accounts falls under Article 9, the sale of accounts does not create a SI.

VI. FEDERAL TAX LIENS XE "FEDERAL TAX LIENS" . Gov’t has attempted to create a mini-Art. 9 in IRS §6323 TA \l "IRS §6323" \s "IRS §6323" \c 5 .  But several problems in meshing with Art. 9 exist. If you stop paying stakeholders, then employees will stop coming to work, utilities will cut off electricity, phone company will kill your line, . . .  But if you stop paying taxes, the gov’t just sends a notice.  Often these payments will be neglected.

A. “Attachment.”  

1. IRS §6321 TA \l "IRS §6321" \s "IRS §6321" \c 5  - “If any person liable to pay any tax neglects or refuses to pay the same after demand, the amount shall be a lien in favor of the U.S. upon all property and right to property, whether real or personal, belonging to such person.”

2. IRS §6322 TA \l "IRS §6322" \s "IRS §6322" \c 5  - “Unless another date is specifically fixed by law, the lien imposed by IRS §6321 shall arise at the time the assessment is made and shall continue until the liability for the amount so assessed is satisfied or becomes unenforceable by reason of lapse of time.”

B. “Perfection.”  A tax lien “shall not be valid as against any purchaser, holder of a [perfected] security interest, ...or judgment lien creditor until notice thereof... has been filed by the Secretary [or the District Court clerk’s office].”  IRS §6323(a) TA \l "IRS §6323(a)" \s "IRS §6323(a)" \c 5 
C. “Priority”
1. After-Acquired Property.  The definition of “security interest” only includes “property [] in existence.” IRS §6323(h)(1) TA \l "IRS §6323(h)(1)" \s "IRS §6323(h)(1)" \c 5   Thus once the tax lien is filed, any property that later comes into existence will not go to a secured Art. 9 party who may have perfected in that collateral type through an after-acquired clause prior to the filing of the tax lien.

a) Rice v. U.S., (375, 5th, 1980) - Rice loses b/c he can’t demonstrate that he falls within the 45 day window.

b) Inventory, A/R, Chattel Paper Exception.  A perfected security interest in after-acquired property beats a tax lien if: (i) the debtor acquires interest within 45 days of tax lien filing AND b/f the creditor had actual notice or knowledge; AND (ii) the collateral must be invenotry, A/R, or chattel paper. IRS §6323(c)(1),(2)
2. Future Advances.  Where the security agreement covers future advances as well as the original loan, a perfected security interest takes priority over the tax lien to the extent enlarged by a future advance only if the advace was made w/o knowledge of the tax lien and during the 45 days after the tax lien filing. IRS §6323(d) TA \l "IRS §6323(d)" \s "IRS §6323(d)" \c 5 
a) Article 9 Comparison. Under 9-301(4) similar provisions are offered to lien creditors as the tax lien creditor in 6323.  Under §9-301(4) though the lien creditor takes subject to a security interest that is “pursuant to a commitment entered into without knowledge of the lien.”  Additionally, in 301(4) the escape hatches are separated by “or.”  Thus even though the contract creditor knows of the lien creditor, they can still make secured advances for 45 days.

Attachment XE "Attachment" 
I. Generally. A security interest normally attaches when the creditor enters into a security agreement with the debtor for value, and either puts designated elements of the agreement in writing or obtains possession of the collateral.  When the security interest attaches, it becomes enforceable against the debtor.  In theory, it is also enforceable against third parties, such as competing assignees, but in practice it is normally enforceable against third parties only if it is “perfected.”

A. Elements XE "Attachment:Requirements" .  §9-203 TA \l "§9-203" \s "§9-203" \c 5   A party can attach if: 

1. The collateral is in the possession of the secured party pursuant to agreement, or 
The debtor has signed a security agreement which contains a descritption of the collateral; (1)(a)
2. Value has been given; and(1)(b)
3. The debtor has rights in the collateral. (1)(c)
II. Security Agreement XE "Security Agreement" . XE "Attachment:Security Agreement"  Debtor must agree to grant a security interest in collateral to the secured party.  The security agreement  evidences the contract the parties have made and must comply with certain minimal standards set by the Code.  A security agreement may also contain any other provisions which are desirable between the parties, and are consistent with the law.  

A. General validity.  “Except as otherwise provided by this Act a security agreement is effective according to its terms between the parties, against purchasers of the collateral and against creditors.” §9‑201 TA \l "§9‑201" \s "§9-201" \c 5 
B. Grant Language XE "Attachment:Grant Clause" .  Though not req’d by Art. 9, the grant clause of a security agreement is the heart of the agreement.

C. Formal Requirements.  XE "Security Agreement:Requirements" Security agreements are req’d to contain only two specific items: the signature of the debtor, and a description of the collateral §9‑203(1)(a) TA \l "§9‑203(1)(a)" \s "§9-203(1)(a)" \c 5 
1. Signature. The debtor’s signature, any mark or other symbol executed with the intention to authenticate the writing, must appear on the SA §1‑201(39) TA \l "§1‑201(39)" \s "§1-201(39)" \c 5 .

a) A typewritten signature on a security agreement can satisfy the requirements as long as the evidence establishes an intention to authenticate.

2. Description of the Collateral XE "Description of the Collateral" .  XE "Security Agreement:Description of the Collateral"  The description will be sufficient whether or not it is specific if it reasonably identifies what is described.  However, if consumer goods are used as collateral, some states require a specific description of the goods in the security agreement.  §9‑110 TA \l "§9‑110" \s "§9-110" \c 5 . 

a) Serial Number Test XE "Serial Number Test" . The serial number test of yesteryear no longer applies though debtors have an incentive to create a clear agreement to avoid future litigation. §9‑110, comment
b) All-Encompassing Description.  A description that includes goods, accounts, chattel paper, documents, instruments, money, and general intangibles will cover all categories of collateral. §9-106 TA \s "§9-106" 
c) Proceeds. Do not have to be specifically described. Unless otherwise agreed, security agreements give secured parties a right to the proceeds of the collateral described. §9‑203(3) TA \l "§9‑203(3)" \s "§9-203(3)" \c 5 
d) Problems With Descriptions.  Descriptions may be erroneous, overbroad, ambiguous, or lack specificity.

(1) LACK OF SPECIFICITY
In re Laminated Veneers, (42, 2nd, 1973) TA \l "In re Laminated Veneers, (42, 2nd, 1973)" \s "In re Laminated Veneers, (42, 2nd, 1973)" \c 1  - Signed security agreement contained omnibus clause which enumerated items covered by the security agreement.  Clause included “equipment.”  Schedule A of agreement listed a truck but not the two Oldsmobile automobiles in question.
Issue: Do two automobiles qualify as “equipment” even though they were not listed on a schedule attached to the security agreement? NO

(a) Crt. looks at 110 requiring reasonable identification.  “Equipment” not a reasonable “description” of the autos.

(b) As the security agreement embodies the intentions of the parties, it must be reasonably specific.

(c) Dissent: Breadth of clause indicative of intent to cover all personal property.  The comment to 9-110 rejects the “serial number” test and encourages only sufficient description.

(d) Note: This case is anamolous according to Guzman  Don’t take too seriously re: specificity in description.

(2) AMBIGUOUS DESCRIPTIONS
World Wide Tracers v. Metropolitan Protection, (45, MN, 1986) TA \l "World Wide Tracers v. Metropolitan Protection, (45, MN, 1986)" \s "World Wide Tracers v. Metropolitan Protection, (45, MN, 1986)" \c 1  - World Wide (WW) sold assets to Metro. Protection (debtor) and took a security interest in a list of equipment, furniture, and fixtures, “together with any property of the debtor acquired after 7/15/80.”  A/R and contract rights not mentioned anywhere.  Bank later lends and takes a SI in accounts and all contract rights now existing or hereafter acquired.  Debtor defaults to WW who brings suit alleging superior SI in A/R.  Summary judgment granted to debtor as the descriptions of collateral were insufficient as a matter of law.
Issue: Is the description “all of the property listed on Exhibit ‘A’ . . . together with any property . . . acquired after July 15, 1980” sufficient to include future A/R?  NO

(a) While broad reading of collateral descriptions is permitted, this agreement leads one to the conclusion that only tangible property was included.  At a minimum, the meaning of ‘property’ is ambiguous.  Where there is an ambiguity, the contract will be construed against the drafter.

(b) If the debtor is willing to give a creditor a SI in everything he owns the code does not prevent it, whether this action is prudent or not.

e) Crops/Timber.  If the collateral is crops growing or to be grown or timber to be cut, the description must also include a description of the land concerned.  This real estate description is not held to the rigid rules which have been applied to financing statements.  If the description reasonably identifies the land concerned, the security interest is enforceable against third parties.

D. After-Acquired Property XE "After-Acquired Property" .   XE "Security Agreement:After-Acquired Property" To be covered the security agreement must contain language covering after-acquired collateral, e.g., “goods now owned and hereafter acquired.”  If not inserted, the court will rely on contract law and interpretation to determine the intent of the parties in entering the agreement.  Inserting the appropriate language in the security agreement may avoid litigation.  §9-204(1) TA \l "§9-204(1)" \s "§9-204(1)" \c 5 
1. Consumer Goods.  “No SI attaches under an after-acquired property clause to consumer goods... when given as additional security unless the debtor acquires rights in them within 10 days after the secured party gives value.” §9-204(2) TA \l "§9-204(2)" \s "§9-204(2)" \c 5 
2. Inventory and A/R.  A security interest in inventory implies coverage of future inventory, and an after-acquired clause is generally not necessary.

3. AAP DOES NOT CONTINUE AFTER DISPOSITION OF COLLATERAL
Bank of Yellville v. Scott, (275, AR, 1990) TA \l "Bank of Yellville v. Scott, (275, AR, 1990)" \s "Bank of Yellville v. Scott, (275, AR, 1990)" \c 1  - 6/85: Bank lends to Scotts to purchase a business; SA+fin. statement list “Scotts” as debtors; includes after-acquired property. 7/12/85: Scotts incorporate as “KC of Camden”; all business assets transferred to KC.  7/17/85: BW takes SI in assets of KC incl. after-acquired property; fin. stat. filed under “KC of Camden.”  Bank learns of incorporation, but does not do anything feeling that it was merely a name change.
Issue:  May a creditor take an interest in after-acquired property after assets have been disposed of by the debtor?  NO

a) Under §9-306(2) a SI survives the disposition of collateral unless disposition was authorized by the creditor (not the case here).  Thus Bank’s SI survives, but does perfection.  Perfection for the collateral as existing just prior to the incorporation are covered regardless of whether you characterize this as a name change or a transfer. If name change, then the 4 month rule applies to after-acquired property.

b) If a name change, then the second sentence of 402(7) applies and the Bank could also go after collateral acquired 4 months after the change and if they file in time their perfection would continue.  But the Scotts, the Bank’s debtor, did not change their name.  The Scotts created a corporation and transferred some of their assets to that corporation.

c) As this is not a name change, but a disposition of collateral, Bank cannot pursue after-acquired property in the corporation.

E. Future Advances XE "Future Advances" .  XE "Security Agreement:Future Advances"  Like after-acquired property clauses, Art. 9 requires (?) that such clauses be drafted in a security agreement to be covered. §9-204(3) TA \l "§9-204(3)" \s "§9-204(3)" \c 5 
F. Composite Document Rule XE "Composite Document Rule" .  XE "Security Agreement:Composite Document Rule" Although the owner did not sign a security agreement, the signature of the owner of the collateral on ancillary documents may obligate the owner to the terms of the security agreement though courts are split on its application.

1. Financing Statement. A continual problem is whether a financing statement or other documents may substitute in place of a written security agreement.  Under §9‑402 TA \l "§9‑402" \s "§9-402" \c 5 , a signed copy of the security agreement is sufficient as a financing statement if it contains the requisite information.  However, the converse may not be true.  Financing statements usually lack the “granting” language required for security agreements.  The 9th Cir. though does take the liberal view as discussed below.

2. STRICT READING OF §9-203(1)
In re Martin Grinding, (36, 7th, 1986) TA \l "In re Martin Grinding, (36, 7th, 1986)" \s "In re Martin Grinding, (36, 7th, 1986)" \c 1  - Martin Grinding (MG) borrowed $350k from Bank and executed a security agreement in machinery, equipment, furniture, and fixtures (but not inventory and A/R).  Other loan documents executed in connection with the security agreement included inventory and A/R.  MG later enters Ch. 11.  Debtor in possession denied that Bank had a SI in inventory and A/R.
Issue: Can loan documents supplement a security agreement to create a SI in property inadvertantly omitted from the seucrity agreement’s enumeration of secured collateral? NO

a) Under 9-201 a security agreement is effective according to its terms.

b) Neither loan documents nor the financing statement can expand a SI interest beyond collateral stated in the security agreement.

c) Court argues that expansion of the description hurts subsequent creditors who would then have to check not only the security agreement but also parol evidence surrounding the execution of the agreement.

3. COMPOSITE DOCUMENT RULE FOLLOWED
In re Bollinger, (30, 3rd, 1980) TA \l "In re Bollinger, (30, 3rd, 1980)" \s "In re Bollinger, (30, 3rd, 1980)" \c 1  - Bollinger and the creditor never executed a formal security agreement.  Bollinger did sign a financing statement containing a detailed list of the machinery and equipment originally taken as collateral.  Bollinger also signed a promissory note, and several letters constituted the course of dealing.  
Issue: Can a creditor assert a secured claim against the debtor when no formal security agreement was ever signed, but where various documents executed in connection with a loan evince an intent to create a security agreement?  YES

a) “The intention of the parties to create a SI may be gleaned from the exspression of future intent to create one in the promissory note and the intention of the parties as expressed in letters constituting their course of dealing.”

b) Courts should look at the transaction as a whole in order to determine if there is a writing or writings, signed by the debtor describing the collateral which demonstrates an intent to create a SI in the collateral.

4. COMPARE, THE 9TH CIRCUIT’S MORE LIBERAL APPROACH
In re Amex-Protein, (32, 9th, 1974) TA \l "In re Amex-Protein, (32, 9th, 1974)" \s "In re Amex-Protein, (32, 9th, 1974)" \c 1  - The Ninth Circuit takes an even more liberal approach than Bollinger and holds that the financing may substitute as a security agreement.

a) As long as the financing statement contains a description of the collateral signed by the debtor, the financing statement may serve as the security agreement and the formal req’ts of §9-203(1)(b) are met.

III. Value is given XE "Attachment:Value is Given" . For a security interest to attach value must be given.§9‑203(1)(b) TA \l "§9‑203(1)(b)" \s "§9-203(1)(b)" \c 5 
A. Definition. Any consideration sufficient to support a simple contract including receiving collateral as security for a preexisting debt, and granting a binding commitment to extend credit. §1-201(44)
B. Bank of Lexington v. Jack Adams Aircraft, (59, 5th, 1978) - 

IV. Rights in the Collateral XE "Attachment:Rights in the Collateral" . Generally, the debtor’s rights in the collateral are apparent as they will either own the collateral or acquire the collateral from a seller. §9‑203(1)(c) TA \l "§9‑203(1)(c)" \s "§9-203(1)(c)" \c 5 
A. In re Whatley, (54, 5th, 1989) TA \l "In re Whatley, (54, 5th, 1989)" \s "In re Whatley, (54, 5th, 1989)" \c 1  - Whatleys, farmers, incorporated and caused their entity to borrow from the SBA pledging a floating lien on all machinery and equipment.  The farming equipment though had been purchased by Whatley as an individual and never transfered to the corporation.  The equipment was depreciated on the company tax returns, and the accountant considered it as a corporate asset.  The farming equipment was purchased with financings from Guaranty Bank.
Issue: Did the Whatley corporation have “rights in the collateral” sufficient to grant a security interest to a creditor?  YES

1. The bankruptcy court erred in equating a debtor’s rights in the collateral with its possession of legal title.

2. Although one cannot generally encumber another’s property, several exceptions have long been recognized.  Consent by the property owner constitutes one such exception.  John Whatley signed the security agreements on behalf of the corporation and he as the actual owner consented to the pledge.

B. In re Clark, (25, PA, 1989) TA \l "In re Clark, (25, PA, 1989)" \s "In re Clark, (25, PA, 1989)" \c 1  - Chrysler lent to Clark and listed a liqour license as collateral on the financing statement.  Clark subsequently filed for bankruptcy. 
Issue: Did a debtor have sufficient rights in a liquor license to grant it as a security interest?  NO

1. Creditor could not in any manner derive a benefit from this right except to hold the license ransom.  License could not be removed or transfered.

C. Orix Credit v. Mills, (192, 11th, 1994) TA \s "Orix Credit v. Mills, (192, 11th, 1994)"  - Beach Television Partners (BTP) took loan from Orix and pledged SI in all personal property and two FCC broadcasting licenses.  BTP filed under Ch. 11.  Trustee requested and the FCC approved the sale of the licenses for approximately $140k.  Orix sought these proceeds, trustee countered that they did not have a valid security interest.
Issue: Can a creditor take a security interest in the proceeds of sale a FCC license?  YES

1. Even though you cannot take a security interest in the actual FCC license, as there is no true ownership interest in the broadcast license, recent case law has permitted the granting of a SI in proceeds of the sale of a FCC license.

2. Former FCC view (1968) was that creditors cannot take a SI in a broadcast license or proceeds-- “clear FCC policy to prohibit the intrusion of commercial financing arrangements on the FCC’s ability to regulate the transfer of broadcasts licenses.”

V. Postponed Attachment XE "Attachment:Postponed Attachment" . The agreement between the parties may postpone the time for attachment.  §9‑203(3) TA \s "§9-203(3)" .  While it is normally desirable for the security interest to attach and be perfected at the earliest possible time, certain obligations may contemplate attachment only on certain conditions.  Note that perfection requires attachment.  Accordingly, the power of a trustee in bankruptcy to set aside a preference which occures just prior to bankruptcy is a threat to security interests where attachment has been postponed.

Perfection XE "Perfection" 
Available Methods of Perfection

Possession only
Filing only
Either

· Instruments (unless part of chattel paper)

· Money

· Proceeds of written letters of credit
· Accounts

· General intangibles
· Chattel paper

· Documents

· Goods (inventory, equip., farm products, consumer goods)

Filing Location (§9-401 TA \l "§9-401" \s "§9-401" \c 5 )


Alternative #1
Alternative #2
Alternative #3

Office where real estate is recorded
timber

minerals

fixtures


timber

minerals

fixtures
timber

minerals

fixtures

Sec’y of State
Other
Other
Other (with caveats)

Debtor’s county of residence or if not a citizen where the collateral is kept
N/A
farm products

consumer goods

crops (only where the land is located)


farm products

consumer goods

crops (only where the land is located)



I. Generally. In most cases, a security interest is perfected only by filing a financing statement. A few security interests though are perfected “automatically” upon attachment (i.e., upon execution of the security agreement), or by taking possession of the collateral.  In the case of accounts or other intangible personal property, however, there is usually nothing to possess, unless the intangible is embodied in or evidenced by a tangible token.

A. Policy XE "Perfection:Policy"  and Importance of Perfection. Perfection lowers the overall cost of lending by providing notice, and ensures a creditor that their interest will be protected through priority.

1. Notice Function.  Perfection often serves as a notice function to potential third party creditors.  If a financing statement is filed, or if the first creditor is in possession, a potential lender will be on notice that a superior interest exists.

a) Efficient Distribution of Costs.  In giving notice to other parties, this system of perfection lowers overall lending costs by lowering search costs of other lenders, and producing certainty which in turn reduces litigation.

2. Priority.  After attachment, a SI must be “perfected” to acquire priority against most third party claims.  But, despite perfection, a non-possessory security interest may be subordinated to some types of adverse third-party claims (e.g., to ordinary course buyers of inventory, to holders in due course of negotiable instruments, etc.).

B. Importance of Collateral Classification XE "Perfection:Collateral Classification" .  How collateral is classified impacts the method of perfection.  Problems in classification are not unusual. Classification problems often occur between instruments and general intangibles.  One requires filing the other possession.  Items on the borderline should be possessed and filed.  Nothing wrong with doing both.

1. In re Newman, (66, 5th, 1993) TA \l "In re Newman, (66, 5th, 1993)" \s "In re Newman, (66, 5th, 1993)" \c 1  - WestLoop lent to Newman and took an interest in a life insurance annuity contract.  West did not file a financing statement.  Newman enters bankruptcy.  Trustee seeks to avoid “unperfected” interest.
Issue: Is an annuity contract an instrument for purposes of perfection by possession?  NO

a) West argues that the annuity is a contract automatically perfected by possession. However the court characterizes as a general intangible.

b) Not an instrument b/c not transferred in the ordinary course of business.  This though may be a debatable point.  

c) From the face of the annuity, possession alone is not enough to confer the right to payment.

d) When uncertain, a party should possess and file to ensure priority.

2. In re Vienna Park Properties, (69, 2nd, 1992) TA \l "In re Vienna Park Properties, (69, 2nd, 1992)" \s "In re Vienna Park Properties, (69, 2nd, 1992)" \c 1  - 
Issue: Are rights to the residual value of an escrow account a money interest perfectable by possession?  NO

a) Bank argues that under 1-201(24) the interest is a money interest and thus perfectable by possession.

b) The most the debtor could transfer at the time of the security agreement was a contingent right to receive an uncertain amount of money in the future.  A contractual right to obtain money at some future time is not the same thing as money itself.

c) The interest was in a general intangible that can only be perfected by filing.

C. When Perfected.  “A security interest is perfected when it has attached and when all of the applicable steps req’d for perfection have been taken.” §9‑303(1) TA \l "§9‑303(1)" \s "§9-303(1)" \c 5 
II. perfection by Possession.  XE "Perfection:Possession" No filing is necessary for perfection if the secured party takes possession of goods or of negotiable instruments, documents of title or chattel paper.  Intangibles cannot be effectively possessed and thus a creditor must file to perfect. §9‑304(1) TA \l "§9‑304(1)" \s "§9-304(1)" \c 5 
A. Possession Mandatory for Perfection. Possession is absolutely required for perfection of money or instruments. Instruments produced as proceeds of perfected collateral must still be possessed to maintain perfection. §9‑304(1) TA \s "§9-304(1)" 
B. Possession Recommended for Perfection.  Although filing is a permissible method of perfecting in chattel paper or documents, possession is recommended as the most acceptable method of perfection to protect the secured party from claims of good faith purchasers who will take free of any security interest. §§9‑308 TA \l "§9‑308" \s "§9-308" \c 5 , 9‑309  “[Chattel] paper has become an important class of collateral in financing arrangements.” §9-308, comment 1
C. Time of Perfection. The point in time when an interest perfects by possession depends on whether the creditor actually possesses or has a bailee hold the goods.

1. Actual Possession. Where the secured party takes possession, the security interest is perfected from the moment of possession without relation back to the time of attachment, and continues as long as possession is retained or perfected in another manner as req’d in §9-303(2).  §9‑305 TA \l "§9‑305" \s "§9-305" \c 5 
2. Collateral in the Hands of a Bailee.  XE "Perfection:Bailee in Possession" Where the collateral is in the hands of a third party (bailee), the secured party is deemed to be in possession from the moment the bailee received notice of the secured party’s interest.  §9‑305
a) In re Coral Petroleum, (105, TX, 1985) TA \l "In re Coral Petroleum, (105, TX, 1985)" \s "In re Coral Petroleum, (105, TX, 1985)" \c 1  - 1st Chicago lends Coral $30M and in return takes possession of an interest-bearing installment promissory note in the amount of $30M.  Paribas later lends Coral $ several times.  In one of these lendings Paribas takes an interest in the payments rec’d by Coral from the aforementioned promissory note.  Inter-creditor agreement entered between lenders including 1st Chicago.

(1) Paribas argues that if the note is an instrument then they perfected by giving notice to 1st Chicago whom they construe as a bailee.

(2) In the cases that held that a security interest was perfected in goods held by a bailee, the bailee was a third party who did not assert an interest in the bailed property.  Here 1st Chicago has a vested interest in the collateral.

b) In re George B. Kerr, (114, 4th, 1982) TA \l "In re George B. Kerr, (114, 4th, 1982)" \s "In re George B. Kerr, (114, 4th, 1982)" \c 1  - Kerr, a grain dealer, stores grain at a gov’t warehouse and receives warehouse receipts in return.  These receipts are negotiable documents which can be perfected by filing or possession in the actual document.  First National lent and possessed the receipts as collateral.  Debtor enters bankruptcy, trustee can’t obtain possession of the commodities w/o first recovering the receipts from First National, and First National would not release until loan was paid.  Trustee repays loan, collects receipts.  Trustee saved the debtor the expense of the interest which was accruing and the expense of continuing to store the commodities.  Creditors’ Committee challenges on the grounds that First National did not have a valid SI.
Issue: Was an interest in grain perfected by the possession of warehouse receipts executed by the bailee of the grain? YES

(1) Under 9-203 the security agreement must be in writing unless the collateral is in the possession of the secured party (including an agent on his behalf).  In this case, the creditor also executed a written security agreement.  

(2) If the receipts were not negotiable documents then the creditor would have to perfect in the underlying goods through filing or possession (constructive or otherwise).

(3) Goods were held by a bailee, but the bailee, while an employee of the state of S. Carolina, was under the control of the debtor.

D. Care of Collateral.  XE "Care of Collateral" 

 XE "Perfection:Care of Collateral"  “A secured party must use reasonable care in the custody and preservation of collateral in his possession.  In the case of an instrument or chattel paper reasoanble care includes taking necessary steps to preserve rights against prior parties unless otherwise agreed.”§9-207(1) TA \l "§9-207(1)" \s "§9-207(1)" \c 5 
1. Expenses.  “Reasonable expenses (including... insurance and payment of taxes or other charges) incurred in the custody, preservation, use or operation of the collateral are chargeable to the debtor and are secured by the collateral.” §9-207(2)(a) TA \l "§9-207(2)(a)" \s "§9-207(2)(a)" \c 5 
2. Effect of Lack of Care.  “A secured party is liable for any loss caused by his failure to meet any obligation imposed by the preceding subsection but does not lose his security interest.” §9‑207(3) TA \l "§9‑207(3)" \s "§9-207(3)" \c 5 
III. Automatic Perfection.  XE "Perfection:Automatic Perfection" 

 XE "Automatic Perfection" Several security interests automatically perfect upon attachment– no filing or possession is necessary to perfect.

A. PMSI’s in Consumer Goods.  XE "Perfection:PMSI, Consumer Goods" A PMSI in consumer goods perfects upon attachment without filing or possession of the collateral.  However, if the consumer goods are to become a fixture, or are motor vehicles for which a certificate of title is required, automatic perfection does not necessarilly apply.  For fixtures, a filing is necessary.  For motor vehicles, notation on the certificate of title is required.  §9‑302(1)(d) TA \l "§9‑302(1)(d)" \s "§9-302(1)(d)" \c 5 
1. Definition of PMSI.  “A security interest is a “PMSI” to the extent that it is (a) taken or retained by the seller of the collateral to secure all or part of its price; or (b) taken by a person who by making advances or incurring an obligation gives value to enable the debtor to acquire rights in or the use of collateral if such value is in fact so used.” §9‑107 TA \l "§9‑107" \s "§9-107" \c 5 
B. Proceeds.  XE "Perfection:Proceeds" Where the interest in the original collateral was perfected, perfection in the proceeds continues automatically for at least 10 days. Unless one of the exceptions below applies, the creditor must perfect the proceeds within 10 days to remain perfected. §9‑306(3) TA \l "§9‑306(3)" \s "§9-306(3)" \c 5 
1. Non-Cash Proceeds. The proceeds are collateral in which a security interest may be perfected by filing in the same offices where the financing statement has been filed §9‑306(3)(a) TA \l "§9‑306(3)(a)" \s "§9-306(3)(a)" \c 5  (first sentence), i.e. A ( B

a) Cash in the Middle. if the proceeds are acquired with cash proceeds and the description of collateral in the financing statement indicates the types of property constituting the proceeds §9‑306(3)(a) (second sentence), i.e. A ( $ ( A

2. Cash Proceeds. the proceeds are identifiable cash proceeds §9‑306(3)(b) TA \l "§9‑306(3)(b)" \s "§9-306(3)(b)" \c 5 
C. Small Assignments of Accounts. Assignments of accounts which do not transfer a significant part of the outstanding accounts of the assignor perfect automatically.  §9‑302(1)(e)  The Code does not define a “significant part,” that is left to the judgment of the secured party.

IV. Temporary Perfection.  XE "Temporary Perfection"   XE "Perfection:Temporary Perfection" In several cases, the security interest will be automatically perfected for a period of time.  After the applicable period has expired, however, the security interest must have been perfected by another method or perfection will lapse.

A. New Value for Instruments or Negotiable Documents. A security interest in instruments, certificated securities, or negotiable documents is perfected without filing or the taking of possession for 21 days from attachment if the interest arises for new value given under a written security agreement.  §9‑304(4) TA \l "§9‑304(4)" \s "§9-304(4)" \c 5 
B. Disposition of Instruments or Documents. Where the creditor releases instruments or negotiable documents to the debtor on a temporary basis (e.g., for sale, exchange, presentation, etc.) the security interest continues automatically perfected for a period of 21 days. §9‑304(5) TA \l "§9‑304(5)" \s "§9-304(5)" \c 5 
C. Interstate Movement of Collateral. Where collateral is moved from one state to another, perfection continues for 4 months after the collateral is brought into the second state.  §9‑103(1) TA \l "§9‑103(1)" \s "§9-103(1)" \c 5 .  (This rule does not, however, apply where the collateral is a motor vehicle and perfection in the first state occurred by notation on a certificate of title §9‑103(2)).

D. Proceeds.  Automatically perfected for at least 10 days. See section directly above for more information.§9-306(3) TA \s "§9-306(3)" 
V. Perfection by Filing  XE "Perfection:Filing" 

 XE "Filing for Perfection" A creditor may perfect by filing for all collateral except negotiable instruments, money, and other writings which normally must be possessed in order to perfect. §9‑402(1) TA \l "§9‑402(1)" \s "§9-402(1)" \c 5 
A. The Financing Statement. The Code uses a “notice” filing system designed to give inquiring creditors the basic information needed to ascertain that a secured party claims an interest in the collateral. Potential creditors must inquire further to learn all of the facts and circumstances surrounding the secured transaction.

B. Formal Requirements of the Financing Statement.  XE "Perfection:Financing Statement"  The financing statement requires the following: (i) debtor’s signature, (ii) creditor’s address, (iii) debtor’s mailing address, (iv) description of the types of or the items of collateral.§9‑402(1) TA \s "§9-402(1)" 
1. Description in Financing Statement.  XE "Description of the Collateral"  XE "Financing Statement:Description of Collateral" Different description requirement than that of the security agreement, which requires a description of the collateral and does not permit a description by type.  Notwithstanding this distinction, it is advisable to describe the collateral in the financing statement in the same manner as it is described in the security agreement.

a) Types of collateral. UCC terms for collateral should be used (e.g., consumer goods, equipment, general intangibles, and the like). §9‑402(1) TA \s "§9-402(1)" 
b) Items of collateral.  If items of collateral are described, as opposed to types of collateral, they must be described with reasonable detail.

c) In re Boogie Enterprises, (98, 9th, 1989) TA \l "In re Boogie Enterprises, (98, 9th, 1989)" \s "In re Boogie Enterprises, (98, 9th, 1989)" \c 1  - SBA lent to Boogie and filed claiming a SI in “All furniture, fixtures, equipment, personal property, machinery, inventory, and accounts receivable now owned or hereafter acquired.”  Boogies enters bankruptcy.  Trustee sues former customer gets settlement judgment.  SBA claims interest in this settlement as being personal property and thus perfected.  Both parties agree that the settlement is a general intangible but disagree to whether that is encompassed by “personal property.”
Issue: Does a collateral description of “personal property” sufficient to perfect an interest in general intangibles?  NO

(1) The description by ‘types’ is understood to require a certain degree of specificity: it would not be sufficient for the notice to claim ‘all the debtor’s property.’” Gilmore  Other circuits agree that this is overly broad.

(2) Court argues that creditors would just always use “personal property” to encompass everything.  But in policy terms the court is wrong.  Just as easy for a creditor to say general intangibles, and then lists all the categories excluded from general intangibles thus easily covering all property owned by the debtor.

(3) Notice is the foremost function of the financing statement.

(4) New secured creditor can request a statement of account or list of collateral from the prior creditor under 208.

C. After Acquired Property.  XE "Financing Statement:After Acquired Property"  Though a sec’y agreement must include a security interest in collateral “now owned and hereafter acquired,” the financing statement need not include the “now owned and hereafter acquired” language for an interest in after-acquired property to be perfected. §9‑402, comment 2
1. Thorp Commercial v. Northgate Industries, (91, 8th, 1981) TA \l "Thorp Commercial v. Northgate Industries, (91, 8th, 1981)" \s "Thorp Commercial v. Northgate Industries, (91, 8th, 1981)" \c 1  - Northgate perfected first but in financing statement had listed “assignment accounts receivable” and “proceeds”.  Thorp later lent taking a security interest in A/R as well but describing their interest as in both existing accounts and accounts which would be subsequently acquired.
Issue: Does the description “assignment accounts receivable” and “proceeds” perfect also in future A/R?  YES

a) 9-402, comment 2 states though that “the financing statement is valid to cover after-acquired property and future advances under security agreements whether or not mentioned in the financing statement.”

b) Thus future A/R were covered by Northgate’s financing stmt.  As Northgate perfected first, Thorp’s interest is subordinate to Northgate’s.

D. Future Advances.  XE "Financing Statement:Future Advances"  Like after-acquired property, the financing statement will cover future advances. §9‑402, comment 2
E. Financing Statements Signed Only by the Creditor. Only the signature of the secured party and not the debtor, will be required to perfect a security interest in collateral already subject to a security interest: in another jurisdiction; in proceeds of the collateral; as to which the filing of the original collateral has lapsed; or a security interest acquired after a change of name, identity or corporate structure of the debtor.  §9‑402(2,7). Avoids hold-up games by the debtor.

F. What Constitutes Filing. The act of mailing a financing statement to the proper place does not constitute filing, notwithstanding the general presumption that mail is properly delivered.  Receipt of the financing statement will not be presumed.

1. Presentation. Presentation for filing is sufficient to perfect a security interest.  That a filing clerk misfiles or loses the financing statement will not affect perfection. §9-403(1) TA \l "§9-403(1)" \s "§9-403(1)" \c 5 
a) Alternative Unadopted Rule.  As the filer is the lowest cost avoider, 9-403(1) could be tightened by shifting the burden to the filer and requiring that they ensure that their financing statement gets filed by searching for the “filed” financing statement.  But given that errors are rare, this may be an unnecessary burden on the system.

2. Place of Filing.  XE "Financing Statement:Place of Filing"  In order to be perfected, the financing statement must be filed in the proper place.  Otherwise, the financing statement is only effective against parties who have actual knowledge of the contents of the financing statement. §9-401(2) TA \l "§9-401(2)" \s "§9-401(2)" \c 5 
a) Proper Filing Office.  SEE TABLE AT BEGINNING OF SECTION

b) Filing in Improper Places.  XE "Improper Filing" 

 XE "Financing Statement:Improper Filing"  A filing which is made in good faith in an improper place or not in all of the places required by the Code is nevertheless effective with regard to any collateral as to which the filing complied with the requirements of Article 9 and is also effective with regard to collateral covered by the financing statement against any person who has actual knowledge of the contents of such financing statement. §9‑401(2) TA \s "§9-401(2)" 
(1) Knowledge. Knowledge is actual knowledge.  Receiving a copy of the security agreement does not generally constitute “knowledge.”  A minority of states though consider receipt of the security agreement sufficient to consitute “knowledge.” §9‑401(2), comment 5
(2) In re Davidoff, (136, NY, 1972) - held that the knowledge of the matters contained within the financing statement is what is important and not the inspection of the statement itself.

c) Multiple Filings Necessary to Perfect.
(1) Affiliated v. Farmers and Merchants Bank, (134, AR, 1989) TA \l "Affiliated v. Farmers and Merchants Bank, (134, AR, 1989)" \s "Affiliated v. Farmers and Merchants Bank, (134, AR, 1989)" \c 1  - Two creditors lend around the same time and take interests in inventory.  C1 lends and files locally first, C2 then lends, files locally and with the Secretary of State.  C1 then files with the Secretary of State.  Arkansas follows the third alternative of 9-401 requiring filing in both the Secretary of State’s office and the county office if the debtor does business in only one county.  Debtor though operated in more than one county and thus the local filing was not req’d.

(a) The first creditor to file correctly in all places is the first perfected party.  Even though C1 filed in one of the locations first, C2 filed in all of the locations b/f C1

G. Errors.  XE "Financing Statement:Errors" 

 XE "Erros in Financing Statement" Not all errors are fatal to the creditor.  Additionally, the costs of extending financing based on collateral that already has an unbeknownest secured interest are largely borne by debtors in increased interest costs.  Perfection by possession is not prone to errors and the problem generally arises in the filing context. §9‑402(8) TA \l "§9‑402(8)" \s "§9-402(8)" \c 5 
1. Filing Officer Errors. A properly prepared and presented financing statement will be considered filed even though the filing officer indexes the statement under the wrong name or erroneously rejects it.

2. Not Seriously Misleading. Errors that are minor and not seriously misleading are not fatal. §9‑402(8)
a) Name of Debtor.  As the filing system is indexed by debtor name, the debtor’s name is extremely important. Creditors are wise to file under the legal name and not under a trade name.   Secured creditor’s name not as important thus fairly significant errors in the creditor’s name may not qualify as a seriously misleading error. §9‑402(7) TA \l "§9‑402(7)" \s "§9-402(7)" \c 5 
b) ERROR ALLOWED
In re Clairmont Pharmacy, (76, GA, 1981) TA \l "In re Clairmont Pharmacy, (76, GA, 1981)" \s "In re Clairmont Pharmacy, (76, GA, 1981)" \c 1  - Bank lent to debtor filed financing statement under wrong name.  Bankruptcy trustee attempts to avoid as unperfected security interest.
Issue: Is the listing of “Clairmont Skyland Pharmacy, Inc.” not seriously misleading when the debtor’s legal name is “Clairmont Pharmacy, Inc.”? YES

(1) The names are sufficiently related so as to give notice of a possible prior existing security itnerest to anyone searching the records.

(2) The UCC does not require “perfect” filing statements.

c) ERROR NOT ALLOWED
Chemical Bank v. Title Services, (77, MN, 1989) TA \l "Chemical Bank v. Title Services, (77, MN, 1989)" \s "Chemical Bank v. Title Services, (77, MN, 1989)" \c 1  - Boisclair misspelled Bois Clair on financing statement executed by Aslesen.  TSI, a title search company hired by Chemical Bank (π), searched only under “Boisclair” as requested, and found 1 filing also for Aslesen.  Chemical negotiated with Aslesent to terminate that financing statement prior to loaning Boisclair money.  TSI then searched again and found nothing.  Aslesen then sought to foreclose loan that was “perfected” by misspelled statement.  There were at least 7 filings between the misspelled filing and the correct filing (that was terminated).
Issue: Did TSI’s failure to request the Secretary of State to search under possible misspellings of the debtor’s name constitute a breach of duty? NO

(1) Professional searchers may be charged with knowledge of standard practices used by filing clerks in indexing statement and be req’d to take these practices into account in requesting a search.

(2) A searcher may also have a duty to search under a variable spelling of the debtor’s name if the spelling is commonly used by the debtor in conducting his affairs.

d) ERROR IN CREDITOR’S NAME
In re Copper King Inn, (86, 9th, 1990) TA \l "In re Copper King Inn, (86, 9th, 1990)" \s "In re Copper King Inn, (86, 9th, 1990)" \c 1  - Noonan and Patterson, insiders of Copper King, lent Copper King $125k and Northwest lent $100k.  On the financing statement listing $225k in debt owed to Noonan and Patterson but not Northwest.  Bankrutptcy trustee sought to avoid as unperfected interest in that creditor listed on statement is incorrect.
Issue: Was Northwest protected even though the financing statement erroneously listed Noonan as the creditor?  NO

(1) Potential lenders have a special interest in knowing the identity of insider creditors b/c of the obvious possiblity of collusive behavior that could damage the new creditor.

(2) Court found that the financing statement was seriously misleading.

(3) Anyone not listed on the financing statement is not perfected.

(4) The fact that no one was deceived is irrelevant.  UCC principles require courts to measure the accuracy of financing statements from the standpoint of the hypothetical creditor.

H. Duration of Filing.  XE "Financing Statement:Duration of" A financing statement is effective for 5 years.  An exception is made for fixtures covered by a recorded real estate mortgage which continues until the mortgage is released or satisfied.  §9‑403(2) TA \l "§9‑403(2)" \s "§9-403(2)" \c 5 
1. Continuation Statements.  XE "Financing Statement:Continuation Statement" Must be filed during the last 6 months of the effective period of a prior filing to continue the effectiveness of the filing for 5 more years.  Only the signature of the creditor is required. The continuation statement must identify the original financing statement by file number. §9‑403 TA \l "§9‑403" \s "§9-403" \c 5   

2. Lapsed Filings.  If the original filing lapses, the security interest which it represents will be subordinate to later-filed but perfected security interests in the same collateral, §9‑403(2); and to the rights of a purchaser or a lien creditor whose rights arise before lapse.  However, a later purchaser who has knowledge of the security interest will be subject to the secured party’s claim to the collateral even though the financing statement has lapsed.

a) Bankruptcy.  A continuation statement is not req’d if an insolvency proceeding is in effect. The SI will continue w/o lapse for 60 days after termination of the proceeding. §9-403(2) TA \s "§9-403(2)" 
3. Amendments. An amendment may not itself serve as a continuation statement. But an amendment may be regarded as a “new” financing statement for changing the debtor’s name or structure.

I. Name or Structure Changes.  XE "Name or Structure Change" 

 XE "Financing Statement:Name or Structure Changes"  Failure to file a new financing statement when a debtor has changed names prevents the creditor from claiming any collateral acquired more than 4 months after the change of name under an after acquired property clause of the security agreement.  §9-402(7), (second sentence)  TA \s "§9-402(7)" 
J. Termination of Financing Statements.  XE "Financing Statement:Termination" Upon satisfaction of the debt and absent a commitment on the part of the creditor to make future advances, the creditor must terminate the financing statement within 10 days of the debtor’s demand.  For consumer goods, the creditor must file the termination statement within 1 month of satisfaction regardless of any demand.  §9‑404 TA \l "§9‑404" \s "§9-404" \c 5 
VI. Perfection by Compliance with Other Statutes.  XE "Perfection:Compliance with other statutes"  In some cases, special perfection techniques are required by statutes other than the UCC.  In these cases, compliance with those statutes may be equivalent to filing a financing statement under the Code, but filing a financing statement is not an alternative method of perfection.  §9‑302 TA \l "§9‑302" \s "§9-302" \c 5 
A. Motor Vehicles.  All vehicles required to be registered under the Certificate of Title Act, including automobiles, trucks, trailers, and mobile homes, can only be perfected by compliance with the Act.  This category does not include farm tractors, trailers, or construction machinery not designed for highway use.  Compliance with the Act requires that the security interest be noted on the Certificate of Title or Manufacturer’s Statement of Origin.

B. Federal Registration.  Special provisions exist under federal law for perfecting security interests in patents, trademarks and copyrights; aircraft; railroad rolling stock, and certain vessels.  In many of these cases, perfection by federal registration only applies to the actual item itself, and does not include attachments or accessions to the collateral.  In those cases, in addition to federal registration, appropriate Code financing statements should be filed describing those items and types of collateral.

VII. Continuity of Perfection XE "Perfection:Continuity" .  “If a SI is originally perfected in any way permitted under this Article and is subsequently perfected in some other way . . . w/o an intermediate period when it was unperfected, the SI shall be deemed to be perfected continuously.” §9-303(2) TA \l "§9-303(2)" \s "§9-303(2)" \c 5 
A. Duration of Financing Statements. financing statement lasts five years, a continuation statement may be filed within 6 mos. of the expiration.  If the security interest becomes unperfected upon lapse, it is deemed to have been unperfected as against a person who became a purchaser or lien creditor before lapse. §9-403(2-3)
1. In re Hilyard, (145, 8th, 1988) TA \l "In re Hilyard, (145, 8th, 1988)" \s "In re Hilyard, (145, 8th, 1988)" \c 1  - On 4/26/79 NBC takes a SI in A/R and files, on 6/14/83 Worthen takes a SI in A/R and files (with knowledge of the NBC interest).  7/8/83 NBC files new financing statement (not a continuation statement).  1/25/85 Hilyard enters Chapter 11.
Issue: May a new financing statement act as a continuation statement? NO

a) NBC’s new financing statement cannot be used in lieu of a continuation statement as it was not filed within 6 months, there is no reference to the original file number, and the new statement doesn’t state that the original statement is still effective.

b) §9-402(8), allowing minor errors which are not seriously misleading in financing statements, does not apply here as it does not apply to conitnuation statements.

c) Court throws out 9-303(2) argument whereby NBC argued that there was no intermediate period of unperfection and thus perfection was continuous.  Court points out that the subsequent perfection must be “in some other way under this Article.”

d) Allowing a new financing statement to effectuate a continuance would undermine notice.  Could hurt third parties seeking to purchase an assignment of a SI.

B. Interstate Movement of Collateral. Where collateral is moved from one state to another, perfection continues for 4 months after the collateral is brought into the second state.  §9‑103(1) TA \l "§9‑103(1)" \s "§9-103(1)" \c 5 .  (This rule does not, however, apply where the collateral is a motor vehicle and perfection in the first state occurred by notation on a certificate of title §9‑103(2)).

Bankruptcy XE "Bankruptcy" 
I. Introduction.  The acid test of the valididty of a security interest is its ability to withstand attack by a trustee in bankurptcy, b/c a trustee in bankruptcy can assert the rights of almost everyone who can challenge the validity of a security interest.  Most of the issues arise in Ch. 11 (reorganization).  In Ch.7 (liquidation), these issues do not generally arise.

A. Initiation of Proceeding. Bankruptcy is a federal procedure initiated by filing a petition in bankruptcy and tried before a bankruptcy judge.  A trustee takes title to all of the debtor’s property and investigates claims to the property. Bankruptcy can be voluntary or forced (by a requisite number of creditors’ requests).  Most filings are voluntary, though the debtor likely rec’d significant pressure from creditors.

1. Timing Crucial. The moment of filing of the bankruptcy petition is crucial, b/c many key bankruptcy issues focus on the status of the parties as of that moment.  In addition, control of the debtor’s estate passes to the bankruptcy court at the moment of filing the petition.

2. Automatic Stay.  XE "Bankruptcy:Automatic Stay" Once filed, a bankruptcy estate is created, and an automatic stay is implemented (w/o any judicial ruling or order) BC §362(a) TA \l "BC §362(a)" \s "BC §362(a)" \c 5 
3. Distribution of Assets. Property exempt under state law is released; property subject to liens and security interests is generally released to the lien creditors; and the remaining property is sold and the proceeds are applied to pay the Act’s designated creditors and finally the unsecured creditors.

a) Exemption.  Individuals who are debtors are entitled to exempt certain property from the estate.  Corporations are not entitled to exemptions under either state or bankruptcy law.

B. Types of Proceedings.
1. Ch. 7 - liquidation

2. Ch. 11 - reorganization, typically for businesses.

3. Ch. 12 - reorganization only for owners of family farms

4. Ch. 13 - consumer bankruptcy, reorganization only for individuals

C. Debtor Leverage. Creditor who may fair poorly in bankruptcy may be pressured by the debtor for additional funds to continue to survive but in return the creditor gets a security interest in collateral.  Other creditors may lose out when this occurs.

D. Unsecured Creditors.  Unsecured parties largely passive and can do little to nothing re: their claims.  The trustee acts on their behalf.  All the unsecured creditor can do is register their claim with the court and wait.

1. Benefits of Collective Action. They reduce their costs of collection, confident both that the trustee will act on their behalf and that no other creditors will move ahead of them by seizing the debtor’s assets.  Aggressive creditors though are generally worse off than they would have been under state collection law.

2. Low Recovery.  One half of one percent of money owed usually recovered by unsecured creditors in bankruptcy.

II. Effect on Secured Party’s Rights. Bankruptcy may affect security interests as possession passes to the trustee. Even when the secured interest is fully perfected, however, the debtor’s bankruptcy may interfere with the secured party’s right to enforce the security interest according to the terms of the contract. A creditor must seek permission of the court or trustee to enforce his rights (lift the stay). BC §362(d) TA \l "BC §362(d)" \s "BC §362(d)" \c 5 
A. Lifting the Automatic Stay.  XE "Bankruptcy:Automatic Stay"  If you can lift the automatic stay, then all of the state law provisions (UCC) can then apply.  Motions to lift the automatic stay constitute a substantial part of the work of the bankruptcy court, particularly in reorg. cases.  In liquidation cases there is somewhat less emphasis on getting the stay lifted, b/c the process is usually much quicker and the secured creditor is about to reach the property anyway. BC §362(d)
1. Prerequisites to Lifting the Stay.  The court must always lift the stay if the trustee or debtor does not provide the creditor with adequate protection. BC §362(d)(1) TA \l "BC §362(d)(1)" \s "BC §362(d)(1)" \c 5  A creditor can obtain adequate protection through a SI in other collateral, or by pymnt of cash.  But even if the trustee or debtor provides adequate protection the court must nevertheless life the stay if:

a) There is no equity (the amount owed exceeds the value of the property) in the collateral that the trustee or debtor might realize for unsecured creidtors and

b) The collateral is not necessary to an effective reorganization (even if necessary though, adequate protection must be offered).

2. In re Craddock-Terry Shoe, (S126, VA, 1988) TA \l "In re Craddock-Terry Shoe, (S126, VA, 1988)" \s "In re Craddock-Terry Shoe, (S126, VA, 1988)" \c 1  - Lincoln and Westinghouse lent debtor $9.5M, and obtained a sec’y interest in inter alia the mailing list.  The mailing list is critical to the reorganization of the firm (as they are under Ch. 11).  L&W have no faith in the reorg. plan.

a) Court grants L & W additional sec’y interests in other collateral to make up shortfall in value of mailing list.

b) Value at filing = $8.7M, 6 mos. later (when the motion to lift the stay was made) the value = $5.7M.

c) By persuading the court that they were not adequately protected by their existing collateral, L&W forced the debtor to a choice– let the stay be lifted or provide additional protection.

III. Trustee’s Powers.  XE "Bankruptcy:Trustee’s Powers" Trustee, in representing unsecured creditors, gathers assets of the estate and distribute them on a pro-rata basis. BC §544 TA \l "BC §544" \s "BC §544" \c 5 
A. All rights and power of the debtor.  Tustee is vested with the full title the debtor had in the property at the time the petition was filed, including all rights of action the debtor had.  The trustee also has the benefit of all defenses available to the debtor as against 3rd parties. BC §541 TA \l "BC §541" \s "BC §541" \c 5 
B. Power to set aside fraudulent transfers.  The trustee can assert the invalidity of any SI that is fraudulent as against any existing unsecured creditor, or that is otherwise voidable by any creditor under any federal or state law.(including the creation of a secuirty interest) that is fraudulent as to any existing unsecured creditor BC §544(b) TA \l "BC §544(b)" \s "BC §544(b)" \c 5 
1. Creditor defined.  Must be an actual unsecured creditor with a claim provable under the Bankruptcy Code; hypothetical creditors are ignored.

2. Effect of setting aside.  If a SI is subject to attack as fraudulent against any creditor, then the entire SI is invalid and can be upset by the trustee.

3. Fraud defined.  The concept of fraud under the BC is given form by several provisions of the Code.  Generally, fraud encompasses all transacitons that limit a creditor’s remedies in an unlawful manner.

a) Uniform Fraudulent Transfer Act.  (a) A transfer made or obligation incurred by a debtor is fraudulent as to a creditor, whether the creditor’s claim arose b/f or after the transfer was made or the obligation was incurred, if the debtor made the transfer or incurred the obligation... (2) w/o receiving a reasonalby equivalent value in exchange for the transfer or obligation, and the debtor: (i) was engaged or was about to engage in a business or a transaction for which the remaining assets of the debtor were unreasonably small in relation to the business or transaction; or (ii) intended to incur, or believed or reasoanbly should have believed that he would incur, debts beyond his ability to pay as they became due...  UFTA §4(a)(2) TA \l "UFTA §4(a)(2)" \s "UFTA §4(a)(2)" \c 5 
b) Presumption of fraud. Transfers of property (including the creation of sec’y interests) made by an insolvent debtor for less thean “fair consideration” are presumed fraudulent. BC §548(a)(2) TA \l "BC §548(a)(2)" \s "BC §548(a)(2)" \c 5 
c) Intent to defraud. In other cases, the concepts of fraud generally apply only where there is actual intent to defraud other creditors of the debtor. BC §548(a)(1) TA \l "BC §548(a)(1)" \s "BC §548(a)(1)" \c 5 
C. “Strong arm clause”  XE "Bankruptcy:Strong arm clause" Gives the trustee an automatic judicial lien on all property of the debtor so that if a judicial lien creditor could have had priority over an Art. 9 SI as of the filing of the bankruptcy petition, the trustee has such priority on behalf of all the creditors filing claims.  In other words, the trustee will prevail against any claims, liens, or interests that are not fully perfected at the time of bankruptcy.  The trustee also has the rights of a bona fide purchaser of the property. BC §544(a) TA \l "BC §544(a)" \s "BC §544(a)" \c 5 
1. PMSI’s. PMSI’s have priority over trustee’s if the interest is perfected within 10 days.

2. Midlantic National Bank v. Bridge, (s73, 3d, 1994) TA \l "Midlantic National Bank v. Bridge, (s73, 3d, 1994)" \s "Midlantic National Bank v. Bridge, (s73, 3d, 1994)" \c 1  - 

3. In about 95% of all Chapter 7 cases, all assets of the estate are fully encumbered by SI and liens at the time of filing.  Trustee’s zeal expressed through the use of the “strong arm clause.”

4. Debtor in Possession and Fiduciary Duties in Ch. 11.  The DIP is a fiduciary and is bound to act in the interests of the estate.  If the DIP abuses its discretion by failing to bring an avoiding action that clearly should be brought, some bankruptcy courts permit the unsecured creditor’s committee to sue in place of the DIP.

D. Power to Grant Senior Liens.  XE "Bankruptcy:Senior liens" The Bankrupcy Code permits the granting of prior liens on the theory that additional, postpetition financing is often essential to the successful operations of the business.  If the senior lender is adeuately protected from loss, it presumably will suffer no loss from its demotion in priority. BC §364(d)(1)(B) TA \l "BC §364(d)(1)(B)" \s "BC §364(d)(1)(B)" \c 5  (SEE PRIORITY SECTION BELOW)

1. In re 495 Central Park Avenue, (s66, NY, 1992) TA \l "In re 495 Central Park Avenue, (s66, NY, 1992)" \s "In re 495 Central Park Avenue, (s66, NY, 1992)" \c 1  - Single building financing. Debtor claims that the property is worth $2.25M and that by investing $625k, the value will increase to $3.5M.  The Bank estimates the current value at $2.2M and the new value at $2.8M, thus the $625k investment will be wasteful.  Court determines that current value is $2.2M, and the new value at $3.0M thus making the $625k investment worthwhile.

a) Court splits the difference between the two.  Given this assumption the Bank’s interest in the property will go up from $2.2M to $2.375M even though their overall $3.9M interest will now be subordinated to the $625k interest of the post-bankruptcy creditor.

E. Sell or Lease Property.  XE "Bankruptcy:Sale of Property" The trustee with several exceptions may sell or lease property of the bankruptcy estate. BC §363(b)(1) TA \l "BC §363(b)(1)" \s "BC §363(b)(1)" \c 5 , (c)(1)  Some of these sales may be free and clier of all liens to the buyer.  BC §363(f) TA \l "BC §363(f)" \s "BC §363(f)" \c 5 
1. In re Oneida, (s62, NY, 1990) - As of the date of filing the debtor’s real property was encumbered by 3 mortgages, 3 judgments, and delinquent r.e. taxes totalling $1.3M.  The collateral is now worth $750k.

a) BC §363(f)(3) - authorizes a sale by a debtor free and clear of liens and encumbrances only where the sale price “is greater than the aggregate value of all liens on such property.”  Court says market value of the collateral is what matters.  As long as the debtor gets the market price, this section will be satisfied.

b) BC §363(f)(4) - “such interest is in bona fide dispute” The case turns on the interpretation of these two sections (f)(3 and 4).

F. Abandonment.  XE "Bankruptcy:Abandonment" If the liens against collateral exceed its value, no one may be willing to buy it subject to the liens.  The collateral is then considered “burdensome” to the estate and the debtor or trustee can abandon it. BC §554 TA \l "BC §554" \s "BC §554" \c 5 
IV. Preferences.  XE "Bankruptcy:Preferences"  A sec XE "Preferences" urity interest that is neither fraudulent nor attackable under the strong arm clause may still be vulnerable, if perfection of the interest constitutes a preference.  Preference law authorizes avoidance of transactions that were legal and proper when done, but which are seen retrospectively to violate the preference policy of bankruptcy law. BC §547 TA \l "BC §547" \s "BC §547" \c 5 
A. Definition.  Security interests first perfected within the 90 days prior to filing of the debtor’s bankruptcy on account of an antecedent debt that allow the creditor to obtain a greater % of the debt than the creditor otherwise would have received in the bankruptcy proceeding may be voided by the trustee in bankruptcy as preference. BC §547(b) TA \l "BC §547(b)" \s "BC §547(b)" \c 5 
1. “Transfer.”  Trustees most commonly seek to avoid payments, but the creation and perfection of a security interest is clearly a transfer within the meaning of BC §547(b)
a) Special rules for transfers to “insiders.”  If the preferred creditor is an “insider” (e.g., relative, partner, etc.), the preference period can extend to a year before the petition was filed, but the trustee must show that there was reasonable cause to believe that the debtor was insolvent at the time of the transfer if the transfer was made more than 90 days before the petition was filed. 

b) When “transfer” complete. Preferences cover security interests that are not perfected prior to attachment or within an applicable grace period. BC §547(e)(2) TA \l "BC §547(e)(2)" \s "BC §547(e)(2)" \c 5  - discusses when transfer takes place

(1) Grace periods. If a PMSI creditor perfects within 20 days, no preference occurs.  Bankruptcy Code gives other creditors a 10-day grace period.

2. “To or for the benefit of a creditor.”  At the time of transfer the benifactor must have been already a creditor BC §547(b)(1) TA \l "BC §547(b)(1)" \s "BC §547(b)(1)" \c 5 
3. “For or on account of an antecedent debt.”  The existence of the debt must precede the existence of the security interest.  Substantially contemporaneous exchanges though will escape, i.e., money given, SA signed shortly thereafter.  BC §547(b)(2) TA \l "BC §547(b)(2)" \s "BC §547(b)(2)" \c 5 
4. Insolvency.  That a debtor is solvent at the time of transfer does not protect the transfer from avoidance alone.  The facts underlying a debtor’s solvency status are complex and often uniquely within the knowledge and control of the debtor.  The trustee is thus given the presumption of the debtor’s insolvency that extends 90 days b/f the filing. BC §547(b)(3) TA \l "BC §547(b)(3)" \s "BC §547(b)(3)" \c 5 
a) Knowledge of insolvency.  Bankruptcy Code does not require knowledge of the debtor’s insolvency; rather, there is a presumption of insolvency (more debts than assets)

(1) Presumption of insolvency.  The trustee must demonstrate only that the debtor was insolvent at the time of transfer, this task is simplified by the presumption that the debtor was insolvent during the 90 days preceding the filing of the petition. BC §547(f) TA \l "BC §547(f)" \s "BC §547(f)" \c 5 
(2) Insolvency Defined. The term insolvency in a bankruptcy sense means more debts than assets. §101(26)
5. Improvement Test.  To be avoidable the transfer must have improved the creditor’s position– the transfer must have enabled the receiving creditor to recover more than they would have if the debtor had been liquidated under Ch. 7.  If the transfer did not result in the credtitor getting more than his pro rata share, there is no reason to avoid it. BC §547(b)(5) TA \l "BC §547(b)(5)" \s "BC §547(b)(5)" \c 5 
B. Effect. If the trustee voids the transaction, the creditor must repay the money to the trustee, or in the case of a perfected secured transaction, the interest is invalid and the secured creditor becomes a general creditor.

C. Preference Exceptions.  XE "Bankruptcy:Preference Exceptions"  BC §547(c) TA \l "BC §547(c)" \s "BC §547(c)" \c 5  - lists exceptions (1) and (5) most important for us.  (1) exchange for new value not considered a preference as long as security interests is granted in a substantially contemporaneously fashion.  (2) allows payment from the ordinary course of business.  (3) PMSI not avoidable (not that important to us). (4) creditor gave new value.  (5) important to us as well; deals with inventory and receivables; implemented with a two-point test (see pages87, In re Ebbler)

1. A/R and Inventory. Instead of treating the acquisition of each new item of after-acquired collateral as a transfer to the secured creditor to be tested and possibly avoided as a preference, A/R and inventory are treated as a single item of collateral.  Trustee must instead look at aggregate changes in the value of the collateral and the amount of the debt rather than individual transactions. BC §547(c)(5) TA \l "BC §547(c)(5)" \s "BC §547(c)(5)" \c 5   The trustee can aovoid any decreases in under security.

a) In re Ebbler, (s87, 7th, 1986) - If the creditor is fully secured in inventory or A/R 90 days before the filing of the petition, then that creditor will never be subject to a preference attack.

2. Nonpreferential payments. Payments for value or those to a fully secured creditor are not voidable as preferences.

3. Certain preferences excused. Substantially contemporaneous exchanges and routine payments are not preferences.

D. Relation-Back Rules. (p. s87)

1. In re Hesser, (s87, 10th, 1993) - 

V. After-Acquired Property.  XE "Bankruptcy:After-Acquired Property" The major problem encountered in handling security interests in bankruptcy proceedings occurs when the security interest involves after-acquired property or a floating lien on the inventory or A/R of the debtor.  The issue arises where inventory or A/R first come into existence and become covered by the perfected SI within the 90 day period prior to bankruptcy, so that the attachment of the SI to them is arguably “preferential.”

A. UCC Response.  The UCC seeks to avoid preference problems for after-acquired collateral obtained during the 90 days preceding bankruptcy.  Under §9-108, such collateral is deemed taken for new value and not as security for an antecedent debt thus they are not avoidable as a preference.

1. But, the bankruptcy courts have not been enthusiastic about using §9-108 to avoid preference problems since it is a state statute that tries to dictate federal bankruptcy rules.

B. Bankruptcy Code Response. Under BC §547(c)(5) TA \l "BC §547(c)(5)" \s "BC §547(c)(5)" \c 5 , security interests in A/R or inventory falling under a perfected floating lien are not preferential even though first acquired in the 90 days prior to the bankruptcy petition.

1. Exception. If the secured party has the debtor “build up” (i.e., acquire more inventory or A/R than were preset at the start), a preference occurs.

Recipe for attacking bankruptcy problems:

1. Did debtor make a transfer? 547(b)

2. If so, when? 547(e)

3. Is it avoidable? 547(b)

4. Is it saved by an exception? 547(c)

Priority XE "Priority" 

Unperfected

Secured
Perfected

Secured
Lien/Trustee
PMSI

(non-inventory)
PMSI

(inventory)

Unperfected

Secured
§9-312(5)(b) TA \l "§9-312(5)(b)" \s "§9-312(5)(b)" \c 5 
§9-301(1)(a) TA \l "§9-301(1)(a)" \s "§9-301(1)(a)" \c 5 
§9-301(1)(b) TA \l "§9-301(1)(b)" \s "§9-301(1)(b)" \c 5 
§9-312(4) TA \l "§9-312(4)" \s "§9-312(4)" \c 5 
§9-312(5)

Perfected

Secured

§9-312(5)(a) TA \l "§9-312(5)(a)" \s "§9-312(5)(a)" \c 5 
§9-301(4) TA \l "§9-301(4)" \s "§9-301(4)" \c 5 
§9-312(4)
§9-312(3) TA \l "§9-312(3)" \s "§9-312(3)" \c 5 

Lien/Trustee


STATE LAW
§9-301(2) TA \l "§9-301(2)" \s "§9-301(2)" \c 5 
§9-301(2)

PMSI

(non-inventory)



N/A
N/A

PMSI

(inventory)




N/A

I. Generally. The entire purpose of Article 9 is the allocation of rights and priorities between conflicting security interests.  Conflicts can arise with a buyer of the collateral, a lien creditor, a trustee in bankruptcy or another secured party.

II. Unperfected Security Interest.  XE "Priority:Unperfected Security Interests"  The following rules of priority apply to an unperfected security interest competing against the following persons:

A. Other Unperfected Security Interests. The first to attach has priority.  §9‑312(5)(b)
B. Buyers. A buyer prevails over an unperfected security interest if the buyer gives value and receives delivery of the collateral without knowledge of the security interest.  §9‑301(1)(c)
1. Aircraft Trading v. Braniff, (216, 2nd, 1987) TA \l "Aircraft Trading v. Braniff, (216, 2nd, 1987)" \s "Aircraft Trading v. Braniff, (216, 2nd, 1987)" \c 1  - ATASCO sold NE Airlines a jet aircraft engine, subject to a chattel mortgage that secured the payment of the purchase price.  ATASCO failed to record with the FAA as req’d for perfection of its SI.  NE sold the engine as part of a plane to Braniff representing it held good and marketable title.  Braniff checked the FAA records and finding nothing purchased.  Braniff filed the bill of sale.  Braniff then sold to Condren who also checked the records and filed with the FAA his bill of sale.  Condren leased the plane, with an option to buy, to IAL.  The was not filed with the FAA as req’d.  ATASCO finally filed.  IAL learned of ATASCO’s filing, nonetheless IAL purchased the plane and filed the bill of sale with the FAA.
Issue: Do intermediate transfers of collateral that are properly recorded extinguish a SI that is delinquently filed when that party was the original creditor? NO, but this is overturned by PEB commentary No.6

a) District Court held that ATASCO’s SI was extinguished by the subsequent sales and recordings  Circuit court reverses.

b) Circuit court argues that Braniff and Condren are protected under §9-301(1)(c) as they were “buyers not in the ordinary course of business” that bought w/o knowledge of ATASCO’s SI and b/f it was perfected.  But, as IAL purchased with knowledge when ATASCO’s interest was “perfected,” IAL loses.  This is clearly wrong.

c) Court relies on “shelter principle” found in §2-403(1).

d) Court says IAL loses but the UCC editorial board disagrees in PEB commentary No. 6 (page 1036).  PEB says IAL wins otherwise C would have limited ability to transfer its bundle of rights.  Courts now follow PEB instead of Aircraft Trading.

C. Lien Creditors. A lien creditor (including a bankruptcy trustee and a debtor in possession) prevails over an unperfected security interest.  §9‑301(1)(b)
D. Perfected Security Interests.  Generally beat unperfected security interests, though expired filings, or other occurrences could loose perfection.

E. Changes in Location.  Changes in a collateral’s location can impact priority rules.  Creditors generally have a four month window within which to reperfect.  The reperfection relates-back to the date of the original perfection.

III. Perfected Security Interests.  XE "Priority:Perfected Security Interests" The following rules apply to the competition between a perfected security interest and the following other persons:

A. Priority Between Perfected Security Interests. First to File or Perfect. Pure race statute.  Conflicting security interests rank according to priority in time of filing or perfection– whichever is earlier– provided that there is no period thereafter when there is neither filing nor perfection.  §9‑312(5)(a)
1. Pure Race Statute.
a) J.I. Case Credit v. Foos, (131, KS, 1986) TA \l "J.I. Case Credit v. Foos, (131, KS, 1986)" \s "J.I. Case Credit v. Foos, (131, KS, 1986)" \c 1  - Foos borrows from Bank starting in 1966 pledging farm equipment currently owned and after-acquired.  In 1980, Foos purchases farm equipment financed through the dealer, Rural Equipment, and secured by the equipment purchased (PMSI).  Rural files the financing statement 18 days after the purchase.  Due to computer error Rural considers Foos PMSI paid and cancels financing statement and sends Foos notice of satisfaction of debt.  Foos then goes to Bank to borrow more.  Bank searches determines that Rural was paid extends loan.  Rural discovers error, threatens, and then repossesses.
Issue: Where a PMSI holder does not perfect within 10 days, is the first to file or perfect win in a priority battle? YES

(1) If Rural had filed within 10 days of the debtor’s possession, Rural’s interest would be senior to the Bank’s under 9-312(4).  Lender who take a PMSI in collateral other than inventory has priority over a conflicting security interest in the same collateral.  But this seniority would be lost when Rural terminated its financing statement.

2. Multiple Filings Necessary to Perfect.
a) Affiliated v. Farmers and Merchants Bank, (134, AR, 1989) TA \l "Affiliated v. Farmers and Merchants Bank, (134, AR, 1989)" \s "Affiliated v. Farmers and Merchants Bank, (134, AR, 1989)" \c 1  - Two creditors lend around the same time and take interests in inventory.  C1 lends and files locally first, C2 then lends, files locally and with the Secretary of State.  C1 then files with the Secretary of State.  Arkansas follows the third alternative of 9-401 requiring filing in both the Secretary of State’s office and the county office if the debtor does business in only one county.  Debtor though operated in more than one county and thus the local filing was not req’d.

(1) The first creditor to file correctly in all places is the first perfected party.  Even though C1 filed in one of the locations first, C2 filed in all of the locations b/f C1

3. Future Advances Relate Back. Future advances relate back to the date of the original filing– perfection is not determined by looking to the date of the advance.  If one secured creditor files and advances, another secured creditor files and advances, and the first secured creditor advances again against the same collateral, the entire amount advanced by the first secured creditor has priority over the second secured creditor.

4. Subordination.  XE "Subordination" Subordination is permitted by agreement of the parties. §9-316
5. Filing in Improper Places.  XE "Improper Filing" 

 XE "Financing Statement:Improper Filing" A filing which is made in good faith in an improper place or not in all of the places required by the Code is nevertheless effective with regard to any collateral as to which the filing complied with the requirements of Article 9 and is also effective with regard to collateral covered by the financing statement against any person who has actual knowledge of the contents of such financing statement. §9‑401(2) TA \s "§9-401(2)" 
a) Knowledge. Knowledge is actual knowledge.  Receiving a copy of the security agreement does not generally constitute “knowledge.”  A minority of states though consider receipt of the security agreement sufficient to consitute “knowledge.” §9‑401(2), comment 5
b) In re Davidoff, (136, NY, 1972) - held that the knowledge of the matters contained within the financing statement is what is important and not the inspection of the statement itself.  Courts are split on this issue.

c) Bank of Holmen v. Ruf, (137, WI, 1983) TA \l "Bank of Holmen v. Ruf, (137, WI, 1983)" \s "Bank of Holmen v. Ruf, (137, WI, 1983)" \c 1  - Two creditors with security interests in the same collateral (crops), and both file erroneously in the same county.  Later Bank realizes that Barlow also had an interest in the crops , and that Bank had misfiled.  Bank properly files.  Additionally, Bank was first to attach and first to file erroneously.

(1) Barlow attempts to argue that 9-401(2) applies and that they should win as Bank had knowledge of Barlow’s financing statement.  But Bank was first to attach and first to refile correctly.

(2) Guzman: Lesson in Ruf is not to follow the rule to the tee.  The court plays fast and loose with Article 9.  Court lets public policy overrule statute.

B. Buyers.  XE "Buyers" Generally, a security interest continues in collateral after disposition.  §9‑306(2) TA \s "§9-306(2)"  However, if the secured party has authorized the sale of the collateral expressly or impliedly (as is often the case with inventory), the buyer takes free of the security interest. Even unauthorized sales may defeat a perfected security interest (buyers in the ordinary course).

1. Survival of the Security Interest. If the security interest survives a transfer, refiling is not required, even though the identity of the debtor has changed.  Other potential lenders are under an obligation to trace the title and search under the names of former owners. “A filed financing statement remains effective with respect to collateral transferred by the debtor even though the secured party knows of or consents to the transfer.” §9-402(7), (third sentence) TA \s "§9-402(7)" 
2. Lack of Objection to Sale. A secured party’s failure to object to sales of collateral when the security agreement requires its consent may affect his rights against the buyer of the collateral.

3. Buyers in the Ordinary Course of Business. One who buys goods from a seller who is engaged in the business of selling goods of the kind purchased (except a person buying farm products from a farmer) takes free from a perfected security interest created by the seller even though he knows of it unless he also knows that the sale is in violation of the terms of the security agreement.  §9‑307(1) TA \l "§9‑307(1)" \s "§9-307(1)" \c 5 
a) Definition. “...a person who in good faith and without knowledge that the sale to him is in violation of the ownership rights or SI of a 3rd party in the goods, buys in ordinary course from a person in the business of selling goods of that kind but does not include a pawnbroker.” §1-201(9) TA \l "§1-201(9)" \s "§1-201(9)" \c 5 
b) Knowledge. Mere knowledge of the existence of a security interest is not enough to destroy the rights of a buyer, unless the buyer knows that the sale to him violated the security interest.  Does willful ignorance suffice?

4. “Garage Sale Exception.”  XE "Garage Sale Exception"  “In the case of consumer goods, a buyer takes free . . . if he buys w/o knowlege of the SI, for value and for his own personal, family or household purposes unless prior to the purchase the secured party has filed a financing statement covering such goods.” §9-307(2) TA \l "§9-307(2)" \s "§9-307(2)" \c 5 
5. Buyers not in the Ordinary Course.  Take free of SI to the extent that it secures future advances after the secured party acquires knowledge of the purchase, or more than 45 days after the purchase, whichever first occurs. §9-307(3) TA \l "§9-307(3)" \s "§9-307(3)" \c 5 
C. Lien Creditors. Perfected security interests have priority in all prior advances and in future advances to the debtor if made: (i) within 45 days after the judicial lien is acquired (whether or not the PSI has knowledge of the lien); or (ii) after the 45 days if the creditor either has no knowledge of the lien or the advance is made “pursuant to a commitment which was enetered into w/o knowledge of the lien.”  §9‑301(4)  TA \s "§9-301(4)" 
D. Super-Priority and PMSI’s. A security interest taken to secure all or part of a purchase price by seller or taken by a lender who gives value to enable the debtor to acquire the rights or use of the collateral is a PMSI.  These security interests are specially favored under the Code.

1. Inventory PMSI’s. A PMSI in inventory has priority over a conflicting security interest in the same collateral and in identifiable cash proceeds received for the collateral if:

a) Perfected Before Delivery. “the PMSI is perfected at the time the debtor receives possession of the inventory [i.e., there is no 10-day grace period accorded other PMSI interests]” §9-312(3)(a)
b) Notification. The PMSI holder notifies other secured parties in writing (i) b/f filing, or (ii) b/f the beginning of the 21 day period where the PMSI is temporarly perfected w/o filing or possession (under §9-304(5)). §9-312(3)(b)
2. Non-Inventory PMSI’s.  Noninventory PMSI’s have priority over conflicting security interests in the same collateral or its proceeds if the security interest is perfected within 10 days after the debtor receives possession of the collateral. §9‑312(4)
a) Possession.  “Possession” is not defined by the Code, but is equated with physical control of the collateral, and is a question of fact.  The burden of proof is on the secured party to prove the date that the goods were in the possession of the debtor.

E. Changes in Location.  Changes in a collateral’s location can impact priority rules.  Creditors generally have a four month window within which to reperfect.  The reperfection relates-back to the date of the original perfection.

IV. LIEN CREDITORS.  XE "Priority:Lien Creditors" Becoming a lien creditor is a matter of state law-- not governed under the UCC.  Often an unsecured creditor who gets a writ of execution from the sheriff.  Also can become by obtaining a writ of garnishment (on wages) though this is rare.  You obtain the label lien creditor when one of the four is met depending on the state.

A. Other Lien Creditors. As between lien creditors:

1. Date of levy (majority of states)

2. Date of delivery or writ to sheriff (minority of states)

3. Date of service of writ of garnishment

4. Date of recordation of judgment

B. PMSI Exception.  If the unperfected interest is a PMSI, that creditor may assert superior rights to the rights of an intervening lien creditor if the secured party files within 10 days after the collateral (other than inventory) comes into the possession of the debtor.  §9‑301(2)
C. Perfected Parties. Perfected security interests have priority in all prior advances and in future advances to the debtor if made: (i) within 45 days after the judicial lien is acquired (whether or not the PSI has knowledge of the lien); or (ii) after the 45 days if the creditor either has no knowledge of the lien or the advance is made “pursuant to a commitment which was enetered into w/o knowledge of the lien.”  §9‑301(4)  TA \s "§9-301(4)" 
D. Unperfected Secured Parties. A lien creditor (including a bankruptcy trustee and a debtor in possession) prevails over an unperfected security interest.  §9‑301(1)(b)
E. Changes in Location.  Changes in a collateral’s location can impact priority rules.  Creditors generally have a four month window within which to reperfect.

V. PMSI’s.  XE "Priority:PMSI’s" A security interest taken to secure all or part of a purchase price by seller or taken by a lender who gives value to enable the debtor to acquire the rights or use of the collateral is a PMSI.  These security interests are specially favored under the Code.  As long as holders of PMSI’s follow the rules, their interest is senior to all other creditors.

A. Lien Creditors.  If the unperfected interest is a PMSI, that creditor may assert superior rights to the rights of an intervening lien creditor if the secured party files within 10 days after the collateral (other than inventory) comes into the possession of the debtor.  §9‑301(2)
B. Perfected Parties.
1. Inventory PMSI’s. A PMSI in inventory collateral has priority over a conflicting security interest in the same collateral and in identifiable cash proceeds received for the collateral if:

a) Perfected Before Delivery. “the PMSI is perfected at the time the debtor receives possession of the inventory” §9-312(3)(a) AND;

b) Notification. The PMSI holder notifies other secured parties in writing (i) b/f filing, or (ii) b/f the beginning of the 21 day period where the PMSI is temporarly perfected w/o filing or possession (under §9-304(5)). §9-312(3)(b)
2. Non-Inventory PMSI’s.  Noninventory PMSI’s have priority over conflicting security interests in the same collateral or its proceeds if the security interest is perfected within 10 days after the debtor receives possession of the collateral. §9‑312(4)
a) Possession.  “Possession” is not defined by the Code, but is equated with physical control of the collateral, and is a question of fact.  The burden of proof is on the secured party to prove the date that the goods were in the possession of the debtor.

VI. CONTINUITY OF PERFECTION.  XE "Continuity of Perfection"   XE "Priority:Continuity of Perfection"  “If a SI is originally perfected in any way permitted under this Article and is subsequently perfected in some other way . . . w/o an intermediate period when it was unperfected, the SI shall be deemed to be perfected continuously.” §9-303(2) TA \l "§9-303(2)" \s "§9-303(2)" \c 5 
A. Duration of Filing Statement. A financing statement lasts five years, continuation statement may be filed within 6 mos. of the expiration.  If the security interest becomes unperfected upon lapse, it is deemed to have been unperfected as against a person who became a purchaser or lien creditor before lapse. §9-403(2)  TA \s "§9-403(2)" , (3)
B. In re Hilyard, (145, 8th, 1988) TA \s "In re Hilyard, (145, 8th, 1988)"  - On 4/26/79 NBC takes a SI in A/R and files, on 6/14/83 Worthen takes a SI in A/R and files (with knowledge of the NBC interest).  7/8/83 NBC files new financing statement (not a continuation statement).  1/25/85 Hilyard enters Chapter 11.
Issue: May a new financing statement act as a continuation statement? NO

1. NBC’s new financing statement cannot be used in lieu of a continuation statement as it was not filed within 6 months, there is no reference to the original file number, and the new statement doesn’t state that the original statement is still effective.

2. §9-402(8), allowing minor errors which are not seriously misleading in financing statements, does not apply here as it does not apply to conitnuation statements.

3. Court throws out 9-303(2) argument whereby NBC argued that there was no intermediate period of unperfection and thus perfection was continuous.  Court points out that the subsequent perfection must be “in some other way under this Article.”

4. Allowing a new financing statement to effectuate a continuance would undermine notice.  Could hurt third parties seeking to purchase an assignment of a SI.

VII. EQUITABLE PRINCIPLES AND PRIORITY.   XE "Equity and Article 9" 

 XE "Priority:Equity" Article 9 was intended to be a comprehensive, self-contained statutory framework covering all types of secured transactions in personal property.  Thus the use of other bodies of law to decide secured transactions cases is strongly discouraged to maitain the integrity of Article 9 as a coherent body of law.  That aside §1-103 does permit the supplementation of general principles of law.

A. §1-103 - “Unless displaced by the particular provisions of this Act, the principles of law and equity, including... estoppel, fraud, misrepresentation, duress, coercion, mistake... shall supplement its provisions.”

B. Marshaling XE "MARSHALLING" .  XE "Priority:Marshalling" Marshalling is an equitable doctrine requiring a senior creditor, having two funds to satisfy his debt, to resort first to the one fund which is not subject to the demand of a junior creditor of the common debtor, to avoid the inequity which would result from an election of the senior creditor to satisfy its demand out of the only fund available to the junior creditor, thereby excluding the junior creditor from any satisfaciton.

1. Elements.  Discussed in In re Computer Room, they come from In re Beacon Distributors (149, 1st, 1971).

a) That there are two or more creditors of the same debtor

b) That there are at least two funds of collateral belonging to that debtor, and

c) That one of the creditors alone has rights to resort to more than one fund.

(1) Guarantors not considered a fund under In re Computer Room
2. Article 9 Response.  Article 9 does not have a marshalling section; marshalling remains a common law equitable doctrine.  The comment to §9-311 apprarently recognizes marshalling though as not being inconsistent with Article 9, so that §1-103 (on supplementary general principles of law) incorporates the marshaling of assets’ doctrine.

3. In re Computer Room, (148, AL, 1982) TA \l "In re Computer Room, (148, AL, 1982)" \s "In re Computer Room, (148, AL, 1982)" \c 1  - First AL Bank had a senior security interest in inventory, and A/R.  People’s Bank had only a SI in a specific account within all A/R.
Issue:  May a court force a senior creditor with access to more than one fund to resort to the other fund first where the other fund is a personal guaranty from an executive or director? NO

a) Interestingly in Alabama, marshaling has been codified since 1923.

b) When the senior creditor is also secured by a guarantor, the marsahling doctrine can not require the senior creditor to seek relief first from the guarantor and then from the other secured interests so as to protect the interests of the junior creditor.

c) If a senior creditor will be prejudiced by the invocation of the marshalling doctrine, its invocation will not be permitted.

d) If a senior creditor is secured with collateral and a personal guarantee from the debtor, and a junior creditor is secured in only collateral (that is the same as that securing the senior creditor), the doctrine of marshalling of assets may not be invoked by the junior creditor to require the senior creditor to seek first the gurantor’s asset prior to seeking relief in the common fund.  Senior creditor in this example has the option of choosing how to seek relief-- i.e. either going after the guarantor or the collateral.

4. Delaware Truck v. Wilson, (152, NJ, 1993) TA \l "Delaware Truck v. Wilson, (152, NJ, 1993)" \s "Delaware Truck v. Wilson, (152, NJ, 1993)" \c 1  - Truck and Bank both have a security interest in Repair’s A/R.  Bank also is secured by the guarantee of the debtor, Wilson.  Bank interest in A/R is superior to Truck’s.  Repair enters bankruptcy, Truck goes after and liquidates A/R under §9-504(1).  Bank, not having any collateral to go after, sues the guarantor and wins a judgment in the full amount of $62,000.  Bank then goes after Truck and the two enter a settlement agreement whereby Truck pays Bank $59,500 in consideration of assignment of judgment against Wilson.  Truck then goes after Wilson to enforce the assigned judgment

a) Constructive Trustee Argument. When Truck liquidates A/R Wilson could argue that Truck was acting as a constructive trustee to Bank.  When Truck paid Bank in settlement they extinguished the claim against the guarantor.

b) Right of Subrogation Argument.  Pollock’s concurrence in judgment/dissent in argument.  Pollock argues that if Wilson had payed on the judgment he would have inherited Bank’s rights.  Bank had a superior right in A/R and thus Wilson could have sued Truck for misappropriation of proceeds.

c) Conflict between 504(1) and 306(2).  504 says nothing about senior creditor’s rights in liquidation (if the junior creditor liquidates), 306 states that senior creditor’s rights survive liquidation (Guzman agrees with this).  Courts are split on which section should prevail over the other, though academic opinion (i.e., White and Summers) argues that 504 trumps 306.

(1) Race to Assets. The academic reading of 504(1) seems to encourage a race for assets.  This will increase the likelihood that junior creditors will seek dishonest means to obtain quick access to a debtor’s assets, e.g.,  agreeing not to enforce certain claims for easy access to certain assets the moment the debtor enters bankruptcy.

C. Equity.  In addition to the well-accepted doctrine of marshalling, courts will also assert other equitable principles to reach a “just” approach.

1. First Wyoming Bank v. Mudge, (165, WY, 1988) - Mudges sold welding business to Redding and in that sales agreement included a nonencumbrance covenant clause that prevented Redding from seeking any further borrowing beyond the presently existing indebtedness w/o the Mudgtes consent (that would not be unreasonably witheld).  Just after closing the sales transaction Redding sought a loan for $100k to cover obligations from other investments.  Bank’s lending officers had in their files an unsigned copy of the purchase agreement that contained the nonencumbrance clause.  The Bank took a SI w/o the Mudges’ consent.  Redding defaulte on his purchase payments to the Mudges causing them to cancel the sales agreement.

a) Jury was justified in finding that the Bank did not act in good faith in inducing the borrower to violate his purchase agreement so that the lender would obtain priority chattel security.  This even though the Mudges did not file a financing statement of their interest.

2. 9th Dist. PCA v. Duggan, (167, CO, 1991) TA \l "9th Dist. PCA v. Duggan, (167, CO, 1991)" \s "9th Dist. PCA v. Duggan, (167, CO, 1991)" \c 1  - PCA has control over Norman’s purchase of corn-feed for its cattle in that they require approval b/f purchase.  Norman stops seeking approval from PCA but keeps buying corn, PCA aware of the continued unapproved purchases but does nothing.
Issue: May a creditor that holds a perfected security interest in collateral be held liable to an unsecured creditor basesd on a theory of unjust enrichment for benefits that enhance the value of the collateral?  

a) §1-103 unless the UCC says somehting different the court may apply equity principles.  There is obvious tension between the doctrine of unjust enrichment and the priority system.

b) In other cases where unjust enrichment was denied the secured creditor hadn to more than general  knowledge that an unsecured creditor was supplying goods to the debtor.  There were no facts to indicate that the secured creditor initiated or encouraged the transaction by which the unsecured creditor enhanced the value of the secured collateral when the unsecured creditor supplied goods or services to the debtor.

c) Central point of distinction is the extent to which the secured creditor was involved in the transaction by which the unsecured creditor supplied goods or serrvices that enhanced the value of the secured collateral.  Where no initiation or encouragement exists, unjust enrichment cannot be found.

d) The priority system reflects the legislative judgment that the value of a predictable system of priorities ordinarily outweighs the disadvantage of the system’s occasional inequities.  But the code also recognizes that equitable principles may require alteration of the priority system in particular circumstances.

e) PCA was informed of every corn order and never objected.

f) Comment: This case troubles Guzman as it tears a big hole in Article 9.  If you have a creditor who is sufficiently aggressive in encouraging continued purchases from a supplier may in extreme circumstances be held to equitable circumstances.  If we are too leneint with this rule it will encourage foreclosure by the secured interests w/o attempting to prop up the business. 

Proceeds XE "Proceeds" 
I. INTRODUCTION. Includes anything rec’d by the debtor on the sale or disposition of the collateral, whether or not the disposition violates the security agreement.

A. Types of Proceeds. Cash proceeds include money, checks, deposit accounts, and the like; non cash proceeds include everything else; and insurance proceeds are proceeds for purposes of Article 9

1. Express reference to “proceeds” not req’d.  The security agreement and the financing statement need not expressly mention proceeds for the secured party’s rights to continue in the proceeds of collateral.

II. Security Interest.  XE "Proceeds:Secuity Interest in"  The holder of a security interest in original collateral automatically has a security interest in the proceeds of the collateral.  §9‑306(2) TA \s "§9-306(2)" .  “Proceeds” includes whatever is received when the collateral or proceeds is sold, exchanged or otherwise disposed of.  A perfected interest in collateral continues automatically in identifiable proceeds from the disposition of collateral.  §9-306(1)  TA \s "§9-306(1)" 
A. Security Agreement. “Unless otherwise agreed a security agreement gives the secured party the rights to proceeds provided by 9-306.”  §9-203(3)  TA \s "§9-203(3)" 
B. Orix Credit v. Mills, (192, 11th, 1994) TA \s "Orix Credit v. Mills, (192, 11th, 1994)"  - Beach Television Partners (BTP) took loan from Orix and pledged SI in all personal property and two FCC broadcasting licenses.  BTP filed under Ch. 11.  Trustee requested and the FCC approved the sale of the licenses for approximately $140k.  Orix sought these proceeds, trustee countered that they did not have a valid security interest.
Issue: Can a creditor take a security interest in the proceeds of sale a FCC license?  YES

1. Even though you cannot take a security interest in the actual FCC license, as there is no true ownership interest in the broadcast license, recent case law has permitted the granting of a SI in proceeds of the sale of a FCC license.

2. Former FCC view (1968) was that creditors cannot take a SI in a broadcast license or proceeds-- “clear FCC policy to prohibit the intrusion of commercial financing arrangements on the FCC’s ability to regulate the transfer of broadcasts licenses.”

III. Continuity of Perfection.  XE "Proceeds:Perfection"  “A date of filing or perfection as to collateral is also a date of filing or perfection as to proceeds.”  §9-312(6) TA \l "§9-312(6)" \s "§9-312(6)" \c 5   A security interest in proceeds has the same priority as the security interest in the original collateral, provided that:

A. Automatic Temporary Perfection.  Where the interest in the original collateral was perfected, perfection in the proceeds continues automatically for at least 10 days. §9‑306(3) TA \l "§9‑306(3)" \s "§9-306(3)" \c 5 
B. Non-Cash Proceeds. The proceeds are collateral in which a security interest may be perfected by filing in the same offices where the financing statement has been filed §9‑306(3)(a) (first sentence), i.e. A ( B

1. Cash in the Middle. if the proceeds are acquired with cash proceeds and the description of collateral in the financing statement indicates the types of property constituting the proceeds §9‑306(3)(a) (second sentence), i.e. A ( $ ( A

C. Cash Proceeds. the proceeds are identifiable cash proceeds §9‑306(3)(b) TA \l "§9‑306(3)(b)" \s "§9-306(3)(b)" \c 5 
D. Reperfect within 10 days. The security interest in proceeds is perfected within 10 days. §9-306(3)(d) TA \l "§9-306(3)(d)" \s "§9-306(3)(d)" \c 5 
IV. PRIORITY.  XE "Proceeds:Priority" The “first-to-file-or-perfect” rule of §9-312(5) governs most priority disputes in proceeds.

A. Accounts as “proceeds” of inventory.  Wherever a security interest exists in the debtor’s inventory and another security interest exists in the debtor’s A/R, a conflict will exist if the debtor sells the inventory on credit, since the “proceeds” of inventory will be an A/R.  Here too though the first to file or perfect rule applies.

B. Proceeds of PMSI’s in Inventory.  The super-priority given a PMSI interest in inventory continutes in the cash proceeds of sale of such collateral.

1. Non-cash Proceeds.  However, priority in noncash proceeds (A/R) of collateral financed by a PMSI depends on the first to file or perfect rule.

C. Chattel Paper as Proceeds.  The common method of selling large items such as automobiles, and appliances is for the dealer to take a cash down payment for part of the price and chattel paper for the balance.  Whoever is financing the dealer’s inventory will want its SI to carry over to the chattel paper since the product is no longer in the inventory as collateral, and the financer’s claim to the product sold is cut off by the good faith consumer-buyer (§9-307(1)).  Some dealers prefer to sell the chattel paper to a second financer, creating conflicting claims between the inventory financer and the chattel paper financer, since a sale of accounts or chattel paper is also covered by Article 9.

1. Buyer of Chattel Paper.  If the purchaser of chattel paper gives new value for it and takes possession in the ordinary course of business, the purchaser has a priority over another SI in the chattel paper that is claimed merely as proceeds of inventory.  This is true even though the purchaser of the chattel paper knows that the paper being bought is subject to the SI.  §9-308(b) TA \l "§9-308(b)" \s "§9-308(b)" \c 5 
D. CONUNDRUM OF SENIOR INTEREST IN PROCEEDS WHEN OTHER SENIOR INTEREST IN UNDERLYING COLLATERAL EXISTS.
Bank of Stockton v. Diamond, (199, CA, 1988) TA \l "Bank of Stockton v. Diamond, (199, CA, 1988)" \s "Bank of Stockton v. Diamond, (199, CA, 1988)" \c 1  - Diamond has perfected SI in “member proceeds” generated by sale of walnuts as per a distribution agreement between Diamond and Debtor.  Bank takes a later perfected SI in crops and proceeds. Bank is perfected and secured in crop whereas Diamond is an unsecured creditor.  But with regard to proceeds Diamond has priority over the Bank.  The Bank and Diamond became aware of each others SI prior to disposition of the crop. The crop was delivered to Diamon who subsequently marketed it and collected proceeds to which it had priority.

1. The Bank could have foreclosed on the crop and had a perfected SI of senior priority but they did not do this.  Instead the Bank and Diamond enter an agreement, later characterized as a subordination agreement, whereby Diamond would market the crop with the caveat that “[t]he parties do not intend by this agreement to change their respective rights and duties...”

2. Bank argues that the intention and effect of the agreement between it and Diamond was to alter the priority between the parties.

3. Court says that Article 9 provisions cannot be given up without a clear indication in the agreement.  Explicit indication at the time of drafting is easy-- reading the tea leaves during litigation is much more difficult.

4. Neither the Bank nor Diamond has any compelling equitable claim vis-a-vis the other.  They paid their money and took their chances.

V. Bankruptcy.  XE "Proceeds:Bankruptcy" 

 XE "Bankruptcy:Proceeds"  In the debtor’s insolvency proceedings, a perfected secured party has a perfected interest in identifiable noncash proceeds, undeposited cash proceeds, and bank accounts in which cash proceeds have not been commingled (but subject to the bank’s right to set-off and limited to the amount of cash proceeds rec’d by the debtor in the 10 days preceding insolvency to which the creditor was entitled but not paid. §9-306(4) TA \l "§9-306(4)" \s "§9-306(4)" \c 5 , BC §553(b)(1) TA \l "BC §553(b)(1)" \s "BC §553(b)(1)" \c 5 
A. If the security interest was entered prior to filing and proceeds are subject to the security interest then any proceeds generated during bankruptcy are also subject to the security interest. BC §552(b)(1) TA \l "BC §552(b)(1)" \s "BC §552(b)(1)" \c 5 
VI. Bank Right to Set-off.  The right of set-off, which limits the ability of the secured party to trace proceeds commingled in a bank account, does not create any new rights for banks. They can set-off only if they had such a right under previous law. §9-306(4) TA \l "§9-306(4)" \s "§9-306(4)" \c 5 
A. National Acceptance v. Virginia Capital Bank, (332, VA, 1980) TA \l "National Acceptance v. Virginia Capital Bank, (332, VA, 1980)" \s "National Acceptance v. Virginia Capital Bank, (332, VA, 1980)" \c 1  - NAC (π) had SI in A/R of Structures.  Bank (∆) later lent to the debtor on an unsecured basis.  Debtor has difficulty meeting obligations.  Prior to insolvency and w/o notice to or the authorization of the πs, ∆ made several debits to debtor’s deposit accounts to satisfy remaining indebtedness under their unsecured loans.
Issue:  Does a creditor’s common law right to set-off preempt the Art. 9 priority system? NO

1. “This title does not apply... to any right of set-off...”  §9-104(i) TA \l "§9-104(i)" \s "§9-104(i)" \c 5 
2. VA recognized the common-law right of a bank to set-off a matured debt owed to the bank by a depositor against funds on deposit.  Often referred to as a “banker’s lien.”

3. VA adheres to the majority rule that if the bank can be charged with knowledge of the interest of a third party in a deposit account, or notice of facts sufficient to put it on inquiry that such an interest exists, it may not apply the account to satisfy a debt owed by the depositor.

4. Court holds that Bank’s set-off was improper and constituted a conversion of π’s property on two theories.

a) The Bank was an unsecured creditor while π was a perfected secured party.  §9-201 provides that a SA is effective according to its terms between the parties, ... and against creditors.  “[T]he secured creditor, even an unperfected secured creditor, has greater rights in his collateral than any other creditor unless Art. 9 provides otherwise.” White and Summers.

b) Alternatively, the Bank was sufficiently aware of π’s interest in the deposit accounts to prohibit it from appropriating the funds from those accounts to satisfy its own claims.

VII. TRACEABILITY OF CASH PROCEEDS.  XE "Proceeds:Tracing" 
A. Bank Accounts.  Proceeds of collateral deposited in a bank account which contains only proceeds of collateral are identifiable and may be reached by the secured party.

1. Lowest Intermediate Balance, Proceeds Last Out (PLO or Arafat rule). In determining whether proceeds of collateral are “identifiable” after deposit in a bank account, the “lowest intermediate balance” rule applies.  The rule provides presumption that proceeds were made in the account so long as the account balances equal to or greater than the amount of proceeds deposited. However, if the account balance dips below the amount of proceeds deposited, the security interest in the identifiable proceeds abates accordingly, and is not increased if other funds of the debtor are later deposited in the account.

2. Commingled Proceeds. When two creditors have interest in proceeds generated from differing collateral, e.g., one creditor has a SI in inventory, the other in equipment,  and the proceeds are comingled in the same account the proceeds are distributed on a pro-rata basis to the two creditors determined by their overall proceeds interest in the comingled funds.

B. RECEIPT OF SOMEONE ELSE’S PROCEEDS
J.I. Case v. First National Bank, (202, 7th, 1993) TA \l "Case v. First National Bank, (202, 7th, 1993)" \s "Case v. First National Bank, (202, 7th, 1993)" \c 1  - Humphrey sold Intl. Harvester farm equipment and later expanded into used car sales due to the slumping ag. equip. mkt. Humphrey financed the used cars through a floor-plan arrangement with Bank.  Case bought Intl. Harvester’s farm equip. business and Humphrey became a Case dealership.  Here too a floor plan financing was arranged.  Case perfected a PMSI in the equip.  The SI specifically included an interest in the proceeds form the sale of any ag. equip. covere by the agreement. Case notified Bank of the PMSI interest.  Case also req’d that Humphrey immediately remit 90% of the sales price in any sale, but Case did not enforce.  Case also required that funds remain segregated. Humphrey did commingle funds. Humphrey used much of the proceeds to pay Bank though the Bank had no actual knowledge that these were Case’s proceeds. Humphrey deceived Case by keeping sold property on the lot giving the appearance when inspected that the collateral had not been sold.  Case sued Bank on unjust enrichment, fraud, common law conversion, and criminal conversion.

1. Dist. Crt. uses a negligence std. to hold the “[the payments] should have put a reasonable bank, exercising prudent business practices, on notice that something is awry.”

2. No evidence of collusion with debtor.

3. “The code defines knowledge as actual knowledge.  A person may have info. causing him to suspect strongly that a payment violates a sec’d party’s interest, yet take deliberate steps to avoid discovering more for fear of what he may learn.  To consciously ignore or to deliberately close one’s eyes to a manifest danger is recklessness, a mental state that the law ocmmonly substitutes for intent or actual knowledge.”

4. Floor plan arrangement  security arrangement for large ticket items.  Each individual item will be recorded individually as collateral by serial number for example.  This requires the creditor to monitor closely the debtor.  These arrangements usually require the debtor to pay say 90% of the sale price immediately to the creditor.

VIII. Buyers.  XE "Proceeds:Buyers"   XE "Buyers" Generally, a security interest continues in collateral after disposition.  §9‑306(2) TA \l "§9‑306(2)" \s "§9-306(2)" \c 5  However, if the secured party has authorized the sale of the collateral expressly or impliedly (as is often the case with inventory), the buyer may take free of the security interest. Even unauthorized sales may defeat a perfected security interest (buyers in the ordinary course).

A. Survival of the Security Interest. If the security interest survives a transfer, refiling is not required, even though the identity of the debtor has changed.  Other potential lenders are under an obligation to trace the title and search under the names of former owners

B. Lack of Objection to Sale. A secured party’s failure to object to sales of collateral when the security agreement requires its consent may affect his rights against the buyer of the collateral.

C. Security Interest Survival.  Whether the SI survives a sale depends on a number of different factors.

1. Buyers in the Ordinary Course of Business. One who buys goods from a seller who is engaged in the business of selling goods of the kind purchased (except a person buying farm products from a farmer) takes free from a perfected security interest even though he knows of the SI unless he also knows that the sale is in violation of the terms of the security agreement.  The seller though must have created the security interest, i.e. he was the original debtor.  §9‑307(1) TA \l "§9‑307(1)" \s "§9-307(1)" \c 5 
a) Definition. “...a person who in good faith and without knowledge that the sale to him is in violation of the ownership rights or SI of a 3rd party in the goods, buys in ordianry course from a person in the business of selling goods of that kind but does not include a pawnbroker. §1-201(9) TA \l "§1-201(9)" \s "§1-201(9)" \c 5 
b) Knowledge. Mere knowledge of the existence of a security interest is not enough to destroy the rights of a buyer, unless the buyer knows that the sale to him violated the security interest.  Will willful ignorance suffice?

c) First Bank of ND v. Pillsbury, (210, 8th, 1986) TA \l "First Bank of ND v. Pillsbury, (210, 8th, 1986)" \s "First Bank of ND v. Pillsbury, (210, 8th, 1986)" \c 1  - Bank takes SI in crops of Mr. & Mrs. M.  M sells crops to grain elevator (which is owned, but not managed by Mr. M) the grain is commingled with other grain purchased from others.  Elevator sells grain to Pillsbury (∆).  M fails to apply proceeds to debt. M goes bankrupt, Bank goes after ∆ for conversion of its collateral.
Issue: May a creditor pursue a buyer in the ordinary course of business for conversion of collateral when the collateral is grain bought from an elevator not a farmer? NO

(1) Buyers in the ordinary course generally take free of a SI, unless the goods are farm products purchased from a farmer.

(2) The goods here lost their farm products status when they were sold to the elevator at which point they became inventory of the grain elevator.  Additionally, the grain elevator is not a farmer.

(3) No evidence exists that ∆ knew the sale violated the SI.  ∆ would have had great difficulty if forced to find out what farmers actually  grew the grain it purchased from various area elevators.

(4) M is the wrongdoer here and the Bank must bear the loss b/c it was in the best position to control M’s actions.

2. “Garage Sale Exception XE "Garage Sale Exception" .”   XE "Proceeds:Garage Sale Exception"  “In the case of consumer goods, a buyer takes free . . . if he buys w/o knowlege of the SI, for value and for his own personal, family or household purposes unless prior to the purchase the secured party has filed a financing statement covering such goods.” §9-307(2) TA \l "§9-307(2)" \s "§9-307(2)" \c 5 
3. Buyers not in the Ordinary Course.  Take free of SI to the extent that it secures future advances after the secured party acquires knowledge of the purchase, or more than 45 days after the purchase, whichever first occurs. §9-307(3) TA \l "§9-307(3)" \s "§9-307(3)" \c 5 
D. Priority Survival.  “A filed financing statement remains effective with respect to collateral transferred by the debtor even though the secured party knows of or consents to the transfer.” §9-402(7), (third sentence)  TA \s "§9-402(7)" 
Changes XE "Changes" 
I. Location Changes.  XE "Changes:Location Changes" 

 XE "Choice of Law" Multistate transactions and removal of the collateral from one state to another impact perfection and the location of proper filing.

A. Rationale. Unreasonable to hold that you become unperfected the instant collateral leaves the state.  This would place an inordinate burden on original creditors.  Conversely, perfection unlimited in time, regardless of location, would put an inordinate burden on new creditors.

B. Last Event XE "Last Event Test"  or All Events Test (General Rule).  XE "Changes:Last Event Test" The controlling law as to perfection of a security interest, and the effect of perfection or nonperfection, is the law of the state where the collateral is located when the last event occurs upon which is based the assertion that the SI is perfected or nonperfected.  §9-103(1)(b) TA \l "§9-103(1)(b)" \s "§9-103(1)(b)" \c 5 
1. Filing as last event.  In most cases, filing is the “last event” on which a claim of perfection is based.  Thus the filing must be made in the state where the collateral is located when the filing occurs.  Prior filing in another state does not perfect the interest.

2. In re Slippery Rock, (229, PA, 1989) TA \l "In re Slippery Rock, (229, PA, 1989)" \s "In re Slippery Rock, (229, PA, 1989)" \c 1  - Bank takes a SI in steel bars that debtor buys from Q in MI for use in PA.  Steel bars are shipped to OH first for shearing.  While the bars are in OH, Q repossesses.  D files Ch. 11.  Bank had filed a financing statement in PA.  In order for the stay to be lifted, Bank has to prove that it was perfected.

a) Court applying the last event test holds that the last event is the arrival of the bars in PA.  As the bars never arrived in PA the perfection was never complete.

b) If CNB had filed in MI first they would have been protected.

c) This case is an example of how Article 9 does not always apply to actual business practice in a seamless fashion.

d) If the creditor had characterized this transaction as a PMSI under §9-103(1)(c) they might have been protected.

C. Removal of Collateral to Another State.  Even though the SI was properly perfected originally, if the debtor thereafter moves the collateral to another state (with or w/o the secured party’s knowledge or consent), refiling in the new state is req’d within 4 months after removal.  §9-103(1)(d) TA \l "§9-103(1)(d)" \s "§9-103(1)(d)" \c 5 
1. Relation Back of New Filing.  The new filing relates back to the original other state filing if the new filing is made within the 4 month window.  §9-303(2)
a) In re Howard’s Appliance, (236, 2nd, 1989) TA \l "In re Howard’s Appliance, (236, 2nd, 1989)" \s "In re Howard’s Appliance, (236, 2nd, 1989)" \c 1  - Creditor perfects in NY. Sec’y agreement requires that the collateral remain in NY or the debtor will be in default.  The debtor ends up moving the collateral to NJ unbeknownest to creditor and w/o consent.  Debtor enters bankruptcy. 

(1) Creditors have the responsbility of monitoring the location of the debtor.  The court though decides that based on equitable grounds the debtor in possession (no trustee here) was holding the proceeds in trust for the creditor.

2. When does removal occur?
a) Mellon Bank v. Metro, (242, 3rd, 1991) TA \l "Mellon Bank v. Metro, (242, 3rd, 1991)" \s "Mellon Bank v. Metro, (242, 3rd, 1991)" \c 1  - Mellon finances LBO of Metro, located in Maryland.  Mellon has a perfected sec’y interest in Metro’s assets.  TCI, the acquiring company, was headquartered in PA.  As a result of the merger, Metro’s operations began to slowly move to PA as they were consolidated with TCI’s.  Mellon eventually refiles in PA.  Metro files for bankruptcy, the bankruptcy court voids Mellon’s refiling as a preference finding that the refiling occurred after the 4 month window.
Issue:  Was Mellon’s refiling of a financing statement in PA within 4 months of Metro’s transfer of its chief executive office from MD to PA?  YES, judgment rev’d.

(1) The trustee determined that the perfection of Mellon’s SI was voidable as a preference b/c they untimely filed a financing statement in the debtor’s new location.  At issue was the point at which the office had officially moved to PA thus triggering the start of the 4 month window.

(2) Court correctly used the following two part test but came to an incorrect conclusion:

(a) From which place does the debtor manage the main part of its business operations.

(b) Where would creditors reasonably be expected to search for credit information.

(3) Bankruptcy court looked at internal power structures to determine the date of the transfer of control.  Appellate court finds this analysis misplaced likely to introduce great uncertainty into commercial transactions.  “To require creditors to scrutinize internal documents to determine the reality of the power structure of affiliated corporations is impractical, imprudent and unwarranted.”

(4) Metro announced the transfer of their chief executive office to PA in 12/84 less than 4 months before Mellon’s refiling in PA in 2/85.  Court looks at other evidence and concludes that “all of this evidence strongly supports MD as the ‘place where persons dealing with the debtor would normally look for credit information’ [prior to the announcement]”

3. Expired Original Filing.  If the original filing expires before the four months have passed, there is no four-month grace period; rather, the time for reperfecting in the second state ends when the financing statement lapses in the first state. 

4. Automatic Perfection Exception.  For collateral that requires no steps other than attachment for automatic perfection (e.g., a PMSI in consumer goods), the 4-month rule does not apply.

5. Intrastate Removal.  The rules above apply only where collateral is moved from one state to another.  No refiling is req’d where goods are merely moved from one city or county to another within the same state. §9-401(3) TA \l "§9-401(3)" \s "§9-401(3)" \c 5 
D. Special Rules.
1. PMSI on Goods intended for use in another state.  XE "Changes:PMSI’s in Out of State Goods"  A PMSI in goods must be perfected in the state for which the goods are destined if: (i) both parties understand at the time of attachment that the goods are to be kept in another state; and (ii) the goods are moved to the new state within 30 days after the debtor receives possession. §9-103(1)(c) TA \l "§9-103(1)(c)" \s "§9-103(1)(c)" \c 5 
a) Rationale.  It is much more likely that someone searching for filings would look in the state where the parties intended the collateral to be used than in the state where it happened to be purchased.

b) Goods not moved.  If the goods are never moved to the other state, the creditor will become unperfected 30 days after the buyer gets possession, unless the creditor refiles in the jurisdiction in which the goods are located.

(1) Rental Electronics v. SSC, (233, UT, 1979) TA \l "Rental Electronics v. SSC, (233, UT, 1979)" \s "Rental Electronics v. SSC, (233, UT, 1979)" \c 1  - SSC leases 3 pieces of equipment from π with an option to buy.  The parties understood that the equip. was to be kept and used in UT.  π delivers equip. to UT but files in CA.  One month later SSC files for bankruptcy. At no time did the π have a filing and the collateral in the same state.  When they filed in CA the collateral was already in UT.
Issue: When a PMSI creditor knows goods are to be used in a state other than the one where the collateral is purchased, is that creditor perfected by filing in the state where sold? NO

(2) π argues that its interest was perfected in CA so that under UT law the SI continued to be perfected for 4 months.  But the collateral was never subject to the SI while in CA.

(3) The rule states that the goods are to be perfected according to the rules of the state in which the property will be located when the parties intend to move the goods to another state within 30 days of purchase.

2. A/R, Intangibles, Certain Mobile Goods.  XE "Changes:Mobile Goods" 

 XE "Changes:Intangibles" Certain assets have no readily visible “home base,” and for these assets the Code provides that a SI must be perfected under the laws of the state where the debtor is located. §9-103(3)
a) Assets Covered.  A/R, general intangibles (copyrights, trademarks, patents, etc.); and any goods that are normally used in more than one jurisdiction (e.g., aircraft, road building machinery, etc.) if they are not covered by a certificate of title and are a part of the debtor’s equipment or inventory leased to others (e.g., machinery leased by an equipment leasing company).

b) “Mobile Goods” Defined. What the goods are normally used for– not how the actual user uses the goods “are of a type normally used in more than one jurisdiction” §9-103(3)(a)
c) Rationale.  Since the collateral is not “stationed” anywhere, it makes more sense to search for filings at the debtor’s location than anywhere else. §9-103, comment 5
d) “Debtor’s Location” The debtor is deemed to be located at the debtor’s place of business if there is but one; if the debtor has several places of business, then at the chief place of business (home office); if no place of business, then at the debtor’s residence.  Note that the debtor’s location is pegged to where executive control is centered, rather than to where the debtor merely has plants or property. §9-103(3)(d)
3. Chattel Paper.
a) Perfection by Possession.  Where chattel paper is perfected by possession, the general rule of location of the collateral applies. §9-103(4) TA \l "§9-103(4)" \s "§9-103(4)" \c 5 
b) Perfection by Filing.  Where, however, chattel paper is perfected by filing, the Code reverts to the rule applicable to general intangibles– the filing must be at the “debtor’s location” (head office). §9-103(4)
(1) Rationale. Chattel paper is readily transportable, and there may even be duplicate copies of the paper; hence, the safest place to search for such filing is at the debtor’s head office, rather than checking every state in which the debtor may have assets.

II. AFTER-ACQUIRED PROPERTY.  XE "Changes:After-Acquired Property" 

 XE "After-Acquired Property" To be covered, security agreements must contain language covering after-acquired collateral, e.g., “goods now owned and hereafter acquired.”  If this language is not inserted, the court will have to rely on contract law and interpretation to determine the intent of the parties in entering the agreement.  Did the parties intend when contracting to include after-acquired property?  Avoid this question arising in litigation by inserting the appropriate language in the security agreement.

A. Historically. These clauses have been treated with hostility.

1. Ostensible Ownership Problem.  Lenders need to know who the owners of property are.  If the owner of the property uses it as his own– ostensible ownership– a third party may believe that the owner actually has property rights in the property and not some other creditor who can claim it under an after-acquired property clause.

2. Zartman v. First National Bank of Waterloo, (248, NY, 1907) TA \l "Zartman v. First National Bank of Waterloo, (248, NY, 1907)" \s "Zartman v. First National Bank of Waterloo, (248, NY, 1907)" \c 1  - Bank had lent to and taken a security interest in inter alia after-acquired property of Waterloo Organ Company.  

a) Court considered that no fund would exist for unsecured creditors if an after-acquired property clause was permitted.  Court thought that unsecured creditors would stop lending.  But if these clauses were permitted, unsecured creditors could check the records to determine secured party’s status.  But often unsecured creditors don’t check these records-- they are trade creditors, and utilities.

b) But what about freedom of contract?  The debtor can refuse to sign a contract with an after-acquired property clause.  

c) The court also relies on a reliance argument or defeated expectations argument.  Unsecured creditors lent with the expectation that they would at least get something back.  Often arguments today that expectations are defeated.  The response though is where did these expectations come from.

d) “A man cannot grant that wich he does not own.”

3. Benedict v. Ratner, (252, US, 1925) TA \l "Benedict v. Ratner, (252, US, 1925)" \s "Benedict v. Ratner, (252, US, 1925)" \c 1  - This case deals with A/Rs.  Court deals with ostensible ownership

a) Court questions whether the after-acquired clause was a fraudulent conveyance-- a secret security interest. Banning after-acquired clauses only causes creative lawyering.

B. Financing Statement. “The financing statement is valid to cover after-acquired property and future advances under security agreements whether or not mentioned in the financing statement.” §9-402, comment 2
C. Consumer Goods Exception.  “No SI attaches under an after-acquired property clause to consumer goods . . . when given as additional security unless the debtor acquires rights in them within 10 days after the secured party gives value.” §9-204(2) TA \l "§9-204(2)" \s "§9-204(2)" \c 5 
D. Rationale for Allowing. These clauses offer convenience and reduce transaction costs.  Without the clause, creditors could require a new security agreement each time new property is acquired.  Inventory and A/R turn over regularly and it would be difficult to maintain a secured position without these clauses.

III. FUTURE ADVANCES.  XE "Changes:Future Advances" 

 XE "Future Advances" 
A. Relation Back.  Future advances relate back to the date of the original filing– perfection is not determined by looking to the date of the advance.

B. Financing Statement. “The financing statement is valid to cover after-acquired property and future advances under security agreements whether or not mentioned in the financing statement.” §9-402 TA \s "§9-402" , comment 2
C. State Bank of Sleepy Eye v. Krueger, (256, MN, 1987) TA \l "State Bank of Sleepy Eye v. Krueger, (256, MN, 1987)" \s "State Bank of Sleepy Eye v. Krueger, (256, MN, 1987)" \c 1  - Norwest lends, gets SI in equp. and files.  Sleepy Eye (π) lends and files against equip. (at this point debtor owed NW $14,500 and the filing was still active).  NW takes a PMSI in a combine.
Issue: Does a PMSI given while a previously filed financing statement is active relate back to the date of the filing?  YES 

1. π tries to argue under the last sentence of 312(7) “In other cases a perfected SI has priority from the date the advance is made.”  If this is the case, π’s right is prior to NW’s PMSI.  But this sentence will not apply to the cases we will see in this class.

2. π advocates adopting Coin-O-Matic which requires that the security agreement provide for future advances.  This though is a minority interpretation.  NW did not include a future advances provision in its security agreement.  Coin-O-Matic goes against commercial practice; it provides little protection against overreaching, for a creditor can avoid the holding simply by including a future advance clause in his security agreement.

D. In re E.A. Fretz, (261, 5th, 1978) TA \l "In re E.A. Fretz, (261, 5th, 1978)" \s "In re E.A. Fretz, (261, 5th, 1978)" \c 1  - Fretz gave a SI to Revlon.  In the SA a clause existed that permitted other creditors to assign their debts to Revlon and obtain Revlon’s priority.  Bank knows of Revlon’s SA and filing, but lends and files anyway accepting jr. position.  Fretz files for bankruptcy, one month later RR and CC, unsecured creditors, assign their interests to Revlon thus leapfrogging over Republic in priority.

1. Outside of bankruptcy though the creditors could have gotten away with the same transaction.  Revlon could have lent Fretz money to pay off RR and CC.  But if bankruptcy were filed shortly thereafter the transfer may be avoided as a fraudulent transfer.

2. We saw in the Copper King case that a creditor must list all creditors on a financing statement or else this will be seriously misleading.

IV. NAME OR ENTITY STRUCTURE CHANGES.  XE "Changes:Name or Structure Changes"  If a debtor changes their name, identity, or corporate structure, and the financing statement becomes seriously misleading, the creditor must refile with the new info. within 4 months. §9-402(7)  TA \s "§9-402(7)"  (second sentence)

A. Signatures for New Filing.  In the case of a name, identity, or corporate structure change a new financing statement need only be signed by the creditor– not the debtor.

B. Knowledge-based Rule. If a creditor knew at the time of lending that the name of the debtor was about to change, the creditor must act in good-faith to insure the filing discloses the current name of the debtor and the pending name change of which the paties were aware.  Article 9 not always comfortable with referring to other parts of the UCC for support (§1-203 in the following case), or imposing knowledge-based rules.

1. Woods v. Bath Industrial Sales, (272, ME, 1988) TA \l "Woods v. Bath Industrial Sales, (272, ME, 1988)" \s "Woods v. Bath Industrial Sales, (272, ME, 1988)" \c 1  - H&G gets SI and files listing debtor as “Steiner.”  H&G knew that Steiner was about to change their name to “Bath Industrial Sales” (BIS).  Woods lends to BIS (after name change) against inventory, searches under BIS and doesn’t find H&G’s filing (under “Steiner”).

a) “When a secured party has knowledge at the time the security agreement is executed that the debtor intends to change its name, and the new name is known to him, the secured party must act in good faith to insure the filing under the Code not only discloses the current and correct name of the debtor but also reflects the pending name change of which the parties were aware.”

b) §1-203 - requires good faith.  1-201(19) contains def. of “honesty in fact.”

2. In re Kalamazoo “when a secured party has knowledge at the time the security agreement is executed that the debtor intends to change its name, and the new name is known to him, the secured party must act in good faith to insure the filing under the Code not only discloses the current and correct name of the debtor but also reflects the pending name change of which the parties were aware.”

C. Name/Structure Change vs. Disposition of Assets.  Whether the name of a debtor changes or assets are disposed of impacts the rule that is applied to the creditor.

1. Name/Structure Change.  “Where the debtor so changes his name or in the case of an organization its name, identity or corporate structure that a filed financing statement becomes seriously misleading, the filing is not effective to perfect a security interest in collateral acquired by the debtor more than four months after the change, unless a new appropriate financing statement is filed b/f the expiration of that time.”  §9-402(7), (second sentence)  TA \s "§9-402(7)" 
2. Disposition of Assets.  “A filed financing statement remains effective with respect to collateral transferred by the debtor even though the secured party knows of or consents to the transfer.” §9-402(7), (third sentence)

3. Bank of Yellville v. Scott, (275, AR, 1990) TA \l "Bank of Yellville v. Scott, (275, AR, 1990)" \s "Bank of Yellville v. Scott, (275, AR, 1990)" \c 1  - 6/85: Bank lends to Scotts to purchase a business; SA+fin. statement list “Scotts” as debtors; includes after-acquired property. 7/12/85: Scotts incorporate as “KC of Camden”; all business assets transferred to KC.  7/17/85: BW takes SI in assets of KC incl. after-acquired property; fin. stat. filed under “KC of Camden.”  Bank learns of incorporation, but does not do anything feeling that it was merely a name change.
Issue:  May a creditor take an interest in after-acquired property after assets have been disposed of by the debtor?  NO

a) Under §9-306(2) a SI survives the disposition of collateral unless disposition was authorized by the creditor (not the case here).  Thus Bank’s SI survives, but does perfection.  Perfection for the collateral as existing just prior to the incorporation are covered regardless of whether you characterize this as a name change or a transfer. If name change, then the 4 month rule applies to after-acquired property.

b) If a name change, then the second sentence of 402(7) applies and the Bank could also go after collateral acquired 4 months after the change and if they file in time their perfection would continue.  But the Scotts, the Bank’s debtor, did not change their name.  The Scotts created a corporation and transferred some of their assets to that corporation.

c) As this is not a name change, but a disposition of collateral, Bank cannot pursue after-acquired property in the corporation.

4. Bank of the West v. Commercial Credit Financial Services, (280, 9th, 1988) TA \l "Bank of the West v. Commercial Credit Financial Services, (280, 9th, 1988)" \s "Bank of the West v. Commercial Credit Financial Services, (280, 9th, 1988)" \c 1  - The collateral claimed by both CCFS and the Bank consistes of A/R generated from the sale of the beverage business’s inventory after the transfer of the beverage business from BCI to Allied.
a) Court characterizes the transfer as a name change as they believe the drafter intended the third sentence to apply to unrelated third parties.  Here the two subsidiaries are under the same company umbrella.  Using 306(2) and 402(7) second sentence seems inconsistent as 306(2) refers to dispositions thus it would seem the third sentence of 402(7) would apply.

b) Strict application of 312(5) would lead to inequitable results.  Court falls back on policy argument.  BCI does not hold complete title in the collateral, but an encumbered one.  Thus BCI cannot transfer the collateral free and clear of all other rights.

c) Article 9 is fairly self-contained and the introduction of non-Article 9 arguments undermines the integrity of the Article.  Article 9 was designed to be an equitable doctrine of law.

d) Court views as change of corporate structure rather than a transfer of assets.  Thus the 4 month rule applies.  Problem with applying 306(2) is that it only applies to property transfered, not to after-acquired property.

Default XE "Default" 
I. Generally.  A creditor can exercise rights under Part 5 of Art. 9 when a debtor is in “default.” §9-501(1) TA \l "§9-501(1)" \s "§9-501(1)" \c 5   The code though intentionally does not define default leaving definition of what consitutes default to the parties.  Even if the security agreement defines “default,” the creditor may be estopped from imposing this definition by agreement or course of conduct.

A. Default Undefined in Agreement.  I XE "Default:Definition" f “default” is not defined in the security agreement, then “default” is limited to the failure of the debtor to make payments– the death of the debtor is not iself a default.

B. Common Definitions of Default:
1. Failure to pay on time

2. Failure on any loan made, not just the one covered by the given sec’y agreement.

3. False representations made in connection with the execution and delivery of the security agreement

4. If in default to anyone else (because then the debtor may pick and choose which creditor to pay off; the debtor would have leverage with creditors).

5. Insolvency

6. Change in voting rights

7. Sale of a substantial amount of assets.

8. If the collateral becomes, in the judgment of the creditor, unsatisfactory in character or value.

9. Material adverse change in the financial condition of debtor

C. Good Faith.  Any finding that the debtor is in default must be based on good faith.

D. Acceleration Clauses.  Most security agreements provide that, upon an event of default, either the secured party may accelerate the unpaid balance or the unpaid balance accelerates automatically.

E. Other Rights of the Secured Party. Part 5 provisions are alternative remedies for satisfaction of an obligation.  On default the secured party may alternatively bring an ordinary legal action for the amounts due and may levy on any property, including the collateral, after judgment.  Accordingly, the secured party always has the right to collect the debt by any judicial method, whether or not the secured party has a right to use the collateral to satisfy all or part of the obligation.  §9‑501(1)  TA \s "§9-501(1)" 
II. COLLECTION RIGHTS.  XE "Default:Collection Rights"  If agreed to in the security agreement, the creditor may instruct account debtors to pay him directly, and may take control of any proceeds to which the debtor is entitled. §9-502(1) TA \l "§9-502(1)" \s "§9-502(1)" \c 5 
A. Commercially Reasonable Manner.  The creditor must proceed in a commercially reasonable manner and may deduct his reasonable expenses in collecting. §9-502(2) TA \l "§9-502(2)" \s "§9-502(2)" \c 5 
B. Accounting for Surplus.  “If the security agreement secures an indebtedness, the secured party must account... for any surplus, and unless otherwise agreed, the debtor is liable for any deficiency.  But, if the underlying transaction was a sale of accounts or chattel paper, the debtor is entitled to any surplus or is liable for any deficiency only if the security agreement so provides.” §9-502(2)
III. Right to Take Possession.  XE "Default:Repossession" The creditor may repossess collateral.  But, a repossession of collateral without default is a breach of contract and renders the secured party liable for damages. §9‑503 TA \l "§9‑503" \s "§9-503" \c 5 
A. Self Help.  XE "Default:Self-Help"  A secured party may take possession without judicial process if he can do so without a breach of the peace.

1. Collateral Disablement.  A secured party may also render equipment unusable by the debtor, e.g., removing the starter from a continuous sausage stuffer, and proceed to dispose of the collateral on the debtor’s premises under 9-504. This latter right is directed toward the problem of taking of possession of heavy, bulky equipment which is not easily movable.

2. Breach of the Peace.  XE "Breach of the Peace"  Article 9 does not define breach of the peace, though it has been defined at times in common law.  Generally, trespass into a residential structure is per se a breach of the peace.  Some trespass may be permitted onto a driveway, yard, or other area to effectuate repossession.

a) Generally.
Salisbury Livestock v. Colorado Central Credit Union, (297, WY, 1990) TA \l "Salisbury Livestock v. Colorado Central Credit Union, (297, WY, 1990)" \s "Salisbury Livestock v. Colorado Central Credit Union, (297, WY, 1990)" \c 1  - CCCU sought to repossess vehicles posted as collateral for a loan made to “young Salisbury.”  Vehicles were on ranch owned by father.  Creditor intrudes 50 yds. onto ranch along dirt road to repossess the vehicles at daybreak.  No resistance evident as residents probably sleeping.

(1) Two primary factors considered in determining when a breach of the peace has occurred when trespass occurs: 

(a) potential for immediate violence and 

(b) the nature of the premises intruded upon.

(2) That CCCU trespassed on a third party’s land weighs against CCCU.  

(3) Court also looks to whether the entry was reasonable.  Was trespassing at 5am reasonable?

b) Confrontation.  If the debtor confronts the creditor and resists, verbally or physically, the creditor must immediately retreat and not continue any attempt at possession.

c) Show of Force or Police Presence.  Accompaniment of a police officer, w/o having gone through the proper judicial process is not permitted, nor is a show of force.  This constitutes constructive violence.

(1) Stone Machinery v. Kessler, (303, WA, 1970) TA \l "Stone Machinery v. Kessler, (303, WA, 1970)" \s "Stone Machinery v. Kessler, (303, WA, 1970)" \c 1  - Tractor case where the creditor is accompanied by the local sherriff.

(a) If Kessler had put up resistance Stone would have had to back off, but at the same time this would require seeming violation of the authority of a law enforcement agent.  Kessler testified that “he didn’t think he could disreagard an order of the sheriff.”

(b) Presence of a uniformed police officer is itself a breach of the peace.  Officer was acting colore officii when he stated “we come over to pick up this tractor.”  The police officers presence causes a blurring between private action and public action.

d) Use of Deceit to Obtain Possession.  You can lie and cheat to a degree to effectuate repossession.  E.g., a neighbor asks what you are doing as you are trying to load an RV onto a trailer.  You can tell them that its under warranty and you are taking it in, or you can tell them that you bought it ...

B. Care and Custody of Collateral.  XE "Care of Collateral" 

 XE "Default:Care of the Collateral"  The secured party must use reasonable care in handling collateral within their control.  §9‑207  This duty is confined to physical care of the collateral and the secured party is not liable for the decline in value of pledged instruments. The secured party may have an obligation to perform routine maintenance and clean the collateral, but will not be required to make collateral operable if it was not in that condition when repossessed.

C. Replevin.  XE "Default:Replevin" Replevin is an action whereby the owner or person entitled to repossession of goods or chattels may recover those goods or chattles from one who has wrongfully distrained or taken or who wrongfully detains such goods or chattels.  As an alternative to self-help, or after a debtor has resisted attempts to reposses, the creditor may file an action in court.

IV. SALE OF COLLATERAL.  XE "Sale of Collateral"   XE "Default:Sale of Collateral" The secured party, after default, may sell or lease collateral either in its condition when taken or after reasonable preparation or processing. Disposition may be either by public (auction) or private sale, and by one or more contracts for sale.  §9‑504 TA \l "§9‑504" \s "§9-504" \c 5 
A. Commercial Reasonableness. The general test as to validity of the sale is commercial reasonableness.  The sale must be commercially reasonable in the method, manner, time, place and terms of sale.  The mere fact that a better price could have been obtained from a sale at a different time or in different manner is not sufficient to establish that the sale was not commercially reasonable. A sale is commercially reasonable if it is in the usual manner at a recognized market or at the market price in such a market at the time of sale.  A sale is also commercially reasonable if it is in conformity with reasonable commercial standards among dealers of the kinds of goods sold.  §9‑504(3) TA \l "§9‑504(3)" \s "§9-504(3)" \c 5   

1. Defined by Agreement.  The standards of “commercial reasonableness” may be defined by agreement as long as the standards are not manifestly unreasonable.

B. Notice. Unless the collateral is perishable or threatens to decline rapidly in value or is a kind customarily sold in a recognized market, reasonable notice must be given to the debtor of the time and place of a public sale and of the time after which a private sale will be made. §9‑504(3)
1. Purpose of Notice.The requirement that the debtor be given reasonable notification of the sale means that the debtor must be given the opportunity to attend the sale, observe the conditions under which it is held, and protect his interest or procure participation of others who might ultimately lessen the deficiency to be asserted against him.

2. Receipt of Notice. Whether or not the debtor receives the notice is not important, provided that the secured party took reasonable steps to give notice, and did not know that the debtor did not receive it.

3. In re Excello Press, (308, 7th, 1989) TA \l "In re Excello Press, (308, 7th, 1989)" \s "In re Excello Press, (308, 7th, 1989)" \c 1  - Excello goes bankrupt.  Metlife has a sr. SI in two printing presses.  In lifting the stay (BC §362(a)), Met agreed to not seek more than $900k in any deficiency judgment.  Case comes down to notice requirement.

a) Absolute bar rule - someone made this up– it is not in Art. 9.

b) Shift Theory - used in NY state.  Failure to comply with 504 provisions leads to a presumption that the sale is not reasonable and the value of the collateral is worth at least as much as the amount owed.  Unless you can overcome this presumption the creditor loses.

c) Setoff Theory.  “If the disposition has occurred the debtor . . . has a right to recover from the secured party any loss caused by a failure to comply with the provisions of this Part.” §9-507(1) TA \l "§9-507(1)" \s "§9-507(1)" \c 5 
d) Court doesn’t care about “notice” from a semantic approach, but only whether the purpose of notice was effectuated, i.e., that the debtor was allowed to ensure that the sale is commercially reasonable, find another buyer, or redeem the debt.

C. Proceeds. Proceeds are applied to (1)(a) reasonable expenses, (1)(b) seller’s (secured creditor’s) debt, and (1)(c) any subordinate security interests that provide appropriate notice to the senior creditor. §9‑504(1) TA \l "§9‑504(1)" \s "§9-504(1)" \c 5 
1. Surplus. Any surplus left after deducting the above goes to the debtor.  If the underlying transaction was a sale of accounts or chattel paper, the debtor is entitled to any surplus or is liable for any deficiency only if the security agreement so provides.  §9-504(2) TA \l "§9-504(2)" \s "§9-504(2)" \c 5 
2. Deficiency.  Unless otherwise agreed the debtor is liable for any deficiency. 
§9-504(2)
a) Non-Recourse Agreements.  Often security agreements will contain provisions limiting a creditor’s remedies to repossession and foreclosing the deficiency claim.  A deficiency judgment often isn’t worth anything in these cases anyhow as the debtor is usually insolvent.

3. Sale by Junior SI.  If the junior creditor reposses the collateral and disposes of it, the senior’s interest will still continue in the proceeds.  Whether the senior creditor can pursue the proceeds of the sale against the junior creditor is unsettled.

V. Retention of the Collateral as Satisfaction of the Debt.  XE "Default:Retention of the Collateral"  In lieu of other remedies, the creditor who repossesses goods may elect to keep them and forgive the debt.  This procedure is known as strict foreclosure.  It is generally used only where the collateral is appreciating in value (e.g., a famous painting) or where the cost of further action is prohibitive. §9-505 TA \l "§9-505" \s "§9-505" \c 5 
A. Consumer Goods Exception.  If the collateral is consumer goods and the debtor has paid at least 60% of the cash price or loaned amount, the creditor must resell the collateral within 90 days or repossession and turn over any excess to the consumer.

1. Conversion.  If the creditor does not comply, he will be liable to the consumer for either conversion or, at the consumer’s option, actual damages plus punitive damages in the amount of the finance charge plus 10% of the cash price or loan amount. 
§§9-507(1), 9-505(1)
2. Waiver after default.  Where it is to the debtor’s advantage that the secured party keep the collateral in satisfaction of the debt, the debtor can waive the right to sale– but only after default has occurred.  A waiver in the security agreement would therefore have no effect. §9-505(1) TA \l "§9-505(1)" \s "§9-505(1)" \c 5 
B. Notice Requirement.  A creditor who intends to retain the collateral must notify the debtor in writing, if the debtor did not sign after default a statement renouncing or modifying his rights.  If the creditor receives objection in writing from the debtor within 21 days after the notice was sent, the secured party must dispose of the collateral in accordance with the rules in §9-504.  Absent objection, the creditor may retain the collateral in satisfaction of the debtor’s obligation. §9-505(2) TA \l "§9-505(2)" \s "§9-505(2)" \c 5 
1. Non-Consumer Goods.  If the goods are non-consumer in nature, the creditor must also notify other secured parties with an interest in the collateral.

C. Sale After Retention Prohibited.
1. Reeves v. Foutz and Tanner, (320, NM, 1980) TA \l "Reeves v. Foutz and Tanner, (320, NM, 1980)" \s "Reeves v. Foutz and Tanner, (320, NM, 1980)" \c 1  - Reeves and Begay pawn some Indian jewelry worth several times the amount borrowed.  R and B default on their loan.  Though one of them claimed they never rec’d notice.  ∆ sent them notice of intent to retain the collateral (under 9-505), R and T did not object.  ∆ sold the collateral in the regular course of its business.
Issue: Can a secured party who sends a notice of intent to retain collateral and does not receive an objection within 21 days sell the collateral in its regular course of business w/o complying with 9-504?  NO

D. Deficiency Claim Extinguishment. Retention of collateral extinguishes any deficiency claim.  Thus, if deficiency is likely, the creditor will likely seek satisfaction under 9-504 and preserve the deficiency option.

VI. Right of Redemption.  XE "Default:Redemption"  Prior to sale the debtor may, unless otherwise agreed, redeem the collateral by paying all obligations secured by the collateral plus the reasonable expenses incurred by the secured party in relation to the repossession.  §9‑506 TA \l "§9‑506" \s "§9-506" \c 5 
VII. Liability of Secured Party for Failure to Comply. The secured party who does not comply with the Code repossession requirements is liable for actual damages caused by a failure to follow the rules.  As to consumer goods, the debtor may recover in any event as a minimum not less than the credit service charge plus 10% of the principal amount of the debt or the time-price differential plus 10% of the cash price. §9-507 TA \l "§9-507" \s "§9-507" \c 5 
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PRIORITY BETWEEN CREDITORS

Unperfected

Secured
Perfected

Secured
Lien/Trustee
PMSI

(non-inventory)
PMSI

(inventory)

Unperfected

Secured
First to attach wins

§9-312(5)(b)
Perfected party always wins
§9-301(1)(a)
Lien/trustee always wins
§9-301(1)(b)
PMSI wins if perfected within 10 days of debtor’s possession
§9-312(4)
First to file or perfect or attach if not PMSI not perfected
§9-312(5)

Perfected

Secured

First to file or perfect wins
§9-312(5)(a)
Perfected wins for advances b/f lien arose or w/in 45 days of lien or made w/o knowledge of lien or pursuant to a commitment entered into w/o knowledge of the lien.
§9-301(4)
PMSI wins in same collateral if PMSI perfected w/in 10 days of debtor’s possession
§9-312(4)
PMSI wins if perfected b/f debtor’s possession and PMSI holder notifies creditor’s w/ conflicting SI (i) b/f filing or (ii) b/f the beginning of the 21 day auto-perfection
§9-312(3)

Lien/Trustee


STATE LAW
PMSI wins if filed  within 10 days of debtor’s possession 

§9-301(2)
PMSI wins if filed  within 10 days of debtor’s possession 

§9-301(2)

PMSI

(non-inventory)



N/A
N/A

PMSI

(inventory)




N/A

Collateral Types

Tangible
Quasi-Tangible
Intangible

Consumer goods

Inventory

Equipment

Farm products
Instruments

Documents of title

Chattel paper

Stocks and bonds
Accounts

General intangibles (e.g., copyrights, trademarks..)

Perfection Methods for Different Collateral

Possession only
Filing only
Either

· Instruments (unless part of chattel paper)

· Money

· Proceeds of written letters of credit
· Accounts

· General intangibles
· Chattel paper

· Documents

· Goods (inventory, equip., farm products, consumer goods)

Filing Location (§9-401)


Alternative #1
Alternative #2
Alternative #3

Office where real estate is recorded
timber

minerals

fixtures


timber

minerals

fixtures
timber

minerals

fixtures

Sec’y of State
Other
Other
Other (with caveats)

Debtor’s county of residence or if not a citizen where the collateral is kept
N/A
farm products

consumer goods

crops (only where the land is located)


farm products

consumer goods

crops (only where the land is located)
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