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Introduction

The articles in this symposium issue of the American Bankruptcy Institute Law Review attempt to analyze some of
the major effects that the 1999 revision of Article 9 of the Uniform Commercial Bwillehave on bankruptcy law

and bankruptcy practice. It is a hazardous activity to attempt to predict in advance the impact of new legislation. Th:
problem is exacerbated when the new law is as extensive and complicated as the revised Mti¢tesOearly
pre—effective date stage, only the more obvious intersections between Article 9 and the bankruptcy laws are easy t
anticipate and examine. No doubt, many other important effects will become apparent as the Act become$ effective
and other areas of intersection become the focus of litigation and of academic inquiry.

Since the federal bankruptcy law generally defers to non—bankruptcy law to define the legal rights of the parties in
interest in a bankruptcy proceedig@ny significant change in an important area of substantive state law is likely to
have bankruptcy implications. However, the bankruptcy implications of the current revision of Article 9 are
particularly significant because Article 9 defines the relative rights in the estate's personal property of the most
significant players in many bankruptcy cases — the secured and unsecured creditors. Thus, changes in Article 9 car
to the heart of the bankruptcy and reorganization process.

The question examined in this piece and the corresponding article by Professors Steven L. Harris and Charles W.
Mooney, Jr8 is whether the changes incorporated in the Article 9 revisions are contrary to bankruptcy law and policy
It is the thesis of this article that they are.

As discussed below and in other articles appearing in this symposium, the Article 9 revisions will result in significan
changes in bankruptcy law. These changes are neither accidental nor the unintended consequences of modificatior
that were designed to alter non—bankruptcy outcomes. Rather, many of the most important bankruptcy-related
changes to Article 9 were designed primarily to alter bankruptcy results, and not to further non—-bankruptcy state lav
policies. While it is fairly easy to see from even a cursory review of the Article 9 revision that many of the changes
were designed to alter bankruptcy outcomes and will likely have that effect, it is harder to establish that those chanc
are contrary to bankruptcy policy.

There is little consensus among academics as to what are the proper policies of bankruptcy law. One view is that
bankruptcy policy is limited to solving problems of asset deployment and value maximization. Under this view,
bankruptcy law is not redistributional. Bankruptcy law properly should defer to the underlying non—-bankruptcy rights
of the parties and should alter those rights only where necessary to maximize the overall value of the estate.

Arguably, under this view there is no conflict between revised Article 9 and bankruptcy policy. Bankruptcy policy
incorporates by reference whatever state law policy is reflected in revised Article 9. Thus, Article 9 policy is
bankruptcy policy. The revision's approach to bankruptcy law is based largely on this theory of bankruptcy ——
bankruptcy outcomes can and should be altered by changes in the underlying state law of secured transactions.



However, even if one adopts the view that it is consistent with bankruptcy policy to defer to and recognize state law
rights, the Article 9 revision crosses the line. The rationale for respecting state law rights in bankruptcy is that
bankruptcy outcomes should reflect non—bankruptcy outcomes as nearly as possible. Bankruptcy policy should not
concerned with distributional issues, unless a change in the distributional rule would maximize the estate's value.

This bankruptcy policy is violated if the underlying "state law" rule is itself designed to operate as a bankruptcy—only
redistributional rule. Thus, to the extent that the revisions to Article 9 are designed primarily to alter the otherwise
applicable bankruptcy distributional rules, they violate this view of bankruptcy policy. The major bankruptcy-related
changes in revised Article 9 have little significance outside of bankruptcy. These changes are not driven by importa
non-bankruptcy state policies. Rather they are pure and simple bankruptcy distribution choices masquerading as
non-bankruptcy law.

A very different view of bankruptcy policy recognizes normative values. Under this view, efficiency concerns are
relevant, but bankruptcy law also involves other policies. Bankruptcy is redistributional and both can and should alte
non-bankruptcy rights where necessary to achieve policies such as distributional fairness. In addition, bankruptcy I
embodies a policy favoring the reorganization of financially troubled enterprises. Further, although United States
bankruptcy law does not give formal standing to employees and communities as such, it does incorporate employm
and community preservation goals by encouraging reorganization, even over the objection of and at the cost of
modifying the non—bankruptcy rights of secured creditors.

The Atrticle 9 revision is contrary to these normative bankruptcy policies in several ways. First, the revision greatly
enhances the rights of secured creditors and transfers to them assets that currently would be available for distributi
to unsecured creditors or to finance the reorganization effort. In addition, it attempts to capture for the secured
creditors a major part of the extra value that may be created or preserved by the reorganization process. Finally,
revised Article 9 will frustrate the reorganization policy by making it more difficult to reorganize without the secured
creditor's co—operation.

Finally, without articulating specific principles, the current Bankruptcy Code can be viewed as reflecting this country
bankruptcy policies — or, rather, as reflecting federal political choices regarding the relative weight to be given
conflicting bankruptcy policies. The current Bankruptcy Code was drafted against the backdrop of the then existing
Article 9 rules. As a result, the Code reflects federal bankruptcy policy choices of the appropriate allocation of
bankruptcy values between secured creditors and other parties in interest. The Article 9 revision fundamentally
changes those allocations, contrary to the policy choices made by Congress.

It is possible to use the uniform laws drafting process to subvert federal bankruptcy policy choices only because of 1
long—standing bankruptcy law principle of deferring where possible to important non—bankruptcy state law policies.
That deference principle, however, is grounded on the proposition that state law reflects important non—bankruptcy
policy choices that are well within the proper realm of state power in a system of federalism. Thus, deference is pro
only where the state law reflects bankruptcy—neutral principles of general application. Use of the uniform laws
process for the purpose of altering the federal bankruptcy law greatly exceeds the proper role of that quasi—private
legislative process.

Revised Atrticle 9 is an anti-bankruptcy act. It will have the effect of changing the bankruptcy law. It is designed to
change the bankruptcy law. And, the bankruptcy law changes resulting from the revision are contrary to bankruptcy

policy.
|.Secured Credit, Wealth and Distributional Fairness

It is difficult, if not impossible, to separate the question of whether secured creditors should have greater rights in
bankruptcy from the broader question of whether they should have greater rights at all. Although secured credit has
become a common feature of our economy, there is much scholarly debate about whether it is beneficial and shoul
supported by the law.

A. Secured Credit's Checkered Past



The common law traditionally exhibited hostility toward the recognition of priority for personal property security
interests. Something about the debtor's agreement to give one creditor priority over others seemed to be unfair —— :
variant of fraud. The very early Star Chamber decision in Twyne's’Gased the seeds for centuries of hostile

rulings based on its formulation of the badges of friddhe separation of title from possession was viewed as a fraud
upon creglitors, making it difficult to construct non—possessory security interests that could survive attack from othel
creditors2

As Twyne's Case states, "[A] secret transfer is always a badge of fraud . . . The donor continued in possession [of t
goods] and used them as his own; and by reason thereof he traded and trafficked with others, and defrauded and
deceived them X° The nature of this "fraud" on creditors is that the secured creditor's non—possesory title or lien
interest is secret. Thus, others might be deceived into extending unsecured credit based on the debtor's apparent
ownership of property in its possessith.

The eventual legislative "solution" to this "ostensible ownership" problem was to enact recording statutes and to
condition the secured creditor's right to priority on giving notice of its lien to the world. In theory, this solved the frau
problem because the other creditors now had notice of the lien and would not be deceived by the debtor's apparent
ownership of property in its possession.

In practice, that notice is mostly a legal fiction. Although the act of filing gives "legal” or constructive notice,
unsecured creditors seldom have actual notice of the liens at the time they deal with the debtor. Few unsecured
creditors search the public records for lien filingsrurther, creditors who deal with the debtor prior to the
recordation of the lien have no notice, but are nevertheless subject to the secured creditor's priority.

Nonetheless, the evolution of the filing system should have put an end to the Twyne's—based fraud issue. This was
the case. At some point "there was engrafted on the root idea of Twyne's Case the offshoot that the mortgagor's po
of sale over goods remaining in his possession was, in some never precisely defined sense, fratidulent.”

Arguably some principle deeper than notice was the root of the common law courts' enmity to secured credit. Possi
it was discomfort with idea of allowing the debtor to reallocate the insolvency shares of various creditors without the
consent. While the focus on notice might solve this problem to the extent that later voluntary creditors with notice
could be deemed to have consented, that rationale fails if the notice is not actual, or if it comes after the creditor ha
already dealt with the debtor. These concerns may explain the continued judicial resistance to the priority of secure
credit, as exhibited in the many opinions that penalize secured creditors for technical notice failures.

Hostility toward the concept of allowing the debtor to reallocate the insolvency shares of creditors without their
consent may also drive cases such as Benedict v. RatRatner involved a floating lien on the debtor's accounts
receivable. Prior to default, the debtor was permitted to collect the accounts and use their proceeds as it saw fit. It v
not required to account to the secured party and the account debtors were not notified of the assignment of their
accounts.

Although there was no finding of actual fraud in fact, Justice Brandeis, writing for the Supreme Court refused to
recognize the priority of the lien. Basing his reasoning on a fraud analysis, Brandeis stated, "Under the law of New
York a transfer of property which reserves to the transferor the right to dispose of the same, or to apply the proceec
thereof, for his own uses is, as to creditors, fraudulent in law and Wid."

The Court made clear that the problem was not the ostensible ownership issue. Explaining the nature of the fraud, 1
Court stated, "It rests not upon seeming ownership because of possession retained, but upon lack of ownership
because of dominion reserved. It does not raise a presumption of fraud. It imputes fraud conclusively because of th
reservation of dominion inconsistent with the effective disposition of title and creation of &Ji8mte the rights

retained by the debtor were inconsistent with a true transfer of property rights, there was no valid transfer of a lien t
the secured creditor and the secured creditor was not entitled to assert priority over the other creditors.

While the Ratner opinion speaks in formalistic legal terms and on its face merely defines what formal legal steps art
required for a valid transfer of a property interest, its meaning arguably goes much deeper. While basic property



concepts allow a debtor to engage a non—fraudulent transfer of its property without creditor consent, what was at is
in Ratner was a purported transfer of property that was not a transfet&Wtlen all the formalities were swept

away, the only real interest that the Ratner debtor was trying to transfer was the insolvency share of the other
creditors. When viewed in this fashion, Ratner stands for the proposition that a debtor commits a fraud upon creditc
when it attempts to reallocate their insolvency shares without their colfsent.

Ratner also anticipates one of the currently popular economic justifications for the priority of secured credit — the
monitoring rationale?’ The Ratner rule did not invalidate all security interests in accounts receivable as fraudulent.
Instead Ratner required the secured creditor to monitor the debtor as a condition to the recognition of its lien. This r
benefited the unsecured creditors because the secured creditor, acting in its own interest, would recognize the sign
financial distress early and prevent the debtor from increasing its unsecured debt.

The Ratner rule was firmly rejected by Article?® As the comments to section 9-205 of the 1972 version of Article 9
state, "It repeals the rule of Benedict v. Ratner (citation omitted) and other cases which held such arrangements voi
a matter of law because the debtor was given unfettered dominion or control over the coflateral.”

The legal world has since become very comfortable with the idea that a debtor may contractually reallocate the
insolvency shares of its unsecured creditors by granting Article 9 security interests. The secured creditor obtains
priority without the need for a “"property transfer" like til@Further, the debtor may retain all of the indicia of
ownership without destroying the security interest, giving the secured creditor nothing more than a contingent
foreclosure right and an enhanced insolvency share.

B. The Theoretical Case for Secured Credit

Although the common law courts' efforts to limit secured credit under a fraud rubric were beaten back by legislative
attacks and the adoption of Article 9, the idea that secured credit can be a species of "wrong" committed against otl
creditors recently has enjoyed a resurgence in the academic literature.

The development of the law and economics movement led scholars to reevaluate many settled and accepted legal
doctrines through the gray-tinted lenses of the "dismal science" of economics. Far from being immune to economic
analysis, the law of secured transactions seemed to invite its review. The basic problem for supporters of secured
credit comes from the Modigliani and Miller indifference propositi3hat widely accepted proposition asserts that,

in a perfect market, a firm's capital structure does not affect its ZAllieus, the reasoning goes, the firm should be
neutral to the choice between a capital structure with or without secured debt. If correct, this makes it very difficult t
justify the asset distributional priority given to secured créfit.

The first real shot across the bow of Article 9 came in the seminal 1981 article by Professor Alan Schwartz that use
economic analysis to challenge the very foundation of secured creditor pébfibat article took issue with the

premise that secured credit reduces interest costs and thereby increases societal wealth. Essentially the traditional
economic justification for secured credit was that: (1) granting priority to a secured creditor increases its share of th
debtor's assets in the event of default; (2) this reduces the amount of the loss that the secured creditor will suffer uf
default; (3) this allows the secured creditor to charge a lower interest rate; and (4) the debtor can use the interest
savings in a more productive fashion.

Professor Schwartz took the analysis a few steps further to refute the claim that interest costs were necessarily
reduced. Assuming that the debtor had both secured and unsecured creditors, the argument proceeded as follows:
the grant of priority to the secured creditor reduces the unsecured creditors' share of the debtor's assets upon defal
(2) this increases the amount of the loss that the unsecured creditors will suffer upon default; (3) this forces the
unsecured creditors to charge higher interest rates; and (4) the debtor's extra interest expense on its unsecured cre
exactly equals the interest savings on its secured ci&d@itius, in a perfect market, the debtor has no incentive to

issue secured debt. If there is no net interest savings, then security interests may increase transaction costs withou
increasing societal wealth.



While the Schwartz analysis focuses on efficiency rather than considerations like distributional fairness, it is only a
short jump from a debtor—focused view of efficiency to a creditor-focused view of fairness. A restatement of the
argument in creditor—-focused terms might be "the gain to the secured creditor from obtaining a security interest is
equally offset by losses to unsecured creditors." If there is no net gain from a secured transaction, then Article 9 is
little more than a vehicle for transferring insolvency value from unsecured creditors to secured ci&Mitdusal
normative questions that follow are "Why are secured creditors more deserving of the debtor's insolvency value?" a
"Why should the debtor have the power to decide which of its creditors is preferred?"

These ideas find expression in the current spate of adicdesggesting that secured transactions law should "carve

out" a residual class of assets that would remain available to the unsecured creditors or grant secured creditors onl
partial priority. The proposals take various forms. Some, like Professor Warren's proposal, are based on normative
distributional justice consideratiorié.Others are based on further refinements of the economic analysis and are
designed to discourage those secured transactions that are not effiGente carve out a cushion of

unencumberable asset$while others would require that part of the secured creditor's claim be treated as unsecured
3° Some proposals would apply only in bankrupfyyhereas others would apply generalfySome would benefit

all unsecured creditor2® while others would protect only favored classes of unsecured creditors such as
non-adjusting creditor® or tort victims °

Most of these analyses assume that there are at least some situations in which secured credit igbfﬁmienen

even a secured credit arrangement that is efficient may raise normative concerns. Economists distinguish between
different types of efficiency. A transaction is Pareto superior if the transaction increases overall wealth, but does no
decrease the wealth of any party. A transaction that increases overall wealth, but that results in a decrease in the
wealth of at least one party is Kaldor-Hicks efficiéAt.

The problem for proponents of secured credit, exacerbated by the Modigliani and Miller indifference proposition, is 1
identify sufficient benefits that flow from secured lending to justify its costs. Further, in order to show that secured
lending is not merely efficient but Pareto—superior, sufficient benefits must flow to the unsecured creditors to offset
their loss of insolvency shares. The challenge is identifying and quantifying those benefits.

This is an important aspect of the theoretical defense of secured £@tie. apparent significant and regressive
distributional effect that the priority of secured credit produces raises normative distributional fairness cincerns.
Further, although the economic analysis is useful in analyzing questions of allocative efficiency, it does not provide
much insight into questions of distributive efficients.

Thus, even if secured credit does produce a net benefit and thus is wealth maximizing, it raises the normative ques
of why the wealth of the debtor and secured party should be increased at the expense of the unsecured creditors.
However, if it can be shown that granting a security interest to one creditor also results in an incidental benefit to the
unsecured creditors that offsets their loss of insolvency share, then the transaction would be Pareto—superior. If the
unsecured creditors are not harmed, then the law should encourage such transactions. However, since the issue w
arise in litigation only after the fact, it becomes critical whether the benefit to the unsecured creditors is measured a
the time the security interest is created or at the time it is enforced.

Some scholars attempt to address this problem by hypothesizing unsecured creditor consent to the secured transa
Although there is no actual consent, scholars approach the problem of justifying secured credit by asking whether a
hypothetical rational unsecured creditor would have agreed to the secured creditor's priority if it had been asked to
consent at the outset of the transactiBresumably any rational unsecured creditor would agree to a transaction
with a risk—adjusted potential benefit in excess of the risk—adjusted potentidl Gdsis, any Pareto—superior

secured transaction automatically becomes a transaction to which the unsecured creditors have constructively
consented!® Under this view, the priority granted by secured transactions law should be limited to those secured
transactions that are efficient in the Pareto—superior sense. The problem then becomes identifying the transaction's
ante benefits to unsecured creditors that at least equal the loss of their insolvency share.

One suggestion is that the secured creditor may use its security interest to perform a monitoring function that benef
all creditors by reducing the debtor's ability to engage in activities that involve excessiV& tisis, then the



unsecured creditors' risk of loss may not be increased by giving the security interest priority. Of course, this rational
is weakened by current Article 9's rejection of Benedict v. Rathérhile the secured creditor may monitor the

debtor, that is not a pre-requisite to its obtaining priority. Thus, a secured creditor retains its priority under Article 9
even if it gives the debtor absolute discretion to do as it pleases with the collateral —— including betting it on a coin

flip.

Another rationale advanced to support the argument that secured transactions may benefit unsecured creditors is tl
the ability to grant security interests increases the debtor's liquitiithis benefits the unsecured creditors because it
reduces the chance that the debtor will fail in the short term, and thereby increases the likelihood that the debtor wil
pay the then—existing unsecured credittf$iowever, here again the rationale is weakened by the design of current
Article 9. Just as Article 9 does not require monitoring as a condition of its grant of priority to security interests, it als
does not require that the secured creditor make any additional advances as a condition to receiving priority. For
example, it is not necessary that the secured creditor give new value to the debtor in order to obtain an enforceable
security interest Further, Article 9 broadly validates after—acquired property clauses that can give the secured
creditor additional collateral after the credit has already been extefided.

Another response to the argument that unsecured creditors are harmed by secured credit focuses on the unsecure
creditors' ability to adjust their prices to reflect the increased risk. If the market works according to the economic
model, unsecured creditors would increase their interest rates to adjust for the extra risk, if any, that a secured
transaction imposed on ther.This would force the debtor to internalize the costs of the grant of a security interest
and would insure that the debtor would have no incentive to grant a security interest in those situations where a
security interest was inefficiertf Further, the unsecured creditors are not harmed by the transaction because the
interest rates they charge fully compensate them for the additional risk.

However, if the unsecured creditors either do not or cannot adjust their interest rates, then the debtor can gain the
benefit of lower interest rates on its secured credit without bearing the cost of an offsetting increase in the interest
charges on its unsecured cretfitThe result of this is that the unsecured creditors who cannot or do not adjust their
rates bear additional risk without being compensated for that risk. The non—adjusting unsecured creditors are in
essence "subsidizing" the secured credit transaction. While this subsidy can be analyzed on normative grounds suc
fairness 28 from a purely economic perspective, the existence of a subsidy will cause secured credit to be overused
i.e. used in situations where its use does not result in a net increase in Xealth.

The arguments and counter—arguments result in an extremely complex web of theories, counter-theories, and
variations on theories and counter—theories. These arguments continue to evolve and there is not yet any true
consensus among scholars as to the validity of the arguments supporting the priority currently enjoyed by secured
creditors £

While there is little consensus on the theoretical side either as to the justifications for secured credit or the proper
design of a secured credit law, there is even less empirical evidence to support either the current theories or the
assumptions upon which they are ba§kdgainst this backdrop of conflicting theory and a dearth of empirical
evidence® it is difficult to support legal reforms that enhance the priority rights of secured creditors or that
encourage further expansion of the institution of secured ci2tiowever, revised Article 9 does exactly tHAt.

C. The Uniform Laws Process

Why does the Article 9 revision adopt such a pro—secured credit approach? In part, this is a natural result of the
uniform laws drafting process. In recent years the uniform laws drafting process has become increasingly politicizec
® Special interest groups have learned to exert their influence at the drafting stage, rather than actually putting thei
political muscle to the test in the usual political arena of 50 different state legis|&t(ies.need to draft an

"enactable" uniform law opens the process up to threats of political blackmail that undermine the theoretical purity c
the end producf’

One need look no further than revised Article 9 to find proof of this point. Although Article 9 does reflect a complete
revision of the rules governing commercial secured transactions, it largely fails as a revision of the rules governing



consumer transactions. The reason for this is mostly polifcahe political battles fought in the drafting process
between consumer groups and industry groups resulted in a compromise that produced a bland set of consumer
protection rules that may be enactable, but that lack a strong theoretical or empirical foufdation.

A good example of the lack of a coherent consumer theory is the compromise reached on the "absolute bar" rule fo
deficiencies in cases where the Article 9 foreclosure provisions are not followed. While section 9-262(a) rejects the
"absolute bar" rule for deficiencies in non—consumer transactions, new section 9-262(b) leaves it to the courts to
determine the proper rule in consumer transactions and, in a truly unusual statutory directive, states, "The court ma
not infer from [the rejection of the "absolute bar" rule for non—consumer cases] the nature of the proper rule in
consumer transactions and may continue to apply established appro&ches.”

While consumer groups are well organized and were at the drafting table presenting a counter—balance to the
influence of the consumer credit industry, the world's general unsecured creditors and potential bankruptcy debtors
not so well organized? Banks and other institutions that benefit most from the priority granted by Article 9 have well
organized industry associations and have substantial political clout in many key states. The unsecured creditors wh
may be harmed by the Article 9 changes may not have a comparable degree of political power. Even if they had
sufficient political power to influence the drafting process, they would be unlikely to recognize their shared interest i
the Article 9 revisions and present as organized a force as the secured lending lobby. Thus, the enactability concer
do not merely interfere with the development of an appropriate secured credit policy, but they tilt the process in favc
of enhancing the right$ of secured creditor&

That is not to suggest that the Drafting Committee was captured by the credit industry lobbyist. The Reporters,
Professors Harris and Mooney, are first rate scholars of high integrity who happen to accept the theory that securec
credit maximizes wealtd? It is quite natural that they would be drawn to the Article 9 revision process and that their
work product would reflect the theory that they think constitutes the best thought on the subject.

The nature of the Article 9 reform process may dictate such a result. The "neutral” principle that drives the process
the logic of secured credit, and that is the benchmark by which reform proposals are m&sEhesgoal of the

process becomes making secured credit as "sleek and usable" as g8ssiblever, because of this approach, the
participants in the reform process define efficiency within the system of secured credit and do not seriously conside
the externalities imposed by that system or the distributional fairness questions rais&d by it.

The natural outcome of such a process is a law that makes it easier to create and perfect liens, reduces the obligati
imposed on secured creditors, and enhances the priority rights of secured creditors. While revised Article 9 succeet
in making secured credit more attractive, and thus will encourage the growth of secured credit as an institution,
ironically those very reforms weaken the arguments that might justify the imposition of secured credit's costs on
unsecured creditors.

The relaxed perfection requirements of revised Article 9 make the filing system virtually useless as a means of
providing actual notice of security interests. Not only are there more situations where security interests are perfecte
without filing, but the relaxed description requirements coupled with the new place of filing rules mean that a search
of the filing system will provide little in the way of precise information about the extent of secured credit outstanding
against a debtor's assefsThis undermines the argument that unsecured creditors have consented to the secured
creditor's priority,”? unless one is willing to take the position that the Twyne's Case presumption has now been
reversed —— i.e. unsecured creditors should assume that all of a debtor's apparent assets are encumbered and ther
be deemed to have consented to any security interest that may be granted by the debtor.

The relaxation of the Article 9 notice provisions also undermines the assumption that is critical to most economic
models - i.e. that the unsecured creditors have perfect inform&tisfithout such information, unsecured creditors
cannot adjust their charges appropriately to compensate for the change in risk. If this prevents unsecured creditors
from charging enough to compensate for their increased risks, it works as a subsidy for secured credit and adds
supports to the carve out proposéls.



In addition, revised Article 9 continues the trend away from Benedict v. Ratner and further reduces the need for the
secured creditor to monitor the debfThe expanded proceeds rule automatically extends the security interest to
broad new classes of assets generated by the original collateral without requiring any monitoring by the secured
creditor.®2 The new deposit account rules permit secured creditors to obtain enforceable liens on deposit accounts
without restricting the debtor's pre—default use of those accounts in an§/\ayl, the new filing rules eliminate the
need for the secured creditor to monitor changes in the location of the collateral or the debtor's place ofbusiness.
Since monitoring occurs at the whim of the secured creditor and is not mandated by revised Article 9, the monitorin
argument cannot support the expanded priority of secured credit under revised Article 9.

The argument that the secured creditor's priority benefits unsecured creditors by increasing the debtor's liquidity is
weakened by several features of revised Article 9. The revision allows the secured creditor's priority to extend to
assets such as deposit accounts and non—assignable rights that in most situations are too uncertain to form the ba:
additional financing® Further, the expanded definition of "proceeds" causes the security interest to automatically
extend to new classes of future assets that may be generated by the original collateral, although they are not
replacements for if’ If those future assets were an important factor in the lender's decision to extend additional
credit, it would be easy enough under current law for the security interest to extend to those assets through the use
an after—acquired property clause. The automatic nature of the proceeds security interest means that it will come in
play only in those cases where the future assets were not deemed to be sufficiently important to mention in the
security agreement. Thus, it seems highly unlikely that the extension of the priority in proceeds will result in any
additional financing.

I.The Article 9 Revision and Bankruptcy Policy

While the revisions of Article 9 may weaken the already questionable foundation for granting full priority to secured
credit, how does that become a bankruptcy policy issue? Article 9 is state law and presumably reflects
non-bankruptcy state law policies about the benefits of secured credit and the appropriate hierarchy of claims agai
a debtor's assets. Further, under Butner v. United States, bankruptcy law generally respects state law profrty righ
Thus, since bankruptcy policy incorporates the generally applicable state law property concepts, how could the Arti
9 revision be contrary to bankruptcy policy?

For Professors Harris and Mooney the answer is simple. "Revised Article 9 and other nonbankruptcy law allocating
property rights (such as priorities) cannot conflict with bankruptcy polici2sIhder this view, there is no

bankruptcy policy. Bankruptcy policy does not merely respect state law policies to some degree. Instead, state law
policy is bankruptcy policy by definition. Bankruptcy law is merely procedural, with its substantive content supplied
by state and other nonbankruptcy law.

There are two responses to this argument.
A. A Collective Remedy for a Collective Wrong

The first is that bankruptcy polidl is the central issue involved in determining whether and to what extent secured
credit should be granted priority. Bankruptcy is a collective remedy for unsecured creditors and it is the forum where
their rights as a group can be vindicated. While there may be valid non-bankruptcy-related reasons to permit or ev
encourage secured credit, at its core, secured credit involves the reallocation of a debtor's insolvency shares. Thus
change in the Article 9 priority rights of secured creditors necessarily implicates the distributional fairness policies o
bankruptcy law.

If secured credit constitutes a "wrong" to unsecured creditors because it reallocates the group's insolvency share
without its consent, then a non—bankruptcy remedy that can be exercised by individual unsecured creditors is not a
adequate remedy, because it merely shifts the secured creditor's ill-gotten gain to the particular unsecured creditor
who happens to levy first. However, in bankruptcy the benefit can be redistributed among all unsecured creditors,
thereby restoring the insolvency shares that were wrongfully taken. Bankruptcy is the most appropriate forum to
remedy an injury to the unsecured creditors as a group.



To the extent that a debtor's grant of security involves a transfer of insolvency shares, recognition of the secured
creditor's priority in a bankruptcy proceeding involves bankruptcy policy. Indeed, the proper allocation of a debtor's
insolvency shares is the core bankruptcy policy issue. Thus, the question of where to draw the line between the rigl
of secured creditors and unsecured creditors in an insolvency proceeding is a federal law bankruptcy policy questio
not a question for state non—bankruptcy lawmakers.

B. The Deference Principle as Trojan Horse

The second response focuses on the nature of bankruptcy law's deference to state law. That principle is set forth in
Butner as follows:

Property interests are created and defined by state law. Unless some federal interest requires a different result ther
no reason why such interests should be analyzed differently simply because an interested party is involved in a
bankruptcy proceeding?

The Butner formulation of the deference principle sets forth two significant limitations to the concept of deference to
state law. First, deference applies to state based property rights and, second, it applies only in the absence of some
federal policy requiring a different result.

While Article 9 appears to be creating property rights, is it possible that some of the rights labeled as "security
interests” under revised Article 9 do not constitute "property,” but rather mere contract rights? The emphasis that
Professors Harris and Mooney place on their "property—based" theory of security interests suggests that they
recognize the risk that Butner may not apply if the security interest concept is pushed*oo far.

The distinction between property and contract is not that ¢ibathat exactly is the property interest that a secured
creditor receives when it takes a security interest in a non—assignable contract right under an Article 9 regime that
gives it no right to enforce its lied?Merely calling a right a "security interest” does not make it property. Even if the
right has some limited attributes of property, the question then becomes whether sufficient life remains in Benedict
Ratner® to override the Butner presumption of deference.

Further, if the only real interest that has been transferred to the secured creditor is part of the unsecured creditors'
bankruptcy share, then that is property that the debtor did not own because the bankruptcy law considers it to belor
to the borrower's creditors as a groifig'Bankruptcy law takes precedence over contractual arrangements, in part
because the rights of third parties to pro rata distribution at liquidation cannot be negotiated away without onsent."

In addition, deference to state law is proper only when deference will not frustrate bankruptcy$oliag, the

deference principle is limited to state laws that reflect the state's non—bankruptcy policy choices and that do not
interfere with bankruptcy policies. If the state law is instead designed to further a state—based insolvency policy, it i
not entitled to deference.

This exception to the deference policy covers both state rules that are explicitly directed at bankruptcy and those th
produce results contrary to bankruptcy policy. This principle is now embodied in numerous Code sections that eithe
limit deference to "generally applicable” non—bankruptcy law or expressly override state law that is either designed
alter bankruptcy priorities or has a primary effect of altering those priorities.

State law insolvency rules come in a variety of forms, ranging from rules that explicitly attempt to alter bankruptcy
priorities, to rules that are disguised bankruptcy rules, to rules that reflect non—-bankruptcy state policies but that ha
the effect of undermining bankruptcy policy.

In general, the Bankruptcy Code overrides all three types of rules. State law statutory lien provisions that are trigge!
by the filing of a bankruptcy petition are not honored in bankruptcy and may be avoided by the’ftisteever,

the bankruptcy override is not limited to such blatant attempts to subvert federal bankruptcy policy. Most state law
insolvency rules, even if not specifically targeted at bankruptcy proceedings, are invalidated. For example, section ®
permits the trustee to invalidate state law statutory lien provisions that are triggered by the filing of a non—bankruptc



insolvency proceeding or by the debtor's insolvet3in addition, the section 546(b) limitation on various
bankruptcy avoiding powers applies only to "generally applicable (2ha'term that has been interpreted to exclude
state insolvency ruled®

Further, even state laws that incorporate non-insolvency state policies are overridden where they might significant!
distort the bankruptcy distributional scheme or otherwise undermine bankruptcy policy. Thus, section 545 also
invalidates state law statutory lien provisions that are triggered by the appointment of a custodian, a levy pursuant t
an execution, or the debtor's financial condition short of insolvéfitguch liens would distort the bankruptcy
distributional scheme even though they further state policies that are not bankruptcy-specific.

This exception to deference goes further and applies even to some generally applicable state rules that might impe
the bankruptcy or reorganization process. For example, statutory liens for rent are invalidated even though generall
applicable and not triggered by the debtor's insolvelfégimilarly, the Bankruptcy Code overrides generally
applicable state law regarding the calculation of claims for breach of a real estalfleaaa employment contract

1% hecause of effect that those rules would have on the distribution of the estate. And, the Bankruptcy Code overric
generally applicable state law regarding the assignment of contracts and leases because such rules might interfere
the Code's reorganization polici’ In the area of secured credit, it overrides applicable state law that permits a lien tc
attach to after-acquired propert§?

Thus, although the Butner policy of deference is a strong one, it does not require deference to state law rules that a
either designed to alter bankruptcy outcomes or that have that effect. The revisions to Article 9 stretch the Butner
deference principle beyond its breaking point.

While many of the changes to Article 9 reflect important non—bankruptcy policy choices, most of the changes that w
have a significant impact in bankruptcy cases do not. Those changes have little or no importance in a hon—-bankrup
context and thus reflect no strong non—bankruptcy state law policies. Instead, they reflect a pro—secured creditor
revision of bankruptcy policy that will significantly enhance the rights of secured creditors in bankruptcy cases,
hamper the debtor's ability to reorganize, and divert much of the reorganization value to secured creditors.

In this regard, the bankruptcy-related changes in revised Article 9 are more properly seen as amendments to the
federal Bankruptcy Code than as amendments to generally applicable state commercial law. Professors Harris and
Mooney reject this assessment of the revisiiwhile they do support their case with examples of how some
non-bankruptcy outcomes will be changed by the revisions at issue, those points at most establish a mixed motive.
Neither the bankruptcy implications of the proposed changes nor the possibility of employing the deference principl
to change the substance of bankruptcy law without altering its form escaped their notice.

Their earlier writings have examined this use of the deference priridthéed they make no attempt to retreat from
that position in this Symposium. As they state:

Subject to extremely limited exceptions, the Bankruptcy Code offers a blank check to the makers of nonbankruptcy
law to define and delineate property law principles that will prevail in bankruffcy.

If the bankruptcy courts myopically accord revised Article 9 the deference that has traditionally been given to the
UCC, the secured credit industry will have obtained through Butner and the un—elected private legislature that
promulgates uniform laws what it has been unable to persuade the courts or Congress to give it.

I.Article 9 Meets the Bankruptcy Code — And Wins

A review of a few of the most significant bankruptcy-related changes made by revised Article 9 illustrates this point
Several general themes emerge. First, revised Article 9 rejects the notion that any assets should be "carved out" of
reach of secured credit in order to preserve some free assets to either fund a reorganization effort or to insure some
minimum recovery for unsecured creditors. Second, the revision drastically curtails the trustee's ability to use the
bankruptcy strong arm power to avoid security interests. Third, with respect to income producing assets, the revisio
provides a mechanism for opting out of the bankruptcy regime entirely. Fourth, the revision diverts the enterprise's



reorganization value to the secured creditor. Finally, the revision hampers the debtor's ability to reorganize by givin
greater control over that process to the secured creditor.

As noted at the outset, it is hazardous to predict in advance the bankruptcy impact of revised Article 9. The discussi
that follows analyzes some of the changes that could have substantial bankruptcy implications. The extent to which
the changes in revised Article 9 will have these effects turns on a number of factors, not the least of which are the
interpretations given to the new provisions and the extent to which bankruptcy courts defer to the new rules. This
interpretive venture is made more difficult by the failure of the Official Comments to discuss fully the bankruptcy
implications of the changes.

A. Grab the Crumbs
1. Weakening the Strong Arm Power

What is the balance that bankruptcy policy strikes between secured and unsecured creditors? Traditionally bankrup
law has deferred to the state law rights of secured creditors. While on its face this might suggest that bankruptcy las
merely reflects whatever rights the parties may have outside of bankruptcy, that analysis fails upon closer inspectio

The very first United States bankruptcy act reflected a strong policy of equal distribution and hostility towards
attempts to assert priority status. Although non—possessory personal property security interests of the type now
covered by Article 9 were non-existent at the time, the Bankruptcy Act of 1800 did not fully recognize a creditor's
otherwise valid non—bankruptcy entitlement to secutiiUnder section 31 of the Bankruptcy Act of 1800, a

creditor having security for its debt was not entitled to "more than a rateable part of his debt, with the other creditors
of the bankrupt.2:3 The only exception was where an execution had actually been executed upon the debtor's
property prior to bankruptcy2? Thus, rather than reflecting non—bankruptcy law, the bankruptcy law required
something more than a mere non—-bankruptcy entitlement before a right to security would be recognized in

bankruptcy.

Does bankruptcy law or policy require that a core of free assets be preserved in order to ensure a minimum recovel
for unsecured creditors or to finance the reorganization effort? This question had little importance until modern time
because it was difficult in times past to obtain a valid lien on all assets of a debtor. Thus, there usually would be sor
free assets to administét®

However, even before it was possible for secured creditors to gain priority on all of the debtor's assets, bankruptcy |
operated as a partial counterweight to the increasing priority rights of secured creditors. Thus, the history of Americ
bankruptcy law has been marked by a tug of war between the bankruptcy estate and its secured creditors. As the
non-bankruptcy rights of secured creditors and the reach of their liens increased, the bankruptcy law developed ne
powers to limit those rights. The Article 9 revision is but the latest secured creditor counter—attack.

In the early days of American bankruptcy law, it was not possible for a creditor to obtain a valid non—possessory
security interest in the debtor's assets. As Professor Gilmore observed, "Until early in the nineteenth century the on
security devices which were known in our legal system were the mortgage of real property and the pledge of chatte
Security interests in personal property which remained in the borrower's possession during the loan period were

unknown."116

Consequently, the early view of the bankruptcy trustee's status did not include any power to avoid unperfected
security interests. Instead, under the bankruptcy acts of 1841 and 1867 the rights and powers of the assignee in
bankruptcy were seen as derivative of the rights of the débt@dthough some lower courts took the view under the
1867 act that the assignee, as a representative of creditors, had their rights as well as those of }.E%tldebtor,
Supreme Court rejected that view in Stewart v. PYatThus, the assignee was a mere successor to the debtor and
stood in its shoes.

This changed with the Bankruptcy Act of 1898, where Congress overruled Stewart and gave the trustee the powers
existing unsecured creditot® This reflected a view that the trustee was the representative of the unsecured creditor



and not merely an assignee of the detdfdArguably, Congress intended to go further in the 1898 act and grant the
trustee the power to avoid unrecorded lié¢fsHowever, in York v. Casséf®the Supreme Court rejected the

argument that Congress had given the trustee any greater powers than those held by actual unsecuréé&creditors.
Thus, the trustee was viewed as a mere representative of unsecured creditors and could avoid only transactions th
unsecured creditors could avoid. The trustee was not given the greater powers of a lien creditor.

Congress responded four years later, in 1910, by enacting section 22ag®jch clearly gave the trustee the powers

of a creditor with a judicial liert2® Thus, the "strong arm" or hypothetical lien creditor power was born. This
represented a significant change in the focus of bankruptcy law because it gave the trustee the power to free up as
that could not be reached by the unsecured creditors outside of banktfptcy.

The development of the strong arm lien avoidance power from the 1840's to the 1910's paralleled the growth of
personal property secured transactions law. The legal impediment to the creation of non—possessory security intere
in personal property comes from Twyne's Case and its view that the transfer of an interest in personal property with
delivery of possession is frauduletf That rule was gradually abandoned during the nineteenth century with the
creation of a variety of "independent security devicks."

The first erosion of this regime occurred with the enactment of the chattel mortgadé’ attsse acts first began to
appear in the eastern seaboard states in about the1828swever, rather than being phrased in a positive fashion
that affirmed the validity of chattel mortgages, the typical act began by declaring such mortgages "absolutely void."
While this language seemed to reaffirm the Twyne's Case view of non—possessory personal property security intere
the typical act then created an exception to the voidness rule in cases where notice of the chattel mortgage was

properly given?

As a result of this wording, most courts concluded that chattel mortgages continued to be fraudulent contyances.
Thus, the express statutory validation of chattel mortgages generally was construed as narrowly asPassitee.

this view, the acts did not protect properly recorded chattel mortgages from fraudulent conveyance attack; they mer
converted the presumption of fraud from an irrebuttable one to a rebuttable one.

For example, as late as 1851, the New York Court of Appeals held that a properly recorded chattel mortgage was
"nresumptively fraudulent" notwithstanding the chattel mortgage&dhus, although the chattel mortgage was not
fraudulent in law, it was a jury question whether the presumption of fraud had been properly rebutted.

This view made it difficult to use the chattel mortgage acts to create valid security interests, and it was particularly
difficult to use these statutes to create valid security interests in inventory. By the mid—-1890's the states were fairly
evenly split on the question of whether a mortgage on a merchant's stock in trade was absolutely void as being
“fraudulent in law," or merely subject to scrutiny under a "fraud in fact" analySis.

Only in the waning years of the century did other personal property security devices begin to gain acceptance. The
theoretical basis for trust receipts financing was established by a series of New York cases decided in 1878 and 18
3" The use of trust receipts as a security device came into general use over the following decade. The use of field
warehousing as a method of obtaining a personal property security interest in inventory began to develop in the
1890's, but did not receive general legal acceptance until after the turn of the ¢&htury.

In the consumer goods and equipment finance areas, creditors tried to borrow the conditional sale doctrine from the
law of contracts and use it as a personal property security device shortly before the turn of the:&ehltingugh

the judicial response was a hostile one, statutes authorizing conditional sales and requiring filing were passed in mq
jurisdictions.22° The first factor's lien act appeared in 1911, but such acts did not become widely enacted until after

194014

In 1938, the role of bankruptcy law evolved in a radical new direction with the passage of the ChantieThet.
Chandler Act introduced the reorganization and arrangement chapters to the bankrugféyftawe, rather than

being merely a process whereby the debtor could be liquidated for the benefit of its creditors, bankruptcy became a
vehicle for reorganizing troubled enterprises.



This new role required that the non—bankruptcy rights of secured creditors be modified where necessary to serve
bankruptcy law's new reorganization policy. However, the expansion of the non—bankruptcy rights of secured
creditors and the scope of their liens also continued.

The secured creditor's ability to obtain a valid lien on the debtor's inventory became clear. As Gilmore states:

By 1940 or thereabouts it was true in most states that a merchant or manufacturer could encumber his inventory,
reserving the power to sell in the ordinary course of his business . . . In many states it was still doubtful whether he
could do this by way of mortgage . . ., but that he could do it, in one way or another, was no longer dubtful.

The use of intangible assets (other than negotiable instruments) developed more slowly. Such financing could not k
accomplished under the chattel mortgage acts because virtually all courts limited those acts to tangible goods and
chattels1#° The institutionalized financing of accounts receivable did not begin until the 1920's and only after 1930
did a sensible pattern appear in the judicial decisions interpreting receivable's findidihg.use of other

contractual rights as a source of financing did not begin until after World Waf Als late as 1965, Gilmore

commented that "security transfers of other types of contractual rights proceed in as hesitant and experimental

fashion."14®

In the 1940's and 1950's work progressed on Article 9 of the Uniform Commercial Code. This culminated in the 196
version of Article 9, which subsequently was replaced by the current 1972 version. The earlier and current versions
Article 9 not only made it easier to obtain valid liens in personal progétyyt they also made secured credit more
attractive and encouraged its growth.

These reforms in commercial law continued the tug of war between secured credit and bankruptcy. As Professor
Gilmore, one of the Article 9 drafters stated:

Pre—Code personal property security law may be described as closely resembling that obscure wood in which Dant
discovered the gates of hell. We [the drafters] thought that, with a little pruning and clearing, we could turn the
obscure wood into a peoples park where widows and orphans and country bankers could enjoy their innocent
pleasures, safe from the attack of ravening wild beasts and trustees in bankfiptcy.

The bankruptcy law's response came in the form of the Bankruptcy Reform Act of 1978, which continued the trend
limiting the power of secured creditors. It is clear that the 1978 Code was drafted in response to the growth of secul
credit.®! Using the warfare analogy, Gilmore states, "With respect to some of the article 9 excesses, relief is alread
at hand. Just as, in nineteenth century melodramas, the United States Cavalry always arrived just in the nick of time

so the new [1978] Bankruptcy Code has come galloping to the re&ae."

The 1978 Code's expansion of the strong arm power cannot easily be explained by the "trustee as representative”
rationale. Not only did the 1978 Code retain the basic lien creditor power with respect to secured claims against
personal property, but it expanded the power in ways that did not reflect any rights or powers that unsecured credit
had or could have obtained through non-bankruptcy judicial process. The best example of this is the newly introduc
power to avoid unrecorded real estate mortgages. Under section 544(a)(3), the trustee was given the status of a
hypothetical bona fide purchaser of real propém/Similarly, the trustee was given bona fide purchaser status

against statutory lien&? A bona fide purchaser is a favorite of the law and the Code's grant of bona fide purchaser
status to the trustee embodies a policy of avoiding some otherwise valid lien claims in order to further distributional
reorganization goals. It does not merely reflect the non—bankruptcy rights of unsecured creditors.

Traditional scholarly approaches have attempted to support, or have criticized the strong arm power from the
perspective of the trustee as a representative of unsecured crérfitdosvever, when viewed against the backdrop

of the expansion of secured credit under state law, the strong arm power can be seen as a response to the growing
power of secured creditors. Increases in the power of secured creditors under state law have been partially counter
by reductions in the rights that secured creditors can assert in bankruptcy procégtings.



Thus, rather than recognizing the full panoply of rights granted to secured creditors under non—-bankruptcy law, the
strong arm power reflects a degree of dubiety toward the priority granted to secured credit under state law. The strc
arm power represents a modest attempt to rebalance the allocation of insolvency shares once the debtor enters a
collective insolvency proceediniy’

Properly viewed, the strong arm power is a bankruptcy distribution rule that defines the line between the rights of
secured creditors and unsecured creditors. It sets a federal minimum standard that must be met before a secured c
can be given priority in bankruptcy. Although it adopts as its benchmark existing standards from non—bankruptcy la
it does not mere defer to and replicate the state law rights of unsecured creditors.

This view is supported by oft stated "anti—secret lien" policy that the strong arm power is said td¥28ecte

scholars have questioned why this policy should be reflected in a bankruptcy—specific rule that visits upon an
innocent, but negligent, secured party a penalty far more severe than would result under non—bankrdgitcy law.
However, a bankruptcy-specific rule makes sense if the rationale for honoring the priority of secured credit in

bankruptcy is that unsecured creditors are deemed to have consented to, or adjusted for, liens that are properly not
160

The state law rules that govern one—on—one priority disputes between a secured party and a single lien creditor mig
legitimately award the secured party priority on the basis of very weak notice or no notice (as is the case for real
property mortgage priority in some states). However, bankruptcy is a collective insolvency proceeding where the
trustee represents the unsecured creditors as a group. Any insolvency shares recovered by the trustee will be
redistributed to the group. Under this analysis, the priority of secured credit should not be recognized in bankruptcy
unless the notice of the lien was meaningful notice.

The question then becomes what is meaningful notice. Federal bankruptcy law could establish its own definition or
could borrow an appropriate standard from generally applicable non—-bankruptcy law. Such standards existed in bot
real estate and personal property security law in 1978.

In the real estate realm, many state law regimes extant in the 1970's required no notice in order for a mortgage to
prevail over lien creditorg®! However, since the bona fide purchaser is a favorite of the law, it would be reasonable
to assume that state law rules governing priority over bona fide purchasers truly reflect the state's view of what is
required in order to give meaningful notice of a lien. Thus, although the Code's use of bona fide purchaser status ur
sections 544 and 545 will result in different bankruptcy and non—bankruptcy outcomes, it is essential if the bankrupt
policy it reflects is one that requires meaningful notice of liens to unsecured creditors.

Thus, the modern strong arm power reflects a bankruptcy anti—secret lien policy that recognizes the basic state law
rights of secured creditors, but only if the lien meets the minimum federal standard of notice based on whether the
secured creditor has taken all steps necessary to give it as nearly perfect a lien as is possible under state law.

a.Bifurcation of perfection

Because of the structure of the then—current version of Article 9, the hypothetical lien creditor power was sufficient t
accomplish this goal in 1978. With a few exceptidfisthe 1972 version of Article 9 did not distinguish between lien
creditors and secured creditors with respect to its concept of perfection. A security interest was either perfected or i
was not. There was no bifurcation of the perfection concept —— with minimal steps necessary to obtain priority over
lien creditors and some greater steps required to obtain priority over purchasers and other secured creditors.

Indeed, contrary to the idea that bankruptcy law defers to the state law rights of unsecured creditors, the earlier
versions of Article 9 actually deferred to the bankruptcy law standard of notice. Prior to the 1962 version of Article 9
the term "perfection” was unknown to the state law of personal property se&iftiye 1962 version of Article 9
introduced the concept of "perfection” and used it as the standard for determining whether a security interest was
entitled to priority over competing claimant& The perfection concept was borrowed from the bankruptcy law and
was based on the bankruptcy trustee's avoiding poli2fthe UCC and bankruptcy law standards of notice were
harmonious. Notice was notice, and the lien creditor provided the standard for adequate notice, both as to lien



creditors and as to competing purchasers and secured creditors.

Revised Atrticle 9 takes a very different approach. Different levels of perfection are required in order to obtain priorit
over lien creditors and competing security interests. Do the new lien creditor priority rules reflect a considered
judgment based on important non—insolvency state policies about the relative equities of lien creditors and secured
creditors? If so, then granting deference in bankruptcy to those important state policies might be appropriate.

While the decision of where to draw the priority line between secured creditors and lien creditors clearly reflected
important non—bankruptcy state law policies in the ga%no student of modern secured transactions law can ignore
the fact that the primary use of the rule nowadays is to allocate bankruptcy value between secured and unsecured
creditors ¥’ The Atrticle 9 lien creditor priority rule has little impact and is of little importance outside of bankruptcy.
The Article 9 drafters were not unaware of th? There is little justification for revised Article 9's perfection

hierarchy other than to provide a simple means of defeating the bankruptcy strong arni®adterrevision's

changes in the Article 9 lien creditor rule are designed to change a fundamental bankruptcy distributional rule,

contrary to bankruptcy policy.

The revision picks up the concept of bifurcated perfection from the 1994 amendments dealing with investment
property.”° Carrying those provisions forward, revised Article 9 permits security interests in investment property to
be perfected by either filing or "control™ In theory, the concept behind the rule allowing perfection by filing must

be that filing gives adequate notice of the lien. However, the limited nature of the protection provided by filing make:

clear that the drafters did not consider that notice to be meaningful.

Indeed, perfection by filing gives the security interest very little protection from competing claims. Essentially,
perfection by filing gives priority only over lien creditors, and thus trustees in bankriffteyhile a security interest
perfected only by filing also has priority over other secured creditors who are foolish enough to perfect only by filing
the competing secured creditor can easily trump the filed security interest by taking control of the investment
property.1”> Thus, true protection of the security interest from competing security interests requires perfection by
control.1”? Indeed, contrary to the idea that filing provides meaningful notice to the world, section 9-331(c) express|

provides that, "Filing under this article does not constitute notice of a claim or defense to . . . purchasers . . ."

The revised Act extends the bifurcated perfection concept to security interests in instruments. Under current law, th
secured party generally must take possession of an instrument in order to gain priority over either a lien creditor or
competing secured creditdf> However, under the revision, the security interest can be perfected by either possessic
or filing. 1° As is the case with investment property, the "perfection" achieved by filing is not corhfd|Pexfection

by possession is necessary in order to obtain true protection of the security ifferest.

The revision goes even further with respect to asset securitization transactions in instruments and in payment
intangibles1’”® These transactions are structured as sales and the purchaser's interest is perfected automatically unc
revised Article 9, without the need for filing or possesstBhThis automatic perfection is sufficient to defeat a lien
creditor, and thus neutralize the bankruptcy strong arm power. However, here again with respect to instruments,
perfection by possession is necessary to prevent a competing purchaser or secured party from obtaininf priority.
Thus, weak notice defeats lien creditors, but meaningful notice is required in order to obtain priority over secured

creditors and purchasers.

This weak notice concept also undermines the modern justifications for secured credit's priority in bankruptcy. If the
notice given to unsecured creditors is not meaningful, then the consent rationale fails. Similarly, if the notice is not
meaningful, then the normative arguments against the priority of secured credit become stronger, because unsecur
creditors cannot adjust their interest rates to reflect unknown security interests. Indeed, the weak notice concept
undermines a fundamental assumption of the economic models that might justify secured credit. An efficient marke
requires perfect information and the reduction of the information available to unsecured creditors may cause the cre
market to become less efficient.

b.Bifurcation of financing statement contents



The revision also undermines the strong arm power by relaxing the Article 9 filing requirements. These changes are
not so blatantly targeted at the bankruptcy trustee, since many apply both to secured creditors and to lien creditors.
However, even the facially neutral changes will dramatically curtail the trustee's ability to use the strong arm power
avoid security interest&®? Thus, they do represent a significant shift in the allocation of insolvency values between
the secured and unsecured creditors.

The revision's treatment of the required contents of a financing statéfi@tvever, do appear to be targeted at the
bankruptcy strong arm power. The revision adopts a bifurcated system that distinguishes between the information
entitlement of lien creditors and that of secured creditors and purchasers. The revision sets up two classes of requil
information. A very limited list of information is essential in order for the financing statement to be effective to
perfect a security interesf? Errors in this information could be used by a lien creditor to defeat the security interest.
The remaining information is also requiréf but errors or omissions do not affect the validity of the financing
statement vis a vis lien creditot® Instead, the filing officer is supposed to reject the filing if any of the required
information is missing®’ In addition, errors or omissions in this information could render the financing statement
ineffective against a competing secured party or purchiZ&dihese rules are unnaturally complex. There is little

need for such a level of complexity except to limit the trustee’ strong arm power without reducing the value of the
financing statement to other secured creditors.

The revision reduces to two the types of content errors in a financing statement that could be used to avoid a secur
interest under the strong arm power. Although, as noted above, the financing statement should still contain such
additional information as the debtor's address, the debtor's organizational identification number, the secured party's
address, et¢®® the only information required in order for it to be effective to perfect a security interest are: (1) the
debtor's name; (2) the name of the secured party or its representative; and (3) an indication of the E8llateral.

However, when the "seriously misleading" error tiifdés considered, only an error in the debtor's name or the
collateral indication will provide grounds for avoidance. Although not explicit in the statutory language, official
comment number 2 to section 9-506 appears to foreclose the possibility that an error in the secured party's name ¢
render a financing statement ineffective. That comment states, "Inasmuch as searches are not conducted under the
secured party's hame, and no filing is needed to continue the perfected status of a security interest after it is assign
an error in the name of the secured party or its representative will not be seriously mislé¥ding."

Revised Atrticle 9 also changes the strong arm analysis for the remaining required contents of the financing stateme
—— the debtor's name and the indication of the collateral.

For registered organizations, the name requirement has been tightened up to require use of the official name as list
in the public records of the debtor's jurisdiction of organizafifiin addition, the test for determining whether a

name error is seriously misleading is an objective test that focuses on whether a search under the correct name wo
produce the financing statement listing the erroneous nffiEhus, financing statements incorrectly filed under a
debtor's trade name generally will not be effecti¥®Contrary to the general trend of the revision, these changes will
make it easier for the trustee to attack financing statements with errors in the debtor’Shaist.contrary to the

general trend, these changes will improve the quality of the information contained in the filing system.

However, the changes in the collateral description requirement will have the opposite effect. Although the revision
generally continues the current law's reasonable identification standard for measuring the sufficiency of a collateral
description, it rejects the more restrictive case law by validating descriptions by category, UCC type (e.g. "general
intangibles"), quantity, and by a computational or allocational formula or procétfure.

While these changes slightly relax the description requirement, the more significant change is that the revision
expressly validates the use of a supergeneric "all assets"” or "all personal property” indication of the collateral in the
financing statement®® Since there is no prohibition against including an over-broad collateral indication in the
financing statement®® and since an "all assets" indication will insulate the financing statement from a
description—based strong arm attack, it is likely that lenders will file "all assets" financing statements even when the
transaction is more limited in scope. If this practice develops, then the trustee's ability to challenge the contents of &
financing statement will be limited to errors in the debtor's name.



However, the same is not true for competing secured creditors and purchasers. While they can attack a financing
statement on any of the grounds that are available to lien creditors or trustees in barffuptgyare also permitted
to defeat an earlier filer's priority based on errors in the additional information required by section 9-516(b).

This power to subordinate a defective financing statement is not extended to all competing secured creditors, but
purports to be limited to those who give value in reasonable reliance on the incorrect infof¥fationever, when

the UCC definition of "value" is factored in, it becomes clear that the value requirement will never deprive a securec
creditor of this provision's protection. Under section 1-201(44) a party gives value for rights when, "he acquires the
(a) in return for a binding commitment to extend credit or for the extension of immediately available credit . . . or (b)
as security for . . . a pre—existing clairf® Thus, by definition the very act of obtaining a security interest constitutes
the giving of value?®® There is no requirement that the secured creditor give any new?¥in®rder to subordinate

the improperly perfected lien.

The only requirement imposed upon a secured creditor is that it reasonably rely upon the incorrect information. For
example, if the organizational identification number is incorrect and the later secured party either searches by
organizational identification number or eliminates the filing based on the incorrect identification number, the first
financing statement may be rendered ineffective against it. As a practical matter, this preserves the value of the
additional information requirement for secured creditors who search the filing system before taking their security
interests.

Lien creditors, however, are given no such protection. Although the legal fiction that is indulged in to support
perfection by filing is that such filing gives notice of the lien to unsecured creditors, the revision takes the view that
they are not entitled to the additional information required by section 9-516(b). Thus, if some unsecured creditor
actually took the steps that the law imputes to it and searched the filing system prior to making its unsecured loan, i
would be held to a higher standard of care than is imposed on secured creditors. For example, a financing statemel
filed with an incorrect organizational identification number would be effective against a lien creditor even if the lien
creditor had extended credit in reliance upon its reasonable conclusion that there were no liens against the debtor's
assets.

If the real focus of the changes to these rules is to protect only those who give value in reliance upon what is disclo:
in the public record, then it is both too broad and too narrow. It is too broad because it allows both lien creditors anc
secured creditors to take advantage of innocent errors in the debtor's name or the description of collateral without a
proof of reliance or prejudice. It is also too broad because it protects secured creditors without requiring that they gi
any new value in reliance on the filed record. On the other hand, it is too narrow because it does not protect all part
who can demonstrate that they were prejudiced by an error in the section 9-516(b) information. Lien creditors are
denied the opportunity to make such a showiftjThat protection is extended only to secured creditors and
purchasers.

This complex web of rules makes some sense if viewed as an attempt to limit the bankruptcy strong arm power.
However, it does so at some cost both to the secured creditors and to the theories that might support their priority. -
reasonable reliance requirement may prove to be a poor choice from the later secured creditor's perspective, becat
the proof and interpretive problems it presents will likely result in costly and uncertain litig&tidhe drafters

appear to have forgotten the lessons learned in the 1972 revision, when the "knowledge" element of the lien creditc
priority rule was eliminated to avoid such wasteful litigatf@Alf so, the attempt to steer between the Scylla of
bankruptcy avoidance and the Charybdis of unreliable filings will have failed.

The dysfunctional nature of the bifurcated approach to the financing statement contents requirements is highlighted
the revision's treatment of federal taxpayer identification numbers (i.e. social security numbers and employer
identification numbers). Note that these are not the numbers required by section 9-2&1Alhough nothing in the
revision requires that they be included on the financing statement, the section 9-521(a) "uniform form" of the
financing statement includes a box for the social security number or taxpayer identification alinber.
Unsophisticated searchers are likely to search by that number alone. Yet, if they purchase collateral or extend credi
and take a security interest in reliance on an incorrect taxpayer identification number, they are not protected by sec
9-338 because the taxpayer identification number is not information that is required by section 9-516(b).



A much simpler and more sensible approach would have been to decide which items of information are important
enough to be essential, and to provide that seriously misleading errors in those items render the filing ineffective. O
course, that is the general approach of currentdwhich allows the trustee in bankruptcy to avoid many

improperly perfected security interests. The revision's bifurcation of perfection, coupled with its bifurcation of the
financing statement contents requirements, makes a mockery of the concept of providing any meaningful notice of
liens to unsecured creditors.

c.More records but less information

Although apparently not targeted at the trustee in bankruptcy, the new place of filing rules will reduce the likelihood
that the strong arm power can be used to avoid security interests. Under current law, financing statements for tangi
collateral generally must be filed in the state where the collateral is located and, for intangible collateral, the financir
statement must be filed in the state where the debtor is loé5tEdr business entities, the debtor is deemed to be

located at its place of business if it has one, or at its chief executive office if it has more than one place offisiness.

In addition, in those states adopting the "Third Alternative Subsection (1)" of current section 9-401, financing
statements must be filed both at the county level and the state-wide level in those cases where the debtor's busine
locations are located in a single county in the sfdl@he combined effect of these rules is to favor local creditors by
ensuring that financing statements are located in the state where the debtor's business operations are centered or \
the relevant assets are located. In addition, for local businesses that operate in a single county, the Third Alternativ
ensures that a second financing statement will be available at the local level for creditors interested in $&arching.
Thus, although filing may not provide actual notice to unsecured creditors, at least the current law's system appear:
designed to make the filing system more, rather than less, effective in conveying meaningful notice.

At the same time, these rules increase chance of error by the secured party. It is often difficult to determine where t
debtor's chief executive office is located. In addition, it is difficult to monitor changes in the location of that office or
of the collateral that might trigger a duty to re—file in a new sfatén states adopting the Third Alternative, a failure

to file at both the county and state levels renders the security interest unperfected. Any of these errors might cause
security interest to be avoided under the strong arm power in a subsequent bankruptcy.

The revised Act greatly simplifies the filing rulé&® with the exception of real estate related collateral, the revision
requires that all financing statements be filed in the state where the debtor is [dé&edher, if the debtor is a
registered organization like a corporation, it is deemed to be located in its jurisdiction of orgarfiZsfious, the
uncertainty involved in determining the location of the debtor is largely elimirfafdd.addition, the Act eliminates
the local filing option for non-real estate related collatéfal.

Thus, virtually all financing statements relating to a particular debtor will be filed in the same state, and in a single
office within that state. For a corporation, this means that all financing statements covering its non-real estate relat
assets will be filed in its state of incorporation. This is true even though the corporation has no business operations
that state and even though none of its assets are located there. Obviously, this will make it much easier and cheap
a secured creditor to perfect its lien, because a single filing in the state of incorporation can perfect a security intere
in virtually all of the corporation's assets, wherever located. This greatly reduces the chance of error.

When the relaxed content rules are combined with the centralized filing rules, the chance of error is reduced even

further.2% Thus, for a debtor incorporated in Delaware, a single filing in Delaware that correctly names the debtor a
that identifies the collateral as "all assets"” will perfect a security interest nationwide in virtually any or all of the asse
of the debtor that can be perfected by filing. Such a filing would defeat the bankruptcy strong arm power even if all «

the other information in the financing statement was in error.

The new rules clearly are designed to reduce the secured creditor's burden of giving notice. They also reduce the ri
of errors that might result in the security interest being subordinated, thereby reducing the assets available for
distribution to unsecured creditof4> However, do the new rules serve the goal of providing meaningful public notice
of the lien?



Arguably, the move to centralized filing in a single jurisdiction and the elimination of the local filing option reduces
the effectiveness of the notice. This change does not greatly inconvenience other secured creditors, and may even
reduce their search burden. However, since the relevant jurisdiction for registered organizations need not be one w
the corporation has assets or business operafidmstice filed there may not be easily accessible to the

organization's creditoré?? The difficulties in determining where to search and in mastering the distant offices search
protocols may present additional barriers to effective notice. This depends in part on the extent to which
telecommunication advances, third party information vendors, and the policies adopted by the distant filing offices
compensate for these difficulties.

The much larger threat is that the centralized filing rule, when coupled with the relaxed description requirement, col
render the filing system virtually worthless as a meaningful mechanism for giving notice of the existence or extent o
liens.2% Under the revision, a financing statement filed to perfect a very small transaction involving a security intere
in a single tangible asset in a particular state must be filed in the corporation's state of incorporation. Similarly, ever
other financing statement, whether relating to a significant transaction or a trivial one, will be filed in that same office
Since all of the financing statements relating to a debtor will be concentrated in a single office in the state of
incorporation, a search may produce an overwhelming number of financing statements.

If protective?2® "all assets" filings become common, the collateral description requirement will also become
meaningless, because each financing statement will suggest that all assets are covered when that is not the case.
the filing system may become cluttered with so many records, and those records may contain so little real informati
that the system provides no notice to unsecured creditors other than a mere warning that there may be liens.

d.Legal fiction vs.reality

Revised Article 9 makes only a token effort to give notice to unsecured creditors. The "less signal — more static”
approach to notice does not address the concerns that motivated Twyne's Case nor is it sufficient to support moder
theories that might justify the priority of secured creditSuch notice cannot support a presumption that unsecured
creditors are sufficiently aware of the increased risk to have compensated by adjusting theirZhrtes; are

unable to compensate, the reallocation of their insolvency shares produces an unfair distributional result that shoulc
readjusted in bankruptc§Z Further, this creates a subsidy for secured credit that may cause it to be used in situatior
where it does not increase efficiency.

While the act of filing is meaningless from the perspective of unsecured creditors, it is in fact very meaningful from
the perspective of other secured creditors. The filing system's original function of providing public notice to unsecur
creditors has been replaced by the dual function of providing inquiry notice to other secured creditors and of providi
a simple means of determining the relative priority of competing security intéf8sts.

Revised Atrticle 9 takes this evolution one step further and does not even attempt to address the concerns that drive
anti—secret lien policies of the common law and American bankruptcy law. Instead, the new lien creditor notice
provisions represent an attempt to push the legal fiction of notice to unsecured creditors as close to its breaking poi
as possibleZ®! The revision triggers the question, at what point must the legal fiction of constructive notice to
unsecured creditors be rejected and the legal reality of no notice be recognized and deftwitithe revision's
meaningless act of filing a meaningless notice be enough to allow the courts and scholars to continue to pretend th
Article 9 security interests are not secret liens?

The lien creditor rules of revised Article 9 are not designed to provide notice to unsecured creditors. Instead, they a
more properly seen as an attempt to reallocate the balance between secured and unsecured creditors in bankruptc

1. Leave Nothing on the Table

Not only does revised Article 9 reduce the unsecured creditors’ share of the debtor's insolvency value by limiting the
effect of the strong arm power, it also expands the permissible reach of the secured creditors' liens. Revised Article
now allows secured creditors to easily obtain liens in assets that previously were not available as collateral or in
situations where it was difficult to obtain valid liens. This continues and will accelerate the trend toward the full



priority of secured credif>3 It also means that little or nothing may be available for unsecured creditors in

bankruptcy 234

The two main areas where the revision will reduce the share of unsecured creditors by increasing the reach of the
secured creditors' liens are the new provisions dealing with security interests in deposit accounts and in
non-assignable right& In addition, the expanded proceeds fifawill automatically extend the reach of a security
interest and reduce the unencumbered asééts.

a.Bank accounts as collateral

The revision makes it easy for a secured creditor to take a security interest in all of the debtor's deposit accounts,
including checking accounts and other operating accatifits.

The uniform version of current Article 9 does not apply to most security interests in bank acédutsent section
9-104 expressly excludes from Article 9's scope "a transfer of an interest in any deposit account,” except to the ext
that the funds in the account represent identifiable proceeds of some other cdf8tehal "deposit account"

definition includes virtually all bank accounts, except certificates of depdisTtus, current Article 9 does not apply

to a transaction that creates a security interest in a typical bank account as original collateral. It would, however, ap
to a security interest in a certificate of deposit as original collateral and would apply to the extent that the proceeds
some other collateral are deposited into a deposit account.

The exclusion of deposit accounts from current Article 9 does not prohibit security interests in deposit accounts. It
merely leaves such transactions subject to a state's non—UCC common law. However, the practical effect of the
exclusion has been to make it extremely difficult or impractical to use such accounts as original collateral in most

states?#?

The revised Act extends the coverage of Article 9 to include security interests taken in non—-cétslepesit
accounts as original collaterat? Thus, under the revision, a creditor can take a security interest in the funds on
deposit in the debtor's bank accounts even if those funds do not represent the proceeds of some other collateral.

The perfection rules for deposit accounts are significantly different from the normal perfection rules under current
law. Filing a financing statement will not perfect a security interest in a deposit account as original céfateral.
Instead the revision relies on the concept of "control." In order to perfect a security interest in a deposit account as
original collateral the secured party must have “control" of the accfint.

There are three different ways to obtain "control" over a deposit account. First, if the secured party is the bank that
maintains the deposit account, then control, and hence perfection, is autttha@ticer secured creditors can obtain
control in either of two ways.

The method likely to be used in most cases is a "control agreement.” A secured party has control if the debtor, the
secured party, and the bank have agreed in an authenticated record that the bank will comply with the secured part
instructions to pay out the funds in the deposit account without further consent by the?d&bhar alternative

method by which a secured party can obtain control is to become the bank's customer with respect to thé%account.
However, this method may be impractical for checking accounts and other types of accounts to which the debtor ne
regular access.

Although control is the only method of perfecting a security interest in a deposit account as original collateral, a
security interest might arise in a deposit account because the funds in the account are identifiable proceeds of som
other collateral. Such a security interest in identifiable proceeds is automatically perfected if the security interest in 1
original collateral was perfectetf®

While use of the term "control” creates an impression that perfection may require the secured creditor to restrict the
debtor's use of the account in order to obtain priority, that is not the case. Although the control agreement could be
drafted to restrict the debtor's use of the account, the debtor may retain full rights right to use the account without



destroying the secured party's control. Section 9-104(b) provides that a secured party that has satisfied the minimu
requirements for control (e.g. obtained a control agreement) is perfected by control "even if the debtor retains the ri
to direct the disposition of funds from the deposit accodr."

By providing clear and simple rules for taking and perfecting deposit account security interests, the revision will likel
result in lenders routinely obtaining security interests in debtor's bank accounts. The control requirement should not
present any real barrier to taking these inter&&all the creditor must do is require the debtor to maintain its
accounts at a bank that routinely consents to control agreefé@sce these practices develop, it will be a simple
matter to obtain and perfect a security interest in the debtor's bank accounts as a matter of course in any substantic
lending transaction.

Obviously this will result in a reduction of the amount of free assets available in bankruptcy and will shift the
allocation of the debtor's insolvency shares accordingly. Do any of the justifications for secured credit priority suppo
this extension of secured creditor rights?

The liquidity rationale for secured credit priority fails to support the revision for several reasons. First, since deposit
accounts are already fairly liquid assets, it is not clear how making them available as collateral will significantly
increase the debtor's liquidity. To the extent that funds on deposit are not needed for day—-to—day operations, debto
can already use them as collateral under current law merely by opening a certificate of deposit account and convert
the asset into an "instrument> This extra step also helps ensure that obtaining a security interest in the funds on
deposit actually is important to the credit extension, rather than merely a fortuitous windfall for the secured creditor.
Thus, the liquidity rationale for the revision must be analyzed from the basis of the additional liquidity that can be
gained from using operational accounts as collateral.

However, the liquid nature of an operational deposit account makes it a very uncertain class of collateral. For
example, the Bankruptcy Code's special "cash collateral” rules recognize the ephemeral nature of collateral that cal
depleted so easily and quickly by a debf2¥ This uncertainty makes it unlikely that a lender would consider the

funds in such an account as part of the lending base and increase the amount of credit it extends aéebrdingly.
Similarly, the evanescent nature of this type of collateral makes it unlikely that lenders will factor it into their interest

charges®’

The monitoring rationale also fails to support the revision's treatment of deposit accounts. Although the steps currel
required under Article 9 or the relevant common law in order to obtain a valid lien in the debtor's funds do serve a
monitoring function by restricting the debtor's use of the funds, the revision dispenses with those requirements. The
control concepts represents nothing more than the briefest of nods to Benedict v2Eathersecured creditor

merely needs to have the power to obtain the funds upon default. The debtor's use of the account need not be restr
in any way. Thus the debtor gives up nothing, other than the insolvency shares of its unsecured creditors.

b.Non-assignable rights as collateral

The second major change that will extend the reach of security interests is revised Article 9's treatment of
non-assignable contracts, leases, franchises, software licenses, and othé?fﬁl@hr&sr.evision incorporates a strong
policy in favor of free assignability and overrides most restrictions on the assignment of intangible property interests
2% The elimination of anti-assignment rules will have the practical effect of making these classes of assets availabl
as collateral.

Under current law, there is some dispute whether a security interest can be created in a non—assignable intangible
asset. Since current section 9-203(1)(c) requires that the debtor have "rights in the collateral,” the existence of an
anti—assignment provision in the contract or under applicable law might prevent the creation of a valid security

interest2%!

Numerous cases have arisen in the context of FCC broadcast licenses. Early cases took the view that in light of the
FCC's anti—assignment policy, ho security interest could be created in such a license. As a result, even if the licens
were assigned to a new owner with the FCC's permission, the lender would have no security interest in the proceec



generated by the assignment. In 1994, the FCC modified its position to clarify that no security interest could be
created in a license because that might interfere with the FCC's ability to regulate the licensee. However, a security
interest could be created in the proceeds of the assignment of a license to an FCC-approved third party because tt
security interest in the proceeds did not interfere with FCC regulation of the licBisee.

The revised Act's treatment of security interests in non—assignable intangibles is similar to the current treatment of
FCC licenses. The revision distinguishes between non—economic rights and the payment rights and proceeds that
might be generated by the intangible asset. The basic policy of free assignability is tempered to the extent necessa
protect the other party to the contract, franchise, license, etc., from most adverse effects arising from the granting o
security interest.

With respect to payment obligations, the revision expands the more limited free assignability provisions of current
law. Current Article 9 renders "ineffective" contractual anti—assignment clauses in accounts and in general intangibl
for money due or to become dde Revised Article 9 expands this provision in several significant resp&cts.

First, and perhaps most significantly, the broader definition of accounts under the revision brings a wider array of
payment obligations within the scope of the provision. Under revised Article 9, the definition of accounts has been
expanded beyond merely rights to payment arising from the provision of goods or services, and now includes such
rights as franchise fees and intellectual property license?8ds.addition to the expansion of the accounts category,
the free assignability provisions of the new section now expressly applies to payment intangibles, chattel paper and
promissory notes. Thus, the new provision applies to virtually all types of payment obligations and prevents
anti—assignment provisions from interfering with their use as collaf&fal.

Further, although current law only overrides contractual anti—assignment provisions, the revision goes further and
renders ineffective both contractual anti—assignment provisions and any "rule of law, statute, or regulation" that
restricts assignment of such payment rigitsin addition, the language of the new provision clarifies: (1) that it
applies to assignments and transfers as well as security interests; (2) that it renders ineffective terms that merely
restrict, rather than prohibit, assignment; and (3) that it renders ineffective terms that trigger a default, termination, c
other penalty based on an assignment.

Although section 9-406 represents a modest expansion of the current law's free assignability policy, the more
significant expansion is found in section 9-488While section 9-406 makes non-assignable rights to payment
available as collateral, section 9-408 makes other non—-assignable rights lienable.

Using language similar to section 9-406, section 9-408 broadly invalidates anti—assignment contractual provisions
and legal rules relating to promissory notes and payment intangibles, to health—care-insurance receivables, and to
other general intangibles, including contracts, permits, licenses, and frantfises.

Under this provision, it will be easy to create a valid, enforceable and perfected Article 9 security interest in a debtol
non-assignable rights under its contracts, permits, licenses, and franchise agré&hsermts.a perfected security

interest in the intangible right would also give the secured creditor a perfected security interest in any "proceeds" of
the intangible2”! Since the revised Act adopts a broader "proceeds" definition than current law, such proceeds woul
include, inter alia, any sale proceeds in the event that the debtor disposes of the intangible collateral, any license fe
if the debtor is the licensor of an intellectual property right, and any property collected on, or distributed on account

of, the collateral?’?

However, the revision's invalidation of anti—assignment provisions is a limited one. Section 9-408 only renders sucl
terms ineffective to the extent that they "would impair the creation, attachment, or perfection” of a security’literest.
The secured party's right to "enforce" its security interest is noticeably absent from tHi list.

Thus, other than obtaining a bare "security interest” in the non—assignable intangible right and a right to proceeds, 1
secured creditor receives few of the rights one normally associates with a security interest. The specific limitations «
the secured party's enforcement rights are spelled out in section 9-468(d).



An example illustrates these limitations. Assume that the security agreement grants a security interest in "general
intangibles and equipment” and that the debtor has a license from Microsoft to use its "Word" computer software
word processing program, which has been installed on the debtor's computers. The debtor's license from Microsoft
prohibits the assignment of the license. Under sections 9-408 (a & c), the security interest would attach to the
software license notwithstanding the contractual anti—-assignment provisions or similar restrictions under applicable
law.

However, the secured party's rights outside of bankruptcy are virtually non-existent. Under the limitations of sectior
9-408(d), the security agreement: (1) is not enforceable against Microsoft; (2) it imposes no duties or obligations or
Microsoft; (3) it does not require Microsoft to recognize the security interest, pay or render performance to the secul
party, or accept payment or performance from the secured party; (4) it does not entitle the secured party to use the
Word software or to assign the debtor's rights in the software; and, (5) it does not entitle the secured party to have
access to any trade secrets or confidential information of Microsoft.

Finally, and perhaps most significantly, section 9-408(d) explicitly states that the creation of a security interest in
such a non-assignable right "does not entitle the secured party to enforce the security interest in the ... general
intangible."2’® As the Official Comment makes clear, using the example of a non—assignable software license, "Evel
if the secured party takes possession of the computers on the debtor's default, the debtor would remain free to rem

the software from the computer, load it on another computer, and continue to use it, if the license soﬁﬂérmits."

What is the value of such a security interest outside of bankruptcy? Generally, such collateral is of value only where
the non-debtor party to the non—assignable right is willing to recognize the security interest and consent to the
secured party's enforcement of it. Thus, it is not clear why this reform is needed because, in those cases where the
interest actually has some value as collateral, the secured party could presumably obtain a waiver of the
anti—assignment provision or obtain a conditional assignment of the rights from the consenting non—debtor party. T
the extent that the section covers these cases it adds nothing to the liquidity of the debtor.

If, on the other hand, the non—-debtor party to the non—assignable right is unwilling to consent to enforcement of the
security interest, the right has little value as collateral. The Official Comments provide the very weak response that
such cases a secured creditor may ascribe value to the collateral because of the possibility that the non—debtor par
may consent to an assignment in the futtffe.

The comment refers to two possibilities: (1) that the non—debtor party may consent to the secured party's enforcem
of the security interest; or (2) that the non—debtor party may consent to an assignment of the right by the debtor anc
that assignment may generate procééti® which the security interest would automatically attd&hSince both

require a consent to assignment that the non—debtor party apparently is unwilling to give at the inception of the crec
transaction, the value of the collateral is highly dubious. It seems unlikely that a reform making such unreliable
collateral available to the creditor will increase the debtor's liquidity.

Further, the provision is not limited to rights, such as a franchise, that may be valuable enough to support an extens
of credit.28! Rather, it permits a secured creditor to lien up rights, such as the debtor's license to use Microsoft Worc

that have no value as collateral outside of bankruptcy.

The new rules overriding anti—assignment provisions do allow secured creditors to obtain priority with respect to
assets that previously would have been unavailable as collateral, and thereby extend the concept of full priority of
secured debt. However, because of the non—assignable nature of the debtor's rights, the unsecured creditors could
have looked to those assets for satisfaction of their claims. Thus, the new rules do not significantfirtduce

assets available to unsecured creditors outside of bankruptcy.

As discussed belov®® and made clear by Official Comment 7 to section 9-#48he primary purpose of this

reform is to enhance the secured creditor's recovery in bankréftttydoes this by making use of the Bankruptcy
Code's rules that allow the estate to use and to assign non—assignable rights. Thus the revision truly is targeted at
bankruptcy process. It does not reflect a state law policy of preferring the rights of secured creditors over the rights
non-debtor parties to non—assignable contracts.



Since neither the secured nor unsecured creditors are given any rights against the non—debtor party to a
non-assignable general intangible, these rules similarly do not reflect any non—insolvency state policy of the relativ
rights of secured and unsecured creditors. The Bankruptcy Code overrides such clauses in order to create value fo
unsecured creditors and to further a reorganization process that may also create value for them. This value, that is
created only in a bankruptcy proceeding, truly is the unsecured creditors' insolvency share.

The new Atrticle 9 rules do not make available as collateral valuable assets that will enhance the debtor's ability to
obtain credit. They are instead bankruptcy—targeted insolvency value reallocation rules masquerading as neutral
principles of state commercial law.

c.Expanded reach of proceeds

A final area where the revision extends the reach of security interests and thereby reduces the free assets available
unsecured creditors is its treatment of "proceeds.” Current law generally limits the scope of the proceeds rule to ass
that the debtor receives as replacements for the original collateral. While the revision retains this concept, it adds tc
the class of proceeds future property that is generated by or related to the original collateral.

As a result, the new rules will extend the reach of a secured creditor's lien outside of bankruptcy and thus result in
fewer free assets for distribution to unsecured creditors in bankruptcy. However, like the rules overriding
anti—assignment provisions, the main focus of the changes in the proceeds rule is not to define the permissible reac
of security interests outside of bankruptcy. Instead, the primary impact of the changes will be to increase the secure
creditor's share of the assets created by the bankruptcy reorganization process.

Two sets of UCC rules must be considered when dealing with after—acquired property. First, both current law and
revised Article 9 broadly validate "after—acquired property” clai8®3hus, if proper language is included in the
security agreement, the security interest will extend to property acquired by the debtor in the future, even if that futu
property is not derived from or in any way related to the creditor's original collateral. In addition, under the new filing
rules, it will be easy to perfect such a security interest in after—acquired property. If, however, the future property
gualifies as "proceeds," then the security interest automatically attaches to the future property without the need for :
language in the security agreeméhtin addition, the proceeds security interest generally will be perfected
automatically by whatever step was required to perfect the security interest in the original collateral.

Thus, any future property that will now qualify as proceeds under the revised Act's expanded definition could easily
be used as collateral merely by including a properly drafted after—acquired property clause in the security agreemel
What the expanded proceeds rule does is to give the secured creditor a security interest in such assets automatical
Sophisticated lenders probably already obtain security interests in most types of after—acquired property that are nc
included in the expanded "proceeds"” definition if they are considering those assets as part of the lending base. Out
of bankruptcy the proceeds rule will be important only in those cases where the secured creditor did not deem the
proceeds assets to be valuable enough to mention them in the security agreement. As a result, the rule cannot be
justified on a liquidity rationale.

As noted above, the revised Act carries forward the current rule that a security interest automatically extends to any
"identifiable proceeds" of the original collater&f The attachment of the security interest to the proceeds is
automatic2®® There is no need to include language in the security agreement granting a security interest in proceed:

nor is it necessary that the proceeds satisfy the description of collateral that is contained in the security &3feement.

The requirement that the proceeds be "identifiable" has also been clarified. Most courts interpreting current law allo
the secured party to use equitable tracing devices such as the "lowest intermediate balance rule" to establish the
identity of commingled proceed® and the revised Act expressly authorizes that praéfit&hus, for cash proceeds

and other non—goods proceeds, the proceeds are "identifiable," and thus subject to the security interest, "to the ext
that the secured party identifies the proceeds by a method of tracing, including application of equitable principles, tt
is permitted under" non-Article 9 law for commingled property of that §83e.



A different rule applies if the proceeds are goods that become commingled with other goods such that their identity
lost in the product or mass. In such a case, the "proceeds" security interest attaches to the entire produ2f or mass.

Under current law, a special rule applies to commingled cash proceeds when the debtor becomes involved in an
insolvency proceeding. Current law limits the creditor's proceeds security interest in funds that have been depositec
into a commingled bank account to the amount of any cash proceeds received by the debtor within ten days before
institution of the insolvency proceedirfd® This provision has generated conflicting case Efand could have the
drastic effect of cutting off the proceeds claim if no funds were received during the ten day?period.

The revised Act eliminates the special insolvency proceeds rule. As a result, the proceeds claim will no longer be
artificially limited by the ten—day rule. The combined effect of this change and the explicit validation of equitable
tracing principles will be to enhance the secured creditor's ability to assert cash collateral claims against funds in th
debtor's bank accounts.

However, the most significant change in the proceeds rule is the expansion of the definition of proceeds. Current la
generally requires a "disposition” and limits proceeds to property that replaces the original collateral. In contrast, the
revised Act enlarges the proceeds concept to include most property that is derived from the original édflateral.

The revised Act greatly expands the types of transactions that will be treated as "dispositions" that generate procee
Under current law it is unclear whether a lease or license involves a "disposition" and whether rental and license fee
qualify as proceeds. While the case law suggests that such "use" payments are not AfbtreeBermanent

Editorial Board took the view that a lease does generate proceeds because it involves the disposition of a partial
interest in the collaterai®®

The revised Act resolves this question by expressly including leases and licenses in the list of dispositions that
generate proceed®? It is not clear how extensive these revisions are. Note that the Value-Added case involved func
generated by the use of pay telephones. The UCC definition of "lease" or the non—defined term "license” seems brc
enough to cover such a short term G&&lf so, then this provision may extend the reach of the proceeds rule to funds
generated by coin—operated devices.

Like current law, insurance payable by reason of loss or damage to the collateral is also pf3¢tmasver, the

revised Act expands the insurance provision to include as proceeds insurance payable by reason of nonconformity
the collateral, defects in the collateral, or the infringement of rights in the collateral. Although in most cases the
secured party's right to proceeds is limited only by the amount of its claim, the revised Act limits the secured party's
proceeds claim in insurance payments to the extent of the value of the cofi&teral.

Collections on the collateral are included as proceeds under both the current law and the re\ﬁg*f’ddMVer, the
revised Act expands the proceeds definition to also include "whatever ... is distributed on account of" the collateral.
3% Thus, both dividends payable on investment property collateral and collections or distributions on credit-support
arrangements ("supporting obligations") are proce843his change is designed to reject the reasoning of FDIC v.
Hastie (In re Hastie)*®® which held that ordinary stock dividends were not proceeds of the stock since there was no
disposition of the stock®®

The shift away from a disposition requirement is most apparent in section 9-102(64)(C), which expands the definiti
of proceeds to include "rights arising out of collateral.” It is not at all clear how extensively the "rights" clause will
expand the proceeds concept. Curiously, although the concept is completely new to the proceeds analysis, the Offi
Comments do not discuss its meaning. The Code's definition of "rights"” offers little help since it merely affirms that
"rights' includes remedies®*® Nonetheless, the Code's concept of "rights" is an extremely broad one and this clause,
at a minimum, must push the proceeds definition beyond the already expansive reach of the other clauses of the
definition.

Finally, the revised Act extends the definition of proceeds to include various claims relating to the cdithiéras,
claims for nonconformity, defects in, damage to, or the loss of the collateral are prﬁifele(mjdition, claims for
interference with the use of the collateral or for infringement of rights in the collateral are also ptitetnsever,



like the insurance provision, the "claims" provision limits the secured party's proceeds security interest to the extent
the value of the original collaterdt*

Outside of bankruptcy, the expanded proceeds definition will mean that a greater class of derivative assets will be
subject to the security interest in the original collateral. Thus, the lien may extend to more assets at the time a
bankruptcy is filed. Since, the bankruptcy strong arm power gives the trustee or debtor-in—possession the capacity
avoid unperfected security interests, the secured creditor's ability to assert priority over the proceeds assets in
bankruptcy will depend on whether the proceeds security interest is perfected. Here, changes in Article 9 will make
virtually impossible for a trustee in bankruptcy to avoid the proceeds security interest.

Since the proceeds collateral may be of a type different from the original collateral, the steps taken to perfect a
security interest in the original collateral may not be the appropriate steps to take in order to perfect a security intere
in collateral of the new type. With some revisions, the new Act carries forward the current rules that specify the exte
to which new steps must be taken in order to maintain perfection in proceeds.

Like current law, if the security interest in the original collateral was perfected, then the proceeds security interest is
automatically perfected for a short period of time, giving the creditor an opportunity to take the steps necessary in
order to maintain perfectiod’® If the security interest in the original collateral was not properly perfected, then the
security interest in proceeds will not be perfected automatically.

The revised Act extends the period of automatic perfection from 10 to 20 days. On the 21st day after the security
interest attaches to the proceeds, it will become unperfected unless one of three conditions is>$xTibfettiree
conditions for maintaining perfection are phrased in terms similar to current law. However, other changes in the
revision likely will have the effect of preventing lapse in almost all cases where the original security interest was
perfected by filing a financing statement.

The first of the three conditions for continuing perfection after the 20th day is the simplest. If the proper steps for
perfecting a security interest in the type of collateral that constitutes proceeds are taken before the 21st day after
attachment, then perfection is maintain@dThese steps could be taken during the 20—-day grace period or they could
have been taken long before the proceeds were generated.

For example, if the creditor has perfected a security interest in the debtor's checking account by "control" and the
debtor uses funds from that account to acquire a piece of equipment, the creditor's proceeds security interest in the
equipment would be perfected automatically for the first 20 days. If the creditor filed a financing statement listing
"equipment” during the 20-day perid® its security interest in the equipment would remain perfected after the 20th
day. Similarly, if the creditor had previously filed a financing statement listing "all assets," then that earlier filed
financing statement would perfect the proceeds security interest in the new equipment immediately upon its
acquisition.

If it becomes a common practice to file "all assets" financing statements, then there will be few situations where
proceeds perfection might lapse in favor of a bankruptcy trustee. This is because of the combination of various
features of the revised Act. First, an "all assets" financing statement filed to perfect the security interest in the origin
collateral will be sufficient to perfect the proceeds security interest even though the proceeds constitute a different
type of collateral®!® Second, except for certain real estate related collateral, all financing statements relating to a
particular debtor will be filed in a single office in the debtor's state of incorporation or state of restféfinally,

the filing of a financing statement will perfect a security interest against a lien creditor or trustee in bankruptcy with
respect to several new types of assets that previously had to be perfected by either possession3t Eontrol.
example, if a negotiable promissory note is received as proceeds, an "all assets" filing will perfect against a trustee
bankruptcy, although it will not provide perfection against a competing purchaser or a secured creditor who takes
possession of the noti?

The combined result of these three new rules will be that an "all assets" financing statement filed at the outset of thi
transaction will be sufficient to perfect a security interest in most types of proceeds against a trustee in bankruptcy.



One class of proceeds that generally cannot be perfected by filing is "cash proceeds." This group includes money,
which must be perfected by possession, and deposit accounts, which must be perfected BZtdotaver, here

the second condition allows perfection to be maintained for as long as the cash proceeds are "ideiififgibte"

the cash proceeds likely will have been commingled with other funds, the critical issue under this provision will be
whether commingled cash proceeds remain "identifiable.” As noted above, the revision solves this problem by
eliminating the current 10—day insolvency limitation on commingled cash proceeds and by expressly providing that
cash proceeds are identifiable "to the extent that the secured party identifies the proceeds by a method of tracing,

including application of equitable principles . 32°

The third condition is the "same office" rule. This rule applies to maintain perfection if: (1) a filed financing statemen
covers the original collateral; (2) the proceeds are collateral that could be perfected by filing a financing statement il
the same filing office as the original statement; and (3) the proceeds were not acquired with cash }fbceeds.

For example, if the original financing statement described the collateral as "inventory," the proceeds security interes
in the accounts generated when inventory is sold would be perfected as long as the proper office for filing an
"accounts" financing statement is the same office where the "inventory" financing statement is on file. Thus, a
financing statement listing only "inventory" can perfect a proceeds security interest in "accounts," and the secured
creditor has no duty to amend its filing to reflect that accounts are also caZéred.

While collateral descriptions are critically important under current law, extensive use of "all assets" financing
statements under the revised Act should limit the need to rely on the "same office" rule. However, in those cases
where a narrowly worded collateral description is used in the original financing statement, the "same office" rule will
provide far greater protection than it does under current law.

The revised Act expands the reach of the "same office" rule in two ways. First, under current law, financing
statements for tangible collateral are filed in the state where the collateral is located, while those covering intangible
collateral are filed in the state where the debtor's chief executive office is |03.t.2.§f§tli.ls, if the inventory and the

chief executive office are located in different states, the "same office" rule does not maintain perfection of the
proceeds security interest in the accounts. Since the revised Act centralizes filing and requires that almost all financ
statements relating to a debtor be filed in the debtor's state of incorporation or residence, there will rarely be a case
where the proceeds filing would need to be in a different offid&econd, since filing can now be used to perfect
security interests in instruments and investment property against a trustee in bankruptcy, the rule will apply in
situations where it previously did not apply. For example, the "same office" rule will now cause the "inventory"”
financing statement to perfect a security interest in a negotiable promissory note received as proceeds.

The net effect of the new proceeds rules will be to enhance the secured creditor's position in bankruptcy. The
expanded proceeds definition will significantly extend the reach of a secured creditor's proceeds claim, while the ne
perfection rules will reduce the opportunities for a bankruptcy trustee or debtor-in—possession to avoid a proceeds
security interest claim under the strong arm power.

These effects are small, however, when compared to the true anti—-bankruptcy impact of the proceeds rule. Togethe
with the new rules overriding anti—assignment provisions, the expanded proceeds rule will divert much of the
reorganization value of the estate from the unsecured creditors to the secured creditors. Thus, these rules are
bankruptcy—only redistributional rules that violate the deference principle.

A. Capture the Reorganization Value
1. Reorganization Value and the Unsecured Creditors
For whose benefit does the Bankruptcy Code allow a debtor to reorganize and what is the proper allocation of any

extra value that may be created by the reorganization process? Are unsecured creditors the intended beneficiaries
the bankruptcy reorganization process, or is it designed to enrich the secured creditors?



It seems clear that the current federal bankruptcy law is designed to advance the interests of unsecured creditors.
Many features of current law suggest that bankruptcy is a collective remedy for the unsecured 8 tiach.
decisional and scholarly authority also supports this vigw.

Secured creditors, on the other hand, are required to forego some of their non—bankruptcy rights in order to create
preserve the reorganization value for the benefit of the unsecured creditors. For example, the automatic stay forces
secured creditors to delay the exercise of their non—bankruptcy rights to enforce their liens and to foreclose on their
collateral 232 In addition, the estate is permitted to use the collateral in the reorganization effort without secured part

consent®33

Only the core of the secured creditor's state law rights are recognized —- the right to realize the value of its
pre—petition collateral. This concept is embodied in the section 506(a) provision limiting the allowed amount of the
secured creditor's claim to the value of its collatéfalt is also reflected in the Code provisions granting secured
creditors a right to adequate protectitii As made clear in Timbel€® the secured creditor is not entitled to

protection of all of its contractual rights. Instead, it is entitled only to protection of the value of its lien on the
collateral 2/

The plan confirmation provisions also reflect the bankruptcy policy of giving the reorganization value to the
unsecured creditor&2® while merely preserving the value of the secured creditor's lien. Under those rules, a chapter
11 plan can be confirmed over the objection of a secured creditor only if the property to be distributed to the secure
creditor on account of the secured portion of its claim has a present value at least as great as the value of its collate
339 The cram down provisions applicable to unsecured creditors makes clear that the secured creditor is entitled to 1

more.34°

Thus, secured creditors, in their capacity as secured credtoase entitled only to the preservation of the value of
their pre—petition liens4? The extra reorganization value that is created by the estate's post—petition use of the
secured creditor's collateral belongs to the unsecured creditors.

The Code's treatment of after—acquired property clauses also demonstrates that value created post—petition proper
belongs to the unsecured creditdfd The general rule under the Code is that a pre—petition security interest cannot
reach property that comes into the estate post—petition. Section 552(a) provides that "property acquired by the esta
or by the debtor after the commencement of the case is not subject to any lien resulting from any security agreemel
entered into by the debtor before the commencement of the #4sghtis, bankruptcy generally cuts off the secured
creditor's right to reach after—acquired property.

The secured creditor's right to the proceeds of its original collateral is an exception to the rule that a secured creditc
entitled merely to the preservation of its pre—petition BhUnder section 552(b)(1), a pre—petition security

agreement will extend the security interest to property acquired by the debtor or the estate post—petition if the
post—petition property constitutes "proceeds, products, offspring, or profits” of the pre—petition calf§teral.

At the time the Bankruptcy Code was enacted, the Article 9 concept of "proceeds” was limited to replacements for
collateral that had been disposed®f Thus, the Bankruptcy Code's proceeds exception could be seen as
incorporating the lien preservation idea. Concededly, however, the proceeds exception goes further and could allov
under-secured creditor to capture some of the reorganization value.

Even if the concept of proceeds is limited to replacement collateral, the proceeds rule could allow the secured credi
to enhance its position post—petition. For example, if the pre—petition security interest covered the debtor's inventor
the post—petition sale of inventory might generate accounts proceeds that would enhance the secured creditor's
position to the extent of the debtor's mark—up on the inventory.

In addition, the section is not limited to proceeds, but also extends to "products, offspring, or ftbfitese terms
would allow the pre—petition security interest to reach newly acquired post—petition property even though the value
the original collateral was not reducétf



However, the section hardly reflects a policy of transferring the reorganization value to secured creditors, even whe
the post—petition property does constitute "proceeds, products, offspring, or profits" of their collateral. This is becau
the Bankruptcy Court is authorized to limit the reach of the proceeds security interest "based on the equities of the

case.’®

a.lt's all proceeds

Revised Article 9 attempts to use the proceeds exception to divert much of the bankruptcy reorganization value to
secured creditors. As discussed above, the revision greatly expands the Article 9 definition of pfd¢éeasver,

outside of bankruptcy that change will have relatively little impact. Under current law, a secured creditor could easil
replicate the non—bankruptcy effects of the new proceeds rule merely by incorporating a properly drafted
after—acquired property clause in the security agreement and filing an "all assets" financing stiement.

The most significant effect of the new proceeds rule is its interaction with section 552(b) of the Bankruptcy Code.
Outside of bankruptcy, it does not really matter whether the secured creditor obtains its security interest in
after—acquired property by virtue of an after—acquired property clause or as the result of the Article 9 proceeds rule.
However, in bankruptcy, that distinction is critical. Mere contractual after—acquired property clauses are rendered
ineffective with respect to post—petition assets. In contrast, if the security interest is asserted in the post—petition as
as a proceeds claim, it will be recognized. The revision exploits this bankruptcy law distinction to alter the bankruptc
law balance between secured and unsecured creditors.

First, the Bankruptcy Code's proceeds rule applies only where the security interest created by the pre—petition
"security agreement extends to property of the debtor acquired before the commencement of the case and to proce
product, offspring, or profits of such propert{22 Since an Article 9 security interest automatically extends to
proceeds, the expanded proceeds definition will cause a security agreement that lacks an after—acquired property
clause to create a more extensive security interest in after-acquired property than is the case under clifrast law.

a result, the requirement that the pre—petition security agreement extend to the post—petition assets will be more ec
satisfied in cases of poorly drafted security agreements.

The most important bankruptcy issue presented by the revised proceeds rules is whether the expansion of the Artic
definition of "proceeds" will automatically expand the meaning of the term "proceeds" under section 552(b)(1).
Currently, the courts are split as to the proper interpretation of the term "proceeds" as used in section 552(b)(1). So
courts use a restrictive federal bankruptcy law definition that emphasizes the rehabilitative purpose of bankruptcy la
others apply the current Article 9 definition, and some rely upon the legislative history of section 552 to create a
definition that is more liberal than the current Article 9 definitin.

If courts defer to the Article 9 definitiof2® the expanded proceeds definition will enhance the secured creditor's
ability to reach post—petition assets. For example, Hastie v. EDI@lied upon the then—current Article 9 definition

of proceeds to hold that ordinary cash dividends were not proceeds of stock because they did not result from a
disposition of the stock. Since the revised Act includes dividends in the definition of proceeds, deference to the Artic
9 definition would reverse the Hastie restaf

Depending on how extensively the new "lease" and "license" clauses are interpreted, section 552(b)(1) may extend
reach of a secured creditor's post—petition security interest to most revenues generated by the debtor post—petition.
example, if the debtor is a rental car company, a secured creditor with a lien on its fleet of rental cars currently is
entitled to adequate protection of its lien on the cars under sectioft3@8wever, it has no claim to the

post—petition revenue generated by the debtor's rental of thos&°2ahsder the new proceeds definition, the secured
creditor would be entitled to assert its security interest in the post—petition rentdt¥&smilarly, secured creditors

may now be able to assert section 552(b)(1) secured claims to other types of post—petition rental fees and license f
362

However, even if the Article 9 change does expand the reach of the secured creditor's claim on post—petition asset:
the bankruptcy courts have the power to prevent secured creditors from diverting the reorganization value away fro
unsecured creditors. Although 552(b)(1) recognizes the secured creditor's lien on post—petition assets as an initial



matter, it also provides the bankruptcy court with wide discretion to limit the lien "based on the equities of the case.'
3% Thus, even if revised Article 9 extends the reach of the proceeds security interest to new classes of post—petitior
property, the equities should not support recognizing such security interests.

b.Hijacking section 365

The second way in which the Article 9 revision diverts the reorganization value away from the unsecured creditors i
through the new rules overriding anti—assignment provision with respect to general intangibles. These provisions w
in concert with the section 365 executory contract power to capture for the secured creditor any value created by th
power.

The first way in which the new rules nullifying anti—assignment provisions channel the estate's reorganization value
secured creditors arises from their interaction with the Article 9 and bankruptcy proceeds rules. As noted in the
discussion of the new section 9-408 free assignability rules, those changes to Article 9 will have little impact outsid

of bankruptcy2®? The impact in bankruptcy, however, is likely to be significant.

As a result of the new free assignability rules, the debtor's interest in a non—assignable general intangible could be
subject to a pre—petition security interest that secures a pre—petition claim. Although that security interest may have
little or no value pre—petition, the security interest may become very valuable post—petition as the result of the
proceeds rule.

The simplest example of this involves a bankruptcy sale or assignment of the non—assignable right. Since the secul
interest was attached and perfected pre—petition and since the Article 9 proceeds rule automatically causes the sec
interest to extend to any proceeds of the non—assignable right, the Bankruptcy Code's proceeds rule would give the
secured creditor a security interest in whatever the estate receives in exchange for sale of its rights.

Comment 7 to section 9-408 makes clear that this was the intent of the change. As the comment states:

This section could have a substantial effect if the assignor enters bankruptcy. Roughly speaking, Bankruptcy Code
Section 552 invalidates security interests in property acquired after a bankruptcy petition is filed, except to the exter
that the postpetition property constitutes proceeds of prepetition collaf2ral.

The Comment goes on to describe an example of a debtor who is the owner of a franchise that represents the princ
value of the busines¥® The lender is willing to extend credit only if the credit is secured by the debtor's going
concern value —- the franchise. However, the franchisor refuses to consent to an assignment of the franchise rights
collateral purposes. The Comment then explains how under current law, if the debtor files bankruptcy and sells its
franchise rights in bankruptcy, the secured party would receive only a fraction of the business's value. Under the
revision, however, the security interest would attach to the franchise and "to the proceeds of any sale of the franchi
while a bankruptcy is pending®®’ The example concludes, by stating that "this section would protect the interests of
the [franchisor] by preventing the secured party from enforcing its security interest to the detriment of the

municipality.” 262

The next Official Comment begins by asserting that, "The principal effects of this section will take place outside of
bankruptcy.’®®® That is similar to the position taken by Professors Harris and Mooney in this SymptiSiisrthat

assertion correct?

Official Comment 8 proceeds to use the non—bankruptcy analogy to the example discussed in Official Comment 7.
However, Official Comment 8 acknowledges that the franchisor's unwillingness to consent to an assignment may
deprive the security interest of any value except to the extent of the possibility that the franchisor may have a future
change of heatrt.

Is the bankruptcy outcome merely a replication in bankruptcy of what could occur outside of bankruptcy? If so, then
the section is not bankruptcy targeted because it merely gives the secured party in a bankruptcy proceeding what it
would have received in the absence of a bankruptcy filing.



What is left un—addressed in the comments is the question of how the debtor was able to sell its non—assignable
franchise rights in the bankruptcy proceeding. If the only way that a debtor in bankruptcy could sell such rights was
obtain franchisor consent, then the section would do little more than reduce the assets available to unsecured credi
—— both in and out of bankruptcy.

Except, if that is what the drafters of the comment had in mind, then it is unclear why the hypothetical lender, who
was unwilling to extend credit without a security interest on the business' going concern value, would make a loan
where the value of the collateral turned on the whim of the franchisor. Something else must be involved. That
something is the Bankruptcy Code's executory contract powers.

Under section 365 of the Bankruptcy Code, the trustee is given the power to assume and assign executory contract
and unexpired lease¥ More importantly, section 365 overrides "a provision in an excutory contract or unexpired
lease of the debtor, or in applicable law, that prohibits, restricts, or conditions the assignment of such contract or
lease.”®’2 Thus, the trustee or debtor-in—possession has the power in bankruptcy to invalidate certain otherwise val
and enforceable anti—assignment provisions. This allows the estate to assign the debtor's non—assignable contract:

leases in order to preserve the value of those rights for the unsecured creditors.

This is the unspoken reason why the debtor was able to sell its non—assignable rights in bankruptcy. The franchisol
did not consent to the sale. Its consent was not required and its non—bankruptcy rights under the anti—assignment
clause were not honored. Instead, its rights were modified in bankruptcy to further a bankruptcy reorganization polic

This power is a bankruptcy—specific power that is given to the estate in order to create value for the unsecured
creditors 2”® Revised Article 9 perverts it into a tool to capture the reorganization value of the enterprise for the
secured creditor —— to the detriment both of the unsecured creditors and the non—debtor party to the non—assignab

right.

The "general intangibles” to which section 9-408 applies are precisely the types of executory contracts and leases
which section 365 might be appli€d? In addition, the types of clauses that section 9-408 nullifies bear a striking
similarity to those nullified by Bankruptcy Code section 365(H) Section 9-408 is designed to dovetail with section
365 and its principal effects will take place in bankruptcy, not outside of bankruptcy.

Outside of bankruptcy, the secured creditor with a security interest in a non—assignable general intangible recovers
little or nothing absent a waiver of the restriction. Only in bankruptcy does the collateral have value. Section 9-408
allows the secured creditor to divert this value to the payment of its own secured claim.

In addition, application of the expanded proceeds rule to general intangibles, including the non-assignable general
intangibles covered by section 9-408, could result in a significant reallocation of reorganization value. The
bankruptcy sale of the nhon—-assignable franchise discussed above provided a simple example of the interplay betwe
these UCC provisions and the Bankruptcy Code. However, there may be other bankruptcy implications to the Articl
9 revision. This depends on how extensively the new proceeds definition is interpreted. It is easy to see that a sale
generates proceeds that trigger both the UCC and bankruptcy proceeds rules. However, if the broadest interpretatic
of the "rights arising out of collateral” clause is applied to a general intangible, the reach of the secured creditor's
section 552(b)(1) proceeds claim may capture all of the reorganization value generated by the general intangible, e
if the assets is merely used by the debtor but not ¥8id.

Finally, the Article 9 free assignability provisions may produce a similar result in bankruptcy cases even without
considering the proceeds rule. Since section 9-408 will now permit a secured creditor to obtain a security interest ir
non-assignable general intangible, it will be necessary to determine the value of that collateral in order to determine
the allowed amount of the secured creditor's claifn.

Because the general intangible is subject to an anti—assignment provision, the collateral has virtually no market vall
outside of bankruptcy. Further, since section 9-408(d) provides that the secured party is not entitled to enforce the
security interest, the "foreclosure" value of the collateral is E@rifhus, from the perspective of the secured creditor,
the collateral has no value.



However, from the estate's perspective the value may be far higher. If the estate is able to use its section 365(f) po\
to assign the contract to a third party in exchange for some payment, then the contract's value to the estate is the
amount of that payment. If, on the other hand, the debtor is reorganizing and intends to use the general intangible i
on—going business operations, the asset has a higher—than-liquidation "use" value to the debtor.

The Supreme Court addressed the question of the appropriate measure of value for secured claims in Associates
Commercial Corp. v. Rasi® There the Court rejected the argument that value should be limited to the value that the
creditor could receive by exercising its foreclosure rigiifdnstead, under section 506(a), “the ‘proposed disposition

or use' of the collateral is of paramount importance to the valuation que&torhtis, since the chapter 13 debtor in
Rash proposed to retain the collateral and use it in his business, the Court held that the "replacement value" was th
proper standard. The Court stated:

Of prime significance, the replacement-value standard accurately gauges the debtor's "use" of the property. It value
"the creditor's interest in the collateral in light of the proposed [repayment plan] reality: no foreclosure sale and
economic benefit for the debtor derived from the collateral equal to . . . its [replacement] value." In re Winthrop Old
Farm Nurseries, 50 F.3d, at 75 . The debtor in this case elected to use the collateral to generate an income stream.
actual use, rather than a foreclosure sale that will not take place, is the proper guide under a prescription hinged to
property's "disposition or useZ®?

If, as Rash suggests, the value of the secured creditor's collateral turns on its use or disposition value to the estate,
rather than its value to the secured creditor, the section 9-408 rules will provide a bankruptcy windfall to secured
creditors. If a chapter 7 trustee seeks to assign a non—assignable contract that is subject to a security interest, the \
of the collateral under the Rash analysis may be the amount realized by the trustee since that is the proposed
disposition. Similarly, since the use value of the debtor's contract or lease rights may be high in a reorganization
context, the secured claim arising from a security interest in a non—assignable intangible right may be very large, e\
though the collateral would be of no value to the creditor outside of bankruptcy.

Returning to the earlier example of the debtor's Microsoft Word software program, that asset has absolutely no valu
as collateral outside of bankruptcy. Nevertheless, under Rash the secured creditor may be entitled to a secured cla
equal to the "replacement value” of the program if the debtor wishes to retain and use it in the reorganization. Rash
defines the replacement value as "the price a willing buyer in the debtor's trade, business, or situation would pay to
obtain like property from a willing seller® Since there is no legitimate market for purchasing used Word programs,
the price that the debtor would have to pay to replace the software license may well be the full retail price retail pric
If so, then the secured creditor's allowed secured claim will equal the retail price of the program. That is also the
minimum amount that the plan must pay to the secured creiiftor.

If the secured creditor has obtained a blanket lien on all of the debtor's general intangibles and other assets, the
creditor could make similar claims with respect to all of the debtor's contract and lease rights. Since the use value o
those rights might be equivalent to the value of the business, the Rash analysis may well transfer most of the
reorganization value to the secured credidr.

A.
A. Impede the Reorganization

A final anti-bankruptcy feature of the Article 9 revision is that it will give secured creditors far greater control over
the reorganization process than they have currently. Not only will this make it more difficult to reorganize without
secured creditor consent, but it will give secured creditors greater leverage to demand a larger share of the debtor's
reorganization value.

One of the responses of Professors Harris and Mooney to this point is to question the theoretical foundations of
chapter 1132 They do not appear to be embracing the school of thought that views chapter 11 as wasteful and
advocates its repedf’ Rather, they appear to raise the issue to show that, at least in some cases, the reorganizatior
process may harm unsecured creditors by dissipating assets that might otherwise have been distributd% to them.
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Starting from that assumption, they posit that the expansion of the secured creditor's power under revised Article 9
"could work to the substantial benefit of unsecured creditors" because the secured creditor would force "an earlier,
rather than later, quuid<';1tion.3““‘;9

While it is true that an early liquidation would benefit unsecured creditors in the hypothetical posed, it is not clear th
the secured creditor's self-interest would parallel the interests of the unsecured creditors. The only situation in whic
an early liquidation would result in a significant benefit to the unsecured creditors is where (1) the liquidation value ¢
the enterprise is greater than its reorganization \ftend (2) the liquidation value is significanff? higher than

the secured creditor's claim.

First, a hypothetical that posits significant unencumbered assets available at liquidation values does not seem to be
proper hypothetical to test the expanded reach of Article 9. The more realistic situation, and one where the secured
creditor's expanded rights will matter, is the case where the liquidation values do not produce a meaningful surplus
unsecured creditors. In such a case, a protracted and wasteful reorganization attempt does no harm to the unsecur
creditors.

Even in the original hypothetical, it is not clear that the secured creditor has any incentive to force a liquidation early
enough to benefit the unsecured creditors. Apart from the natural desire to recover its collateral as quickly as possil
392t will have no special incentive to force a liquidation until the surplus values have been exhausted and

continuation of the reorganization begins to erode its collateral base.

In fact, the real efficiency problem arises in cases where the liquidation values do not produce a surplus for unsecul
creditors, but a reorganization would produce a significant surplus. What are the secured creditor's incentives in su
case and will they cause it to make an efficient asset deployment choice? First, if it is fully secured or has a relative
small deficiency claim at liquidation values, it has no incentive to permit a reorganization no matter how great the
reorganization value. If it has a sizable deficiency claim, it still may not have sufficient incentive to permit a
reorganization unless it is permitted to capture the extra VAII®f course, if the secured creditor gets the extra
reorganization value, its self-serving actions do not result in an incidental benefit to the unsecured creditors.

The extensive reach of the secured creditor's lien may further distort its incentives. Assume that the debtor's
liquidation value is $100 and its reorganization has a 60% chance of success. If the reorganization succeeds, the
reorganization value will be $140. However, if the reorganization effort fails, it will have used up $10 of the
liquidation value, leaving only $90. The most efficient asset deployment decision is to attempt the reorganization
(40% chance of losing $10 = - $4, 60% chance of gaining $40 = + $24, net risk adjusted gain = + $20).

Now add in the secured creditor's lien. Assume that the secured creditor is owed $110 and there are $90 in other
unsecured claims. If under current law the secured creditor can encumber only $90 of assets, there will be a $10
cushion of unencumbered assets — enough to allow the reorganization and provide adequate protection to the secu
creditor. However, if the revision allows the secured creditor to obtain a lien on all assets, then the reorganization
attempt will put the value of the secured creditor's new $100 lien at risk and there will be no free assets that could b
used to provide adequate protection. The secured creditor will not consent to the reorganization attempt because it
now faces a 40% chance of losing $10 (value — $4). That risk is not offset by its 60% chance of receiving its pro rat
10% share of $40 (60% of 10% of $40 = + $2.4).

1. Increase the Secured Creditor's Leverage

This shift in the balance of power represents a sharp reversal of the bankruptcy reorganization policies embodied ir
the 1978 Bankruptcy Code. Current chapter 11 was designed to reduce the control that secured creditors had exer
over the reorganization process under the prior 1.

The chapter 11 process relies upon negotiafi3i:he cram down rules not only ensure an equitable distribution
between various classes of creditors when the negotiation process fails, but they also represent a careful balancing
the leverage that various classes have in the negotiation prié&de Article 9 revision upsets this balance and
violates bankruptcy policy by giving back to secured creditors power that Congress took away from them in 1978.



Article 9 alters the bankruptcy balance of power in a number of ways. At the most basic level, any enhancement in
rights of secured creditors or the reach of their liens will improve their leverage in bankiZfpttys, since the
Article 9 revision generally enhances the rights of secured creditors outside of bankruptcy, it also enhances their rig
in bankruptcy. Beyond this truism, there are a number of specific changes that will hamper the debtor's reorganizati
or increase the leverage of secured creditors. Several of these have been analyzed earlier in this article.

Obviously, the changes that limit the strong arm power will make security interests less susceptible to avoidance in
bankruptcy. As discussed earlier, one bankruptcy implication of this change is that secured creditors will more often
be able to assert valid lien claims and thus capture a larger share of the availab&%ssets.

This change also has practical implications for the reorganization policy. By reducing the risk of lien avoidance,
Article 9 deprives the estate of a powerful negotiating t83In many cases, the threat of lien avoidance gives the
estate and its unsecured creditors the leverage needed to bring the secured creditor to the bargaining table. The Ar
9 revision nullifies this leverage by slipping the secured creditor a few extra aces under the table.

The revision's new proceeds and free assignability rules also thwart the reorganization goal of bankruptcy by giving
the secured creditor control over the value that might be created or preserved by a reorganization. If the courts
recognize the secured creditor's priority claim to the new value that is created post—petition, the secured creditor's
negotiating position will be enhanced immensely.

For example, under current law an under—secured creditor, whose security interest cannot reach the extra value
created by the reorganization, might consent to a plan that creates reorganization value and shares it among all
unsecured creditors. This is because the unsecured portion of its claim will share in that distribution, and the creditc
has no other realistic prospect of recovering its unsecured deficiency claim. If the revision allows the creditor's
pre—petition security interest to automatically capture the extra value created by the reorganization, then that extra
value will go towards satisfying the secured creditor's unsecured deficiency claim. There will be little incentive to
agree to a plan that shares the reorganization value with the other unsecured creditors.

The only leverage the unsecured creditors can use to extract concessions from the secured creditor is to threaten &
"scorched earth" response. Since the creation or preservation of the extra reorganization value requires use of the
special estate—enhancing powers available only under bankrupt&?d#e secured creditor would need to give up
enough of the reorganization value to persuade the unsecured creditors to allow the reorganization to proceed.

This is the opposite of the situation now. In most cases, the debtor need not even negotiate with the secured credit
for its consent to the reorganization. If the unsecured deficiency claim is small in relation to the total unsecured deb
the cram down rules may give the secured creditor no levéfagaen where the creditor's unsecured claim is large
enough to veto a class' acceptance of the plan, the expected pro-rata distribution on the deficiency claim may be
sufficient inducement for it to permit the reorganization.

2. Expand the Scope of Cash Collateral

In addition to changing the dynamic of the chapter 11 negotiation process, the new proceeds and free assignment r
will give the secured creditor greater control over the debtor's post—petition operations. These Article 9 changes are
likely to have a significant impact on cash collateral issues.

Under current law, it is difficult to obtain a security interest in the funds in a deposit account as "original collateral.”
292 However, where proceeds of some other item of collateral are deposited into a deposit account, current Article 9
automatically gives the secured creditor a perfected security interest in those funds as long as they are id&htifiable.
As a result, most cases where the secured creditor can assert a security interest in "cash Wlladralsection

363 of the Bankruptcy Cod®° involve primarily proceeds collateral.

Since the revised Act permits creditors to take security interests in deposit accounts as original ¢8fiateal,
accounts will likely be subject to liens even when the funds in the accounts are not proceeds of some other collater:
This may make it difficult for the debtor to provide adequate protection, which is required as a pre—condition to the



use of cash collateral under section 363 of the Bankruptcy Code.

Currently, if the cash collateral is the proceeds of some other item of the same creditor's collateral, it may be possit
to provide adequate protection by agreeing to use the cash collateral to enhance or maintain the value of the non—c
collateral. For example, rents can be used to operate and maintain the real estate collateral, or the cash proceeds c
inventory can be used to purchase new invenf8fydowever, if the first priority lien on the deposit account is held

by a creditor who does not have other collateral, the debtor may be not be able to use the funds in the account to
operate the business unless it can provide some other form of adequate protection.

This problem will be exacerbated by the new priority rules for deposit accounts. These rules increase the likelihood
that the creditor with the first priority lien in the deposit account will not be the creditor who also holds a lien on the
debtor's inventory or other productive assets.

Under current law, when proceeds are deposited into a bank account, the perfected proceeds lender has priority ov
the depositary bank's right of setdff® Further, since deposit accounts cannot be original collateral under current law,
there will rarely be a competing hon—proceeds creditor with a valid lien on the account.

The revision changes these rules. Under revised Article 9, the depositary bank's rights of set off and recoupment
generally will have priority over the proceeds security intef85Eurther, if a competing creditor has obtained a
security interest in the bank account as original collateral and has perfected by control, its security interest will also
superior to the proceeds security inter&StFinally, even if the proceeds creditor foresees the problem and obtains
and perfects an Article 9 security interest in the account as original collateral, its perfected security interest generall
will be subordinate to an Article 9 security interest held by the depositaryiank.

The alternative to providing adequate protection is to obtain the consent of the secured fdélifoe. new Article

9 rules make it more difficult for debtors to provide adequate protection, then consent will be needed in more cases
cases where the debtor must use the cash collateral in order to continue its business operations, this greatly increa
the secured creditor's leverage by giving it effective veto power over the reorganization effort.

In addition to the new deposit account rules, the changes in the proceeds rule will have two significant effects in the
cash collateral area. First, since the proceeds rule now extends to a wider range of income generated by the origine
collateral, the likelihood that the funds in the debtor's bank account constitute cash collateral will be much greater. F
example, if rental fees, license fees, or stock dividends have been deposited into the debtor's bank account
pre—petition, the funds in the account will now be the cash collateral of the creditor holding a security interest in the
asset that generated those fees. This is a change from current law since those items would not be cash collateral u
current Article 9213 1n addition, all such revenue generated by the debtor's post—petition operations will also be cast
collateral to the extent that the section 552(b) proceeds rule applies.

As a result, the debtor-in—possession will be required to obtain the secured creditor's consent or to provide it with
adequate protection before using those funds in its business operations. Here again the debtor may have difficulty
providing adequate protection. For example, if the secured creditor has a security interest only in a patent held by tt
debtor, the post—petition license revenues would now be proceeds subject to both section 552(b) and the cash
collateral rules. Unless the court chooses to cut off the post—petition security interest under the "equities of the case
doctrine, that security interest would extend to all revenues received post-p&fitRince this cash collateral
evaporates as soon as the debtor uses it to fund post—petition business operations, the debtor must provide adequi
protection for the used up cash. Unless the debtor has significant continuing obligations under the patent license, it:
continued business operations would not be likely to enhance the value of the secured creditor's original collateral -
the patent. Thus, the debtor would need to provide some other means of adequate protection such as a replacemel
lien on some unencumbered asset. If this is not possible, then the secured creditor has veto power over the
reorganization.

3. Opt Out of the Reorganization Through Securitization



Finally, the revision makes it easier for the "secured creditor" to opt out of the bankruptcy process entirely. It does tl
by encouraging asset securitization transactions as an alternative to secured credit where the debtor wishes to use
income producing assets as a source of finan&ifg.

Over the past decade, securitization transactions have become an increasing popular form of obtainingXfifiancing.
From a bankruptcy and credit perspective the major advantage of securitization is that it allows income producing
assets to be isolated from the credit of the business that originated thoséd$zmtexample, if a business

generates valuable accounts, one way to structure the business' financing would be to loan against the accounts ar
obtain a traditional Article 9 security interest in those accounts. However, the lender would have to be concerned th
many of its rights altered if the business filed bankruptcy.

Securitization is an alternative that reduces the bankruptcy risk. In a securitization transaction, a new "bankruptcy
remote" entity called a "special purpose vehicle" ("SPV") is cre&t&dihe business (the "originator") transfers the
accounts to the SPV in a "true sale" transaction. The SPV issues securities backed by the value of the transferred
accounts. The funds generated from the sale of those securities is used by the SPV to pay the originator for the
purchased accounts. Finally, the investors in the SPV are paid from the income generated by the collection of the
transferred accounts.

By separating the assets from the originator, securitization allows the financing to be based on the quality of the ass
and not on the originator's cred#® Further, since the accounts were sold by the originator, they are no longer
property of the originator and the originator's bankruptcy has little or not impact on the financing trarf&ction.
Finally, if the SPV is properly constituted, it has no reason, and possibly no ability, to file bankruptciitself.

The problem under current law is that the legal framework for securitization is based primarily on common law
principles that frequently are uncertain and that may impose cumbersome and impractical requirements. By bringin
most securitization transactions within Article 9, these common law rules are replaced by a clear set of legal standa
that are designed to encourage and protect securitization trans&éfions.

Although the scope of current Article 9 generally is limited to security interests, two classes of sales are covered by
current law. Certain true sales of "accounts" and "chattel paper" are governed by Atfith@.reason for this is

that account and chattel paper financing was often accomplished by selling the accounts at a discount and it was
difficult to distinguish between sales and financing transactféh$hus, all such transactions were brought within
Article 9 to avoid the difficulty of drawing such distinctions. In addition, subjecting sales of such assets to the Article
9 filing rules made the filing system more useful as a method for lenders to determine the existence and priority of
competing interests in these intangibf&s.

These provisions were not designed to facilitate asset securitization transactions. Those transactions did not becon
common until much late£2® Ironically, while the initial reason for including sales of accounts in Article 9 was the
difficulty of distinguishing between financing transactions and true sales, asset securitization turns this idea on its
head. Asset securitization is an elaborate process that allows a true sale to be a financing transaction. Thus, the
decision in the 1960's to include true sales of accounts and chattel paper, because they could not easily be
distinguished from financing transactions, caused Article 9 to apply to the financing transactions of the 1990's,
because they were true sales. However, the growth of asset securitization was both assisted and hindered by the
Article 9 provisions.

While this provision would appear to bring account and chattel paper securitization transactions within the current
Article 9 framework, it had the opposite effect in the Tenth Circuit. In the much criticized case of Octagon Gas
Systems v. Rimmé‘EZ the Court reasoned that Article 9's treatment of such sales as "secured transactions" meant th
the buyer obtained only a security interest. Under this view, accounts and chattel paper could not be "sold," making
securitization of such assets difficult or impossible. Revised section 9-318(a) is designed to overrule Octagon by
providing that a debtor who has sold an income producing asset does not retain a legal or equitable interest in the
collateral sold22



With the Octagon problem solved, revised Article 9 provides the legal framework for securitization merely by
expanding the classes of sales covered by the Act. This expansion is accomplished in two ways. First, the definitior
of "accounts" and "chattel paper" are expanded to include a broader array of@sSetmnd, the revision adds sales

of "payment intangibles" and "promissory notes" to the scope of Artiéf8 9.

Although the definition of "accounts" under current law is limited to certain payment rights for goods sold or leased ¢
for services rendered, the revised Act greatly expands the accounts definition to include, inter alia, rights to paymer
for providing energy, lease payments for property other than goods, license fees, health—care—insurance receivable
credit or charge card receivables, and lottery winnitij&his is a major expansion of the types of income producing
assets that can be subject to an Article 9 securitization transaction. In addition, the "chattel paper" definition has be
expanded to include a new non-tangible category of chattel paper called "electronic chattet¥3aper."

Two new classes of assets have been added to the types of sales that are subject to Article 9. They are "promissor
notes" and "payment intangible&3 The term "payment intangible" is broadly defined as a "general intangible under
which the account debtor's principal obligation is a monetary obligafi§iThis term would cover loan

participations and may be broad enough to cover virtually any financial asset not already covered by the terms
account, chattel paper, and promissory riifeThus, the expansion of Article 9 to cover sales of accounts, chattel
paper, pr403rpissory notes, and payment intangibles will bring most financial asset securitization transactions within
Article 9.22

The principal effect of bringing securitization transactions within the scope of Article 9 is that the Article 9 perfection
and priority rules will determine whether the SPV has priority over other creditors of the originator, other transferees
of the assets, and the originator's trustee in bankruptcy. As discussed earlier in this article, the new rules for filing
financing statements should make it simple to properly perfect a securitization transaction K fMtjle

perfection by filing will be the primary means of perfection in securitization transactions, special rules will apply to
certain types of transactions.

With two exceptions, the rules for perfecting an Article 9 covered sale are the same as those for a traditional securit

interest**® The exceptions are that both a sale of a payment intangible and a sale of a promissory note are perfecte

automatically 23 without the need for filing a financing statement or taking possession of the instrifith&hese
exceptions will protect securitizations in those assets from bankruptcy attack even if the SPV fails to take any actior

to perfect its interesf?!

If the revisions to Article 9 make asset securitization the preferred method of using income producing assets to obte
financing, it will become impossible to reorganize many debtors. Asset securitization removes the income producing
assets from the estate pre—petition. Thus, the debtor has no property interest in the assets at the time of filing and t
do not become property of the estdf8Neither is the asset, nor the income produced by it, available to finance
post—petition operations or to fund the reorganization effort. Thus, instead of facing the difficulty of providing
adequate protection in order to use cash collateral, the debtor will instead face the far more difficult problem of havi
no cash collateral at all.

Further, the structure of the asset securitization transaction may make it impossible to obtain consent to use the
revenues generated by the income producing assets. First, the structure of the asset securitization transaction — se
the assets to an entity created for the sole purpose of holding it, and then issuing public securities backed by the
income stream —— may mean that there is no party who could consent. However, even if there was a party in a posi
to consent, there would be no incentive to do so. Asset securitization is based on the concept of separating the intri
value of the income—producing asset from the financial fortunes of its originator. Thus, the success or failure of the
originator is likely to be of no consequence to the parties who financed the securitization transaction.

The devastating impact asset securitization could have upon the ability of debtors to reorganize may alone be
sufficient to label it an anti—-bankruptcy practice. The Bankruptcy Code embodies a federal policy of encouraging
reorganization for the benefit of the debtor, its creditors, its employees, and the broader community. State law rules
that make reorganization impossible should not be entitled to deference in bankruptcy proc¥2dings.



However, the anti-bankruptcy nature of asset securitization is more significant than its effects alone. Asset
securitization at its core is an anti-bankruptcy practice. From the financing persfétihis,a device which is

designed for, and has as its principal feature, the nullification of bankruptcy. As Schwarcz states, "Securitization, thi
creates genuine costs reductions. By eliminating the risk of bankruptcy to investors, many different types of
companies can better utilize their most valuable asset, their receivables, by accessing low cost capital market fundi
45 The extreme efforts engaged in to insure that the special purpose vehicle is bankruptcy remote demon&fate tha

Asset securitization is a bankruptcy opt out strategy designed to allow the financier to avoid the effects of the
originator's bankruptcy2’ Opt out strategies are fundamentally inconsistent with the collective nature of the
bankruptcy process. The Bankruptcy Code nullifies other opt out strategies through rules such as the preference pc
448 and its override of ipso facto clauses in executory contracts and B33é= asset securitization provisions of

revised Article 9 are inconsistent with bankruptcy policy.

While the asset securitization process also helps protect against other credit risks associated with the originator, the
could be addressed just as easily outside of bankruptcy with a properly structured security interest. Outside of
bankruptcy, the secured creditor's legal rigfito enforce its security interest in an income producing assets is not
impaired by the credit risks associated with the originator. It is only when the originator files bankruptcy that the
secured creditors rights are modified. They are modified by the automatic stay and the cash collateral rules becaus
bankruptcy policy requires that the rights of secured creditors modified for the greater good of all the debtor's
constituents.

Asset securitization results in lower financing costs for deliitirkt.does so because the structure of asset
securitization eliminates the bankruptcy rigk.It insulates the financier from the possibility that it may be forced to
defer the enforcement of its rights so that the originator's reorganization value can be preserved for the benefit of th
unsecured creditors. Thus, the financing cost savings the debtor realizes from asset securitization represents more
the mere involuntary transfer of the insolvency shares of its unsecured creditors, it represents a waiver of their
bankruptcy reorganization right€>

Conclusion

The bankruptcy-related revisions to Article 9 have both the purpose and effect of changing bankruptcy outcomes.
They will neutralize important bankruptcy avoiding powers and will convert other estate—enhancing powers into tool
to increase the recovery of secured creditors. The revision reallocates reorganization value from unsecured creditol
secured creditors and gives secured creditors greater control over the reorganization process. It does all of this witt
a firm basis of theoretical or empirical support.

The Atrticle 9 revisions are bankruptcy amendments disguised as state law reforms. They exceed the proper scope
state uniform law revision and violate bankruptcy policy. Revised Article 9 is an anti—-bankruptcy act.
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Colum. L. Rev. 1565, 1646-50 (1991) (subordinating both secured and other unsecured claims to tort claims). Bacl
To Text

1 See Steven L. Harris & Charles W. Mooney, Jr., Measuring the Social Costs and Benefits and Identifying the
Victims of Subordinating Security Interests in Bankruptcy, 82 Cornell L. Rev. 1349, 1349 (1997) [hereinafter Harris
& Mooney, Measuring the Social Costs]. Back To Text

2 See generally Richard A. Posner, Economic Analysis of the Law 13-14 (4th ed. 1992); see also Schwartz, Secur
Interests, supra note 27, at 2 n.7 (applying these concepts to secured credit). Back To Text

3 Professors Harris and Mooney apparently do not agree. Although they argue that secured credit bestows some
benefits to unsecured creditors, they support expansion of secured credit on Kaldor-Hicks efficiency grounds. See

Harris & Mooney. A Property—Based Theory of Security Interests, supra note 17, at 2034. Back To Text

44 See Robert E. Scott, The Truth About Secured Financing. 82 Cornell L. Rev. 1436, 1462 (1997); see also,
Schwartz, Security Interests, supra note 27, at 30—-36. Back To Text

> See Warren. supra note 31. at 1377. "[T]he ultimate normative question about preference for one group over ano
in the distribution of limited assets is beyond the expertise these tools provide." Id. Back To Text

46 See, e.g., Bebchuk & Fried, Further Thoughts, supra note 32, at 1299. A variant of the consent argument is base
the Article 9 filing system. This argument implies consent because the unsecured creditors entered into their loans
with (constructive) notice of the secured claim. See id. at 1287. Back To Text

4" See id. at 1288. Back To Text

48 of course, an alternative would be to require actual consent. In theory, the two choices are the same, although in
practice the transaction costs of obtaining consent might prove prohijbitive. Back To Text

9 See, e.g., Thomas H. Jackson & Anthony T. Kronman, Secured Financing and Priority Among Creditors, 88 Yale
L. Rev. 1143, 1158 (1979) ("[T]he economic utility of secured credit rests upon the assumption that total monitoring
costs can sometimes be reduced by giving certain creditors a priority over others.");_see also Scott, supra note 43, :
1449 (secured credit helps reduce "agency costs"). For example, the equity holders in a debtor on the brink of
insolvency would have little to lose and much to gain by betting the assets on a coin flip because they would captur
most of the benefit of a win but bear almost none of the cost of a loss. As a result their incentives might cause them
make inefficient investment choices for the firm. The existence of a security interest in the assets might deprive thel
of the ability to make the bet. This problem is also addressed by the recent line of corporate law decisions imposing
corporate directors a fiduciary duty to creditors when the corporation is operating in the vicinity of insolvency. See,
e.g., Credit Lyonnais Bank v. Pathe Communications, No. 12150, 1991 LEXIS 215 (Del. Ch. Dec. 30, 1991). See

generally Andrew D. Shaffer. Corporate Fiduciary——Insolvent: The Fiduciary Relationship Your Corporate Law
Professor (Should Have) Warned You About, 8 Am. Bankr. Inst. L. Rev. 479 (2000). Back To Text

°0 See supra text accompanying notes 21-22. Back To Text

°1 professors Harris and Mooney are strong advocates of this view. See Harris & Mooney, Measuring the Social
Costs, supra note 40, at 1350, 1360-61; see also Steven L. Schwarcz, The Easy Case for the Priority of Secured
Claims in Bankruptcy, 47 Duke L.J. 425, 426 (1997). But this rationale requires one to assume that some creditors
will irrationally refuse to loan on an unsecured basis even with a higher interest rate that fully compensates them fo
the extra risk. See Kenneth N. Klee, Barbarians at the Trough: Riposte in Defense of the Warren Carve—-0Out Propo

82 Cornell L. Rev. 1466, 1329-30 (1997); see_also Schwartz, Security Interests, supra note 27, at 7 n.23. Back To
Text

°2 See Scott. supra note 43. at 1446. Back To Text


http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=91+Colum.+L.+Rev.+1565
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=82+Cornell+L.+Rev.+1349
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=10+J.+Legal+Stud.+2
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=10+J.+Legal+Stud.+2
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=91+Colum.+L.+Rev.+2034
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=82+Cornell+L.+Rev.+1436
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=10+J.+Legal+Stud.+30
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=82+Cornell+L.+Rev.+1377
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=82+Cornell+L.+Rev.+1436
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=82+Cornell+L.+Rev.+1449
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=82+Cornell+L.+Rev.+1449
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=8+Am.+Bankr.+Inst.+L.+Rev.+479
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=8+Am.+Bankr.+Inst.+L.+Rev.+479
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=8+Am.+Bankr.+Inst.+L.+Rev.+479
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=47+Duke+L.J.+425
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=82+Cornell+L.+Rev.+1466
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=82+Cornell+L.+Rev.+1466
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=10+J.+Legal+Stud.+7
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=82+Cornell+L.+Rev.+1446

>3 See UCC § 1-201(44)(b) ("[A] person gives ‘value' for rights if he acquires them . . . (b) as security for...a
pre—existing claim."); UCC § 9-203(b)(1) (requiring that "value" be given in order for security interest to attach).
Back To Text

>4 See former UCC § 9-204(1): UCC § 9-204(a). The effectiveness of such clauses is not limited to situations wher
the fluid nature of the collateral may make the clause essential to the utility of the security interest. For example,
inventory presents a type of collateral where the security interest must apply to a constantly shifting mass of fungibl
items. The after—acquired property clause makes it possible to use inventory as collateral by taking a security intere
in the shifting mass, without having to account for the fact that specific items of inventory are being sold and replace
by new items of inventory. Back To Text

%> See Schwartz. Security Interests, supra note 27. at 31-33. Back To Text
%6 See generally Bebchuk & Fried. Further Thoughts. supra note 34. Back To Text

" See Schwartz. Security Interests. supra note 27. at 30-33. Back To Text

%8 Dean Scott states, "Thus, the normative bite of any claims grounded in distributional fairness turns largely on the
perceived inadequacy of the Article 9 filing system to alert unsophisticated debtors [sic] to the risks of subordination
Scott. supra note 43, at 1439. Back To Text

*9 See Bebchuk & Fried. Further Thoughts. supra note 34. at 1294, Back To Text

®0 See Warren. supra note 31. at 1373, 1376, 1379. "The justifications for contractual priority remain, at best dispute
and at worst, thoroughly debunked." Id. at 1376. Back To Text

®1 professor Warren stated, "[T]he lack of theoretical consensus for full priority has become prominently exposed, tt
absence of empirical data has obviated the ability to make any concrete evaluation of the costs and benefits of sect
credit, and the headlong push to enlarge on every scintilla of priority for secured creditors has intensified." Warren,
supra note 31, at 1374. Back To Text

%2 Dean Robert Scott described the current environment as follows:

Put simply, we still do not have a theory of finance that explains why firms sometimes (but not always) issue secure
debt rather than unsecured debt or equity. Moreover (and perhaps because of the lack of any plausible general the
we lack any persuasive empirical data to predict whether, in any particular case, a later security—financed project w
generate sufficient return to offset any reduction in the value (i.e., the bankruptcy share) of prior unsecured claims.

Scott, supra note 43, at 1436. Back To Text

®3 professors Harris and Mooney acknowledge the “indeterminacy of the social welfare claims made in the security
interest debate," but argue both that the law reform process cannot await the development of a consensus and that
adoption of the revision shows that it has wide support. See Steven L. Harris & Charles W. Mooney, Jr., Revised
Article 9 Meets the Bankruptcy Code: Policy and Impact, 9 Am. Bankr. Inst. L. Rev. 85, 111 (2001) [hereinafter
Harris & Mooney, Policy & Impact]. Neither response is sufficient. They point to no crisis in the world of finance that
makes an urgent reform more important than a correct reform. And, their support argument puts the cart before the
horse. The somewhat lukewarm support of the state legislatures is not proof that the reforms are based on solid
theoretical ground. Instead that support exists, at least in part, because the revision has the blessing of the uniform
laws process and the legislators assume that it is theoretically sound. A final defense, implicit in their stated
assumption that some form of Article 9 will continue to exist, may be an adequate reply to a call to eliminate secure
credit, but it gives no support for a project that enhances the rights of secured creditors.

Professors Harris and Mooney state, "The train may have left the station, but we hope that scholars will keep it in th
sights as it moves along on its journey." Id. Train tracks require a firm foundation. For an observer from the heights
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the ivory tower, the question whether the engineer chose the right track is merely academic. The view is much
different for the unsecured creditors riding inside. Back To Text

%4 nArticle 9 embraces the goal of facilitating the extension of secured credit." Steven L. Harris & Charles W.

Mooney, Jr., How Successful Was the Revision of UCC Article 9?: Reflections of the Reporters, 74 Chi.—Kent L.

Rev. 1357, 1359 (1999); see also Harris & Mooney, Policy & Impact, supra note 62, at 108 (outlining ways in which
the revision will facilitate the extension of secured credit). "[W]e take as our 'first principle’ that Uniform Commercial

Code Atrticle 9 should facilitate the creation of security interests. Stated otherwise, we think the transfer of an effecti
security interest ought to be as easy, inexpensive, and reliable as possible." Harris & Mooney. A Property—Based

Theory of Security Interests, supra note 17, at 2021. Back To Text

®> See Corinne Cooper, The Madonnas Play Tug of War with the Whores or Who is Saving the UCC?. 26 Loy. L.A.
L. Rev. 563 (1993). Back To Text

® Where only one interest group is represented, it is likely to have more influence in the private legislative arena the

in a state legislature. See Alan Schwartz & Robert E. Scott, The Political Economy of Private Leqislatures, 143 U. F
L. Rev. 595, 630-33 (1995) [hereinafter Schwartz & Scott, The Political Economy]. Back To Text

®7 As Professor Woodward states, "Even if there were compelling empirical data or an otherwise strong general
consensus that limiting secured credit was sound policy, it seems that such a policy could not be implemented throt
the Article 9 reform process."” Woodward, supra note 13, at 1514-15; see also, Kathleen Patchel, Interest Group
Politics, Federalism, & the Uniform Law Process: Some Lessons from the Uniform Commercial Code, 78 Minn. L.

Rev. 83, 98-101 (1993). Back To Text

%8 For a brief review of the politics behind the process, see Marion W. Benfield, Jr., Consumer Provisions in Revisec

Article 9, 74 Chi.—Kent L. Rev. 1255, 1255-59 (1999). Back To Text

%9 A candid acknowledgement of this limitation is contained in the Consumer Issues Subcommittee report:

[T]he drafting participants must recognize that the question of coverage of consumer issues in Article 9 involves nof
only a judgment as to the best substantive rule, but also a judgment regarding whether there is sufficient consensu
the appropriate substantive rule outside the Conference [the National Conference of Commissioners on Uniform St
Laws] and the American Law Institute (ALI) that a decision made by the Conference and the ALI would be
acceptable. Therefore, provisions which the sponsoring organizations believe substantively desirable might
nevertheless not be included in Article 9 because of enactability concerns.

Report of the Consumer Issues Subcommittee of the UCC Article 9 Drafting Committee (issued May 29, 1996),
reprinted in_Benfield. supra note 67, at 1256. Back To Text

Yycc § 9-626(b). Back To Text

I Large groups with diverse interests are less likely to organize into effective interest groups than smaller groups w
strong shared interests. See Patchel. supra note 66, at 127-32. Back To Text

2 As is true with revised Article 9, the interest group dynamic causes new regulation to redistribute wealth from
relatively diffuse groups with limited shared interests to more organized groups with strong shared interests. See

Patchel, supra note 66. at 128. Back To Text

3 Dean Scott asserts that "private legislatures" like ALI and NCCUSL are poorly suited for evaluating the efficiency
arguments involving secured credit and may be more susceptible to interest group influence than ordinary legislatul
Scott, supra note 43, at 1463. "[T]here is strong evidence that a dominant group has influenced the [Article 9]

process." Id.; see also, Schwartz & Scott, The Political Economy, supra note 65, at 397 (bright line rules indicate
interest group dominance). Back To Text
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4 See generally Harris & Mooney. A Property-Based Theory of Security Interests. supra note 17. Back To Text

> Woodward, supra note 13. at 1515. The writings of Professors Harris and Mooney make clear that did occur in th

Article 9 drafting process. See, e.g., Harris & Mooney, A Property—Based Theory of Security Interests, supra note 1
at 2097. Back To Text

®*The dominant enterprise is to make the system of secured credit as sleek and usable as the reformers can make
Woodward, supra note 13, at 1525. As Professor Woodward states, "[O]ne senses in the current reform process a
comparable enterprise aimed at overriding or rendering moot judicial decisions that have tended to limit secured
credit."_Id. at 1521. Back To Text

" See id. at 1528-29. Back To Text
8 See infra text accompanying notes 182-225. Back To Text

9 See Scott. supra note 43. at 1463 (concerns about the secured credit's regressive redistribution are influenced la
by the degree to which the Article 9 filing system informs unsophisticated creditors of these risk). Back To Text

80 At least one theorist takes the view that information imperfections in the market for credit provide the most
plausible explanation for a firm's use of secured credit. See George G. Triantis, Secured Debt Under Conditions of

Imperfect Information, 21 J. Legal Stud. 225 (1992). Back To Text

81 On the other hand, if revised Article 9 causes most unsecured creditors to react to the lack of information by
assuming that all assets are encumbered and to raise their charges accordingly, the net effect of the revision may k
increase overall borrowing costs since debtors will be charged an extra risk premium whether or not they have any
secured debt. See Alan Schwartz, Priority Contracts and Priqrity in Bankruptcy, 82 Cornell L. Rev. 1396, 1416-17
(1997) [hereinafter Schwartz, Priority Contracts] (uninformed creditors will charge every borrower the higher secure
rate); see also Scott, supra note 43, at 1443 (suppliers and trade creditors may charge an average risk premium ra
than adjust for each transaction). Since the debtor will be burdened with this extra interest cost in any event, revisel
Article 9 may force the debtor to seek secured financing in cases where it would not otherwise be efficient. See

Schwartz, Security Interests, supra note 27, at 31-33. Back To Text

82 Although involved in the decision to reject Ratner in the 1962 version of Article 9, Gilmore later argued that its
substance should have been retained. See Gilmore, The Good Faith Purchase Idea, supra note 21, at 625. Back T
Text

83 See infra text accompanying notes 285-313. Back To Text

84 See infra text accompanying notes 237-257. Back To Text

8 See infra text accompanying notes 210-219. Back To Text

8 |n cases where these types of assets truly are important items of collateral that may induce additional lending (lik
radio station license or a certificate of deposit), it generally is possible to obtain a lien on them under current law.
Unlike the simple methods of creating and perfecting a security interest in these types of collateral under revised
Article 9, the current methods are rather cumbersome. However, that may help insure that they are used as collater

only in those cases where their use adds to the debtor's liquidity. Back To Text

87 See infra text accompanying notes 285-313. Back To Text

8 See Butner v. United States. 40 U.S. 48, 55 (1971). Back To Text

8 Harris & Mooney. Policy & Impact. supra note 62. at 87 (emphasis added). Back To Text
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168 Acknowledging the obvious, Harris and Mooney state, "A principal motivation for taking security is the desire to
increase the likelihood of payout in the event of bankruptcy." Harris & Mooney, A Property—Based Theory of
Security Interests, supra note 17, at 2067. Even in 1965, Gilmore recognized that "the debtor's bankruptcy is the
principal risk against which a creditor seeks to insure by taking a security interest in the debtor's property.” 1 Gilmotr

supranote 7, 8§ 13.7, at 435. Back To Text

189 ronically, although the revision creates a bifurcated perfection system that allows lien creditors to be defeated
under circumstances where the notice is deemed inadequate to establish priority over competing secured creditors,
reverts back to the unitary model of perfection when dealing with foreign secured credit regimes. Since the debtor's
location determines which jurisdiction's laws govern perfection, see UCC § 9-301(1), it is possible that the relevant
jurisdiction might be a non—-United States jurisdiction. In such cases the question of whether the foreign law govern:
perfection turns on the nature of the foreign law. The test used by the revision defines perfection with reference to t
rights of lien creditors. Section 9-307(c) provides that the local law of the jurisdiction where the debtor is located
governs only if the debtor:

is located in a jurisdiction whose law generally requires information concerning the existence of a nonpossessory
security interest to be made generally available in a filing, recording, or registration system as a condition or result ¢
the security interest's obtaining priority over the rights of a lien creditor with respect to the collateral . . ."

UCC § 9-307(c). Thus, at some level the drafters of the revision, like 8 544(a)(1) of the Bankruptcy Code and drafte
of the earlier versions of Article 9, recognize that the lien creditor test should be synonymous with perfection. Back
To Text

170 5ee former UCC § 9-115(5). Back To Text
171 See UCC §§ 9-312(a). 9-314(a). Back To Text

172 5ee UCC § 9-328(7). Section 9-331 makes clear that filing does not give priority over protected purchasers of
securities. Back To Text

7 See UCC § 9-328(1). Back To Text

17 See UCC § 9-238(1). Back To Text

17> See former UCC § 9-304(1). Back To Text

' See UCC 8§ 9-312(a). 9-313(a). Back To Text

171t does, however, provide some protection against parties other than trustees and lien creditors. See Harris &
Mooney, Policy & Impact, supra note 62, at 95-96. Back To Text

178 See UCC § 9-330(d). Note that although the section speaks of an instrument "purchaser's” priority, the term
"purchaser" is broadly defined and would include a secured creditor, although it would not include a lien creditor or

trustee in bankruptcy. See UCC § 1-201(32)-(33). Back To Text

179 "payment intangible™ means a general intangible under which the account debtor's principal obligation is a
monetary obligation. UCC § 9-102(61); see also G. Ray Warner, Asset Securitization Under Revised Art. 9, Am.
Bankr. Inst. J., September 2000, at 16. See generally Lois R. Lupica, Revised Article 9. Securitization Transactions

and the Bankruptcy Dynamic, 9 Am. Bankr. Inst. L. Rev. 287 (2001). Back To Text
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180 5ee §§ 9-309(3)-(4), 9-310(b)(2). Back To Text

181 See UCC § 9-330(d). Back To Text

182 5ee generally C. Scott Pryor. How Revised Article 9 Will Turn the Trustee's Strong—arm Into a Weak Finger: A
Potpourri of Cases, 9 Am. Bankr. Inst. L. Rev. 229 (2001). Back To Text

18 gee G. Ray Warner, Documenting a Transaction under Revised Article 9, Am. Bankr. Inst. J., April 2000, at 20.
See generally Terry M. Anderson, Marianne B. Culhane, Catherine Lee Wilson, Attachment and Perfection of
Security Interests Under Revised Article 9: A "Nuts and Bolts" Primer, 9 Am. Bankr. Inst. L. Rev. 179 (2001). Back
To Text

1% See UCC § 9-502(a). Back To Text

1% See UCC § 9-516(h). Back To Text

1% See UCC § 9-520(c). Back To Text

%7 See UCC § 9-520(a). Back To Text

%% See UCC 88 9-520(c), 9-338. Back To Text

%9 See UCC § 9-516(h). Back To Text

%9 See UCC § 9-502(a). Back To Text

%1 See UCC § 9-506(a). Back To Text

192 ycc § 9-506 cmt. 2. Note that the § 9-506(a) safe harbor appears to require both that the error or omission be
“minor" and not "seriously misleading." Although the comment suggests that name errors or omissions will not be
seriously misleading, if the use of the term "minor" error or omission has any significance independent of the

seriously misleading test, then it is possible the failure to list a secured party or a major error in the name might ren
the financing statement ineffective. Back To Text

193 5ee UCC § 9-503(a)(1). Back To Text
194 5ee UCC § 9-506(c). Back To Text
199 5ee UCC § 9-503(c). Back To Text

196 See Harris & Mooney. Policy & Impact. supra note 62, at 105. That is not to say that the changes were designed
aid trustees or lien creditors. More likely, these changes were made so that a later secured creditor who searches t
records can be confident that its priority will not be defeated by an earlier secured creditor who's financing statemer
was not disclosed by the search. Back To Text

197 5ee UCC § 9-108(h). Back To Text

198 See UCC § 9-504(2). The "all assets" description is not sufficient for the security agreement. UCC § 9-108(c).
Back To Text

199 The debtor must authorize the filing in an authenticated record. UCC § 9-509(a)(1). While the debtor's
authentication of the security agreement ipso facto constitutes authorization to file a financing statement covering tt
collateral described in the security agreement, see UCC § 9-509(b)(1)-(2), a specific authorization would be requir
in order to file an "all assets" financing statement where the security interest was more_limited. Back To Text
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200 5ee UCC § 9-502(a). Back To Text
20l See UCC § 9-338(1)—(2). Back To Text

202ycc § 1-201(44)(a)-(h). Back To Text
203 5ee also UCC § 9-203(b)(1) (security interest does not attach until "value" is_given). Back To Text

204 Contrast the UCC § 1-201(44) definition of "value" with the Bankruptcy Code's definition of "new value" in 11
U.S.C. §547(a)(2). Back To Text

205 Had this right been extended to lien creditors it may not have passed to the trustee in bankruptcy under § 544(a)
Although 8 544(a)(1) does specify that the hypothetical lien creditor status includes lack of notice, it does not
expressly include any reasonable reliance element. Back To Text

206 Eor example, searching by, or eliminating “false positives" on the basis of, a unique state organizational
identification number would appear to be an efficient method or checking the public record. However, is it reasonab
to rely upon the organizational number alone to eliminate financing statements when a review of the actual financin
statement would have disclosed the debtor's correct name, correct address, etc.? Leaving that question for
case—by-case determination by a judge or jury hardly adds certainty to the filing system. Back To Text

207 The 1962 version of Article 9 subordinated unperfected security interests to "a person who becomes a lien credi
without knowledge of the security interest and before it is perfected." UCC § 9-301(1)(b) (1962) (amended 1972)
(emphasis added). That language was eliminated in the 1972 revision. Cf_former UCC § 9-301(1)(b). Back To Tex

208 Compare UCC § 9-521(a), box 2d with UCC § 9-521(a), box 2g: see UCC § 9-516, cmt 3. It is likely that some
filers may not catch this distinction and will insert the taxpayer identification number in the organizational
identification number box. Inexplicably, the revision does not permit the filing officer to reject a financing statement
with an obviously incorrect identification number. As explained in official comments:

Neither this section nor Section 9-520 requires or authorizes the filing office to determine, or even consider, the
accuracy of information provided in a record. For example, the State A filing office may not reject under subsection
(b)(5)(C) an initial financing statement indicating that the debtor is a State A corporation and providing a three—digit
organizational identification number, even if all State A organizational identification numbers contain at least five
digits and two letters.

UCC § 9-516 cmt. 3. Thus, the rules virtually insure that erroneous financing statements will appear in the public
records. Back To Text

209 5ee UCC § 9-521(a), box 2d. This creates an extremely dangerous third class of information —— information tha
called for on the form, but that is neither essential nor required and upon which no one can rely. Back To Text

?195ee former UCC § 9-402(1), (8). Back To Text
11 See former UCC § 9-103(1), (3). Back To Text
212 5ee former UCC § 9-103(3)(d). Back To Text
213 5ee former UCC § 9-401(1). Back To Text

214 5ee former UCC § 9-401 cmt,_1. Back To Text

213f the collateral or debtor changes its location to a new state, it is necessary to file a financing statement in the ne
state in order to maintain perfection. See former UCC § 9-103(1)(d), (3)(e). Back To Text
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18 see G. Ray Warner, New Filing Rules Follow the Debtor, Am. Bankr. Inst. J., March 2000, at 16. See generally
Anderson et al.. supra note 182, at 212. Back To Text

21" See UCC § 9-301(1). Fixture filings, and filings for "as extracted" collateral and timber to be cut must be filed in
the state where the related real estate is located. See 88 9-301(3)(A)—(B), (4). In addition, special rules apply to
agricultural liens. See § 9-302. Back To Text

218 See § 9-307(e). Back To Text

219 problems may remain for individual debtors and debtors that are not registered organizations. The current law's
"place of business/chief executive office" rule continues to apply to non-registered organizations, such as general
partnerships. See 8§ 9-307(b)(2)-(3). And, an individual is located as his or her principal residence. See § 9-307(b)
Back To Text

220 5ee § 9-501(a)(2). Fixture filings, and filings for "as extracted" collateral and timber to be cut must be filed in the
office where a mortgage on the related real estate would be filed. See § 9-501(a)(1). Special rules apply if the debt
is a transmitting utility. See § 9-501. Back To Text

221 My quoted comments from a newspaper interview are not inconsistent with my view here. See Harris & Mooney,
Policy & Impact, supra note 62, at 92 n.39, 102 n.94. | do believe that the complexity of the revision will make the
code less user—friendly for the casual practitioner and thereby increase the possibility of error in general. However,
rules discussed here greatly reduce the possibility of one class of errors —— those that can be used by a bankruptcy
trustee. Back To Text

222 Generally, a change in the legal rules that reduces the risk of errors is a positive development. Professors Harris
and Mooney make this point rather forcefully. See Harris & Mooney, Policy & Impact, supra note 62. at 99-101.
However, if as Professors Bebchuk and Fried suggest, the strong arm power serves a useful carve out function by
taking advantage of those errors, a reduction in the incidence of such errors may require adoption of a more formal
bankruptcy carve out mechanism. See Bebchuk & Fried, Further Thoughts, supra note 32, at 1292. Back To Text

22 The new rules might not prove substantially more inconvenient. Professor LoPucki's research indicates that mos
small business are incorporated in the state where their principal assets are located. Lynn M. LoPucki, The Article ¢
Filing System: Why the Debtor's State of Incorporation Should be the Proper Place for Article 9 Filing: A Systems

Analysis, 79 Minn. L. Rev. 577, 607-08 (1995). Back To Text

224 This may be particularly true with respect to debtors organized under the laws of a non-United States jurisdictior
Under the revision, a filing in a foreign country may suffice to perfect a security interest in tangible collateral located
in the_United States. See UCC § 9—-307(c). This turns on the nature of the foreign country's lien recordation laws. S
id. Back To Text

22> some of these points could be made about the current system which gives in many cases gives only "inquiry
notice." The revision, however, takes this concept to a new_level. Back To Text

226 gince the "all assets" designation will also be sufficient, even when the security interest is far more limited,
creditors may routinely list "all assets"” in order to avoid the risk of a defective financing statement. Will debtors
permit this, since later secured creditors may be unwilling to extend credit to a debtor with such financing statement
on file? That problem could be addressed by including a subordination provision in the security agreement. See UC
§ 9-339. Back To Text

22" The filing system should address the information needs of all parties who will be bound by the security interest.
See LoPucki, The Unsecured Creditor's Bargain, supra note 39, at 1952-54, 1965. Back To Text

228 This exacerbates the information deficiencies of current law. The current system does not permit an accurate
determination of the extent of a firm's secured debt since the filing system provides little information. See Douglas (
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Baird, Notice Filing and the Problem of Ostensible Ownership. 12 J. Legal Stud. 53. 54-55 (1983) [hereinafter Bairc
Notice Filing]. Back To Text

2291 their discussion supporting the view that bankruptcy law should reflect non—bankruptcy entitlements, Professc
Harris and Mooney concede that the trustee's status as a bona fide purchaser of real property and the power to avc
unperfected real estate interests "is best viewed as an anti—secret lien policy that is more exacting than state law."
Harris & Mooney, Policy & Impact, supra note 62, at 94 n.48. They cite Professor Jackson's explanation that this
aspect of the strong arm power "principally addressed the evil of property interests with ostensible ownership
problems that remained despite available curative measures under nonbankruptcy law." Id. (quoting Thomas H.
Jackson, The Logic and Limits of Bankruptcy Law, 76 & n.13 (1986)). The Article 9 revision's approach to the notice
rights of unsecured creditors brings the revision within the bankruptcy policy that permits the override of state law
entitlements. Back To Text

230 The revision embodies the view that the filing system is for the benefit of secured creditors and buyers. See Hari
& Mooney, A Property—Based Theory of Security Interests, supra note 17, at 2058. Back To Text

231 Although the notice provided by the current filing system may not be meaningful, at least the rules were designe
originally to provide notice. As Gilmore explains, although filing was introduced as a mere alternative — and a less
desirable alternative — to the notice provided by possession, filing became viewed "as an effective method of giving
debtor's creditors notice of encumbrances.” 1 Gilmore. supra note 7, 8§ 15.1, at 462-63. The centralized filing adopt
by Article 9 was viewed as increasing the likelihood that the unsecured creditors would search for liens and obtain
actual notice. See_id. at 465. Back To Text

232\Why not drop the fiction and push the evolution of the filing system to its logical endpoint? Article 9 could provide
for the automatic perfection of all security interests against lien creditors and leave them out of the filing system
entirely. Accord James J. White, Revising Article 9 to Reduce Wasteful Litigation, 26 Loy. L.A. L. Rev. 823, 823-26
(1993). This would be a more theoretically pure approach that would obviate the need for the revision's Byzantine
notice rules. However, such an approach would make the anti—-bankruptcy nature of the Article 9 revision clear to al
It would also require that the priority of secured credit stand or fall on its own merits — and not hide behind the fictiol
of notice, Back To Text

233 As Professor Warren observes:

What is remarkable about the Article 9 system is the consistent direction of the redistributive impulse. To the extent
that the rules create any redistribution among creditors of a failing business, the system directs resources away frot
creditors who are involuntary, underrepresented, and least able to spread their losses. Instead, value is directed to\
lenders who are entirely voluntary, best able to protect their rights, and best able to spread their risks among numel
projects.

Warren, supra note 31, at 1389. Back To Text

234 Although Professors Harris and Mooney argue that this effect will be minimal, they do not take issue with the
proposition that "secured creditors' claims may reach a greater proportion of a debtor's assets than would have bee
the case under Former Article 9." Harris & Mooney, Policy & Impact, supra note 62, at 98; see also Harris & Moone
A Property—Based Theory of Security Interests, supra note 17, at 2065 (cushion of free assets may disappear if
revision makes security interests easier to create). Back To Text

235 5ee UCC §8 9-109, 9-406, 9-407. 9-408, 9-409. Back To Text
236 See UCC §§ 9-102(64). 9-203(f). 9-315. Back To Text

237 See infra text accompanying notes 285-313. Back To Text
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238 See generally Bruce Markell. From Property to Contract and Back: An Examination of Deposit Accounts and
Revised Article 9, 74 Chi.—Kent L. Rev. 963 (1999); see also G. Ray Warner, Deposit Accounts as Collateral under

Revised Article 9, Am. Bankr. Inst. J., July—August 2000, at 18. Back To Text

239 Non-uniform amendments do bring deposit account security interests within Article 9 in several states, including

California. lllinois, Louisiana, Hawaii, and ldaho. See Barkley Clark, Revised Article 9 of the UCC: Scope,
Perfection, Priorities, and Default, 4 N.C. Banking Inst. 129, 134 (2000). Back To Text

240 See former UCC § 9-104(l). Back To Text
241 See former UCC § 9-105(1)(e). Back To Text

242 5ee UCC § 9-109 cmt. 16. Back To Text

243 Although the revised act excludes from its scope security interests taken in deposit accounts as original collatere
"consumer transactions," see UCC § 9-109(d)(13), the definition of "consumer transaction" requires both that the
obligation be incurred primarily for personal, family, or household purposes and that the collateral be held primarily
for personal, family, or household purposes._ See UCC § 9-102(a)(26). An individual who borrows money for
business purposes or who uses a single account for both business and personal funds may find little protection in tt
consumer transaction exclusign. Back To Text

244 5ee UCC § 9-109. Back To Text

245 A certificate of deposit could be either a "deposit account” or an "instrument" depending on whether there is a
certificate that in the ordinary course of business is "transferred by delivery with any necessary indorsement or
assignment.” See UCC § 9-102(a)(47). A security interest in an "instrument” can be perfected either by possession

filing. See UCC 88 9-312(a), 9-313(a). Back To Text
246 See UCC § 9-312(b)(1). Back To Text

24T See UCC § 9-104(a)(1). Note that the bank's control of the deposit account gives it attachment even if the secur
agreement is not authenticated or does not adequately describe the collateral. See § 9-203(b)(3)(D). Thus, since a
depository bank needs only the debtor's agreement in order to obtain a perfected security interest in a deposit acco
maintained at that bank, many banks will likely insert security agreement language into their standard account
agreements. The effect of such a practice in bankruptcy may be limited because many debts owed to the depositor
bank might already be secured by the bank's common law right of setoff. However, by obtaining a security interest
instead of relying merely on its set off rights, the depository bank may lose the protection of § 553 and become sub
to 8 547 preference liability for deposits made prior to bankruptcy. See Markell. supra note 237, at 973. Back To Te

248 See UCC § 9-104(a)(2). The bank is not required to enter into a control agreement, even if its customer directs |
do so. See UCC § 9-342. Back To Text

249 5ee UCC § 9-104(a)(3). The benefits of this method are that it does not require the bank to enter into a control
agreement, it avoids the risk of some later creditor obtaining a competing control agreement, and it gives the secure
party greater priority rights against the depository hank. Back To Text

20 5ee UCC § 9-315(d)(2). Back To Text
2l See UCC § 9-104(h). Back To Text

252 professors Harris and Mooney take a somewhat different view. They see the control requirement as a proxy for
reliance and suggest that it will help ensure that a secured party who claims a perfected security interest in a depos

account is a "reliance party."” See Harris & Mooney, Policy & Impact, supra note 62, at 102-03. Back To Text


http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=74+Chi.-Kent+L.+Rev.+963
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=74+Chi.-Kent+L.+Rev.+963
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=4+N.C.+Banking+Inst.+129
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=4+N.C.+Banking+Inst.+129
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-104%28l%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-105%281%29%28e%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-109
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-109%28d%29%2813%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-102%28a%29%2826%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-109
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-102%28a%29%2847%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+ss+9-312%28a%29%2c+9-313%28a%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-312%28b%29%281%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-104%28a%29%281%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=74+Chi.-Kent+L.+Rev.+973
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-104%28a%29%282%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-342
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-104%28a%29%283%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-315%28d%29%282%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-104%28b%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-104%28b%29

253 Competitive forces may give rise to a group of banks specializing in this niche. These banks may even be willing
to routinely subordinate their own rights of set off. See UCC § 9-340 (giving priority to bank's set off rights). Back
To Text

254 See former UCC § 9-105(1)(e), (i). Back To Text
2>°See 11 U.S.C. § 363(c)(2) (1994). Back To Text

258 1n addition, Article 9 does not require that a creditor give new consideration in order to obtain a valid security
interest. See UCC 88 1-201(44)(a)—(b) (defining "value"), 9-203(b)(1). Back To Text

25T An empirical study of lending practices in the non-uniform states might support or negate the liquidity argument.
Do lllinois borrowers obtain more loans, larger loans, or better interest rates than similarly situated New York
borrowers? Back To Text

258268 U.S. 353 (1925). Back To Text

29 gee G. Ray Warner, Non—Assignable Rights, Contracts and Leases as Collateral under Revised Article 9, Am.
Bankr. Inst. J., October 2000, at 18; see also Thomas E. Plank, The Limited Security Interest in Non—-Assignable

Collateral Under Revised Article 9, 9 Am. Bankr. Inst. L. Rev. 323 (2001). Back To Text

260 professor Gilmore cautions against this type of extension of the concept of "negotiability” to new classes of asse
See Gilmore, The Good Faith Purchase Idea, supra note 21, at 611, 621. Back To Text

61 See, e.g.. In re Delgado. 967 F.2d 1466 (10th Cir. 1992): In re Amereco. Envtl. Services. Inc.. 129 B.R. 197
(Bankr. W.D. Mo. 1991) (involving hazardous waste operating permit). See generally 1 Barkley Clark, The Law of
Secured Transactions Under the Uniform Commercial Code 1 2.04[3] (2000). Back To Text

262 5ee Clark, at 2-71. Following the FCC's lead, the Ninth Circuit drew a distinction between the license and its

proceeds and validated the lender's rights in the proceeds in MLQ Investors, L.P. v. Pacific Quadracasting, Inc., 14
F.3d 746 (9th Cir. 1998), cert. denied, 525 U.S. 1121 (1999). Back To Text

263 See former UCC § 9-318(4). The category of covered general intangibles is similar to what the revision calls
"payment intangibles.” See UCC § 9-102(a)(61). Back To Text

264 5ee UCC § 9-406. Back To Text

6% See UCC § 9-102(a)(2). Back To Text

266 Section 9-406 expressly excludes from its coverage assignments of health—care—insurance receivables, and
outright sales of payment intangibles and promissory notes. Those are dealt with in § 9-408, discussed below. Not
however, that § 9-406 would apply to a security interest in a payment intangible or promissory note. Back To Text

67 See UCC §§ 9-406(d), (f). Back To Text

258 The revision provides similar free assignability rules for leases in § 9-407 and for letter of credit rights in § 9-40¢
Back To Text

269 5ee UCC §§ 9-408(a), (c). Back To Text

279 Note, that because of the supremacy of federal law, this change will not affect anti—assignment rules based on
federal law, such as those involved in the FCC broadcast license cases. See UCC § 9-408 cmt. 9. However, to the
extent that refusal to recognize the security interest is based on the UCC "rights in collateral” requirement, § 9-408
should change the result. Back To Text
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2"l See UCC §§ 9-315(a)(2), (c). Back To Text
272 See UCC § 9-102(a)(64). Back To Text
23 See UCC §§ 9-408(a)(1), (c)(1). Back To Text

274 This omission was intentional and was designed to strike a balance that permitted the assignment of the debtor"
rights without adversely affecting the interests of the non—debtor party to the contract, permit, license, franchise, etc
See generally, Steven O. Weise, The Financing of Intellectual Property Under Revised UCC Article 9, 74 Chi.—Kent
L. Rev. 1077 (1999). Back To Text

27> YCC § 9-408(d) reads as follows:

(d) [Limitation on ineffectiveness under subsections (a) and (c).] To the extent that a term in a promissory note or in
an agreement between an account debtor and a debtor which relates to a health—care-insurance receivable or gen
intangible or a rule of law, statute, or regulation described in subsection (c) would be effective under law other than
this article but is ineffective under subsection (a) or (c), the creation, attachment, or perfection of a security interest
the promissory note, health—care—insurance receivable, or general intangible:

(1) is not enforceable against the person obligated on the promissory note or the account debtor;
(2) does not impose a duty or obligation on the person obligated on the promissory note or the account debtor;

(3) does not require the person obligated on the promissory note or the account debtor to recognize the security
interest, pay or render performance to the secured party, or accept payment or performance from the secured party

(4) does not entitle the secured party to use or assign the debtor's rights under the promissory note,
health—care—insurance receivable, or general intangible, including any related information or materials furnished to
the debtor in the transaction giving rise to the promissory note, health—care-insurance receivable, or general
intangible;

(5) does not entitle the secured party to use, assign, possess, or have access to any trade secrets or confidential
information of the person obligated on the promissory note or the account debtor; and

(6) does not entitle the secured party to enforce the security interest in the promissory note, health—care—insurance
receivable, or general intangible.

Id. Back To Text

276 See UCC § 9-408(d)(6). Back To Text

21T yCC § 9-408 cmt. 2. Back To Text
2’8 See UCC § 9-408 cmt._8. Back To Text

279 Note that the proceeds referred to here are the proceeds of a sale of the franchise right, not income generated b
franchisee's operations. The secured creditor can obtain a security interest in the accounts receivable or other reve
generated by business operations under current law without taking a security interest in the franchise. Back To Tex

280 5ee jd. See UCC §§ 9-203(f). 9-515(a)(2) (right to proceeds). Back To Text

2811t would have been easy enough to add such a safeguard by adopting the model that Article 9 uses for commerc
tort claims. Although the revision extends the reach of Article 9 to commercial tort claims (compare former UCC §
9-104(k) with UCC § 9-109(d)(12)), the tort claim must already be in existence and must be described with some
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specificity in the security agreement. See UCC 88 9-108(e)(2), 9-204(b)(2). Although not fail-proof, these
provisions help ensure that such claims actually are important to the credit extension and are used as collateral in
situations where they may increase the debtor's liquidity. Back To Text

282 As noted by the Official Comment, the Article 9 proceeds rule will cause these provisions to reduce available
assets in a situation where the anti—assignment provision was waived and the debtor has been permitted to assign
sell the right. See UCC § 9-408 cmt. 8. The proceeds of that disposition will be subject to the security interest in the
non-assignable right. See infra text accompanying notes 285-313. Back To Text

283 See infra text accompanying notes 363-384. Back To Text
284 YCC 9-408 cmt. 7 reads as follows:

7. Effect in Assignor's Bankruptcy. This section could have a substantial effect if the assignor enters bankruptcy.
Roughly speaking, Bankruptcy Code Section 552 invalidates security interests in property acquired after a bankrupt
petition is filed, except to the extent that the postpetition property constitutes proceeds of prepetition collateral.

Example 4: A debtor is the owner of a cable television franchise that, under applicable law, cannot be assigned
without the consent of the municipal franchisor. A lender wishes to extend credit to the debtor, provided that the cre
is secured by the debtor's "going business" value. To secure the loan, the debtor grants a security interest in all its
existing and after—acquired property. The franchise represents the principal value of the business. The municipality
refuses to consent to any assignment for collateral purposes. If other law were given effect, the security interest in t
franchise would not attach; and if the debtor were to enter bankruptcy and sell the business, the secured party wou
receive but a fraction of the business's value. Under this section, however, the security interest would attach to the
franchise. As a result, the security interest would attach to the proceeds of any sale of the franchise while a bankruj
is pending. However, this section would protect the interests of the municipality by preventing the secured party fror
enforcing its security interest to the detriment of the municipality.

UCC 9-408 cmt. 7. Back To Text

285 professors Harris and Mooney strongly disagree with this charge. Indeed, they assert that "the principal effect of
the new rule will be the facilitation of credit and, at the margin, keeping debtors out of bankruptcy." Harris &

Mooney, Policy & Impact, supra note 62, at 96. Back To Text
286 See former UCC § 9-204(1): UCC § 9-204(a). Back To Text
87 See former UCC § 9-203(3): UCC § 9-203(f). Back To Text
288 See UCC §§ 9-203(f). 9-315(a)(2). Back To Text

89 See UCC § 9-315(a)(2). Back To Text

290 5ee UCC § 9-203(f). Note that, although the revised Act includes "agricultural liens" within its scope, the § 9-31
proceeds rules do not apply to agricultural liens,_See UCC § 9-315 cmt. 9. Thus, the relevant state's non-UCC
agricultural lien laws will determine whether the lien extends to proceeds. Back To Text

291 Contra 2 Gilmore. supra note 7. § 27.4. at 736. Back To Text

292 5ee UCC § 9-315 cmt._3. Back To Text

29 yCC § 9-315(b)(2). Back To Text

294 See UCC §§ 9-315(b)(1). 9-336(c). If the security interest in the original collateral was perfected, the "proceeds
security interest in the product or mass will continue to be perfected. See UCC 8§ 9-315(c)—(e), 9-336(d). Howeve
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special investment property rules of 8§ 9-115. Back To Text
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415 see generally Steven Schwarcz. The Impact on Securitization of Revised UCC Article 9. 74 Chi.—Kent L. Rev.
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417 See Steven L. Schwarcz. The Alchemy of Asset Securitization. 1 Stan. J.L. Bus. & Fin. 133, 134 (1994)
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29 See UCC § 9-102(a)(2). Back To Text

*9See UCC § 9-109(a)(3). Back To Text

431 Compare former UCC § 9-106 with UCC § 9-102(a)(2). Back To Text
%2 See UCC § 9-102(11), (31). Back To Text

433 See UCC § 9-109(a)(3). Back To Text

4 See UCC § 9-102(a)(61). Back To Text

435 See Schwarcz. Impact. supra note 414, at 948. Back To Text


http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=1+Stan.+J.L.+Bus.+%26+Fin.+133
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=1+Stan.+J.L.+Bus.+%26+Fin.+135
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=1+Stan.+J.L.+Bus.+%26+Fin.+134
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=1+Stan.+J.L.+Bus.+%26+Fin.+135
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=9+Am.+Bankr.+Inst.+L.+Rev.+287
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=214+B.R.+713
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=214+B.R.+953
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-102%281%29%28b%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-102
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=82+Cornell+L.+Rev.+308
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-102
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-102
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=995+F.2d+948
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+9-109
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+9-318
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-102%28a%29%282%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-109%28a%29%283%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-106
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-102%28a%29%282%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-102%2811%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-109%28a%29%283%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-102%28a%29%2861%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-102%28a%29%2861%29

435 However, Article 9 will not apply to all sales of these types of assets. Section 9-109(d) excludes most sales that
not involve financing. For example, Article 9 will not apply where the assignment is for the purposes of collection
only or where it is a part of the sale of the business. See, e.q.. UCC 8§ 9-109(d)(4)—(5). Back To Text

437 See supra text accompanying notes 181-225. Back To Text

438 The term "security interest” would apply to a securitization transaction within the scope of Article 9. See UCC §
9-109 cmt. 5. Back To Text

439 5ee UCC §§ 9-309(3)-(4). 9-310(b)(2). Back To Text

440 \While both automatic perfection and perfection by filing for promissory notes will give the SPV priority over lien
creditors and the originator's bankruptcy trustee, the failure to take possession of the instrument can result in a
subsequent purchaser or secured party gaining priority. See UCC § 9-330(d). Back To Text

“1 However, since these exceptions only apply to true sales, a financing statement should be filed in order to avoid
argument that the transaction was not a true sale. Note that under revised Article 9, a security interest in a promisst

note can be perfected by filing. See UCC § 9-312(a). Back To Text

442 See Schwarcz. Alchemy. supra note 416. at 136. Back To Text

443 For example, these considerations led the Bankruptcy Court in the LTV Steel Co., Inc. case to issue an interim ¢
collateral order permitting the debtor to use receivables that were the subject of an asset securitization transaction.
Court stated:

Furthermore, there seems to be an element of sophistry to suggest the Debtor does not retain at least an equitable
interest in the property that is subject to the interim order. Debtor's business requires it to purchase, melt, mold and
cast various metal products. To suggest that Debtor lacks some ownership interest in products that it creates with it
own labor, as well as the proceeds to be derived from that labor, is difficult to accept. Accordingly, the Court
concludes that Debtor has at least some equitable interest is property of the Debtor's estate. This equitable interest
sufficient to support the entry of the interim cash collateral order.

Finally, it is readily apparent that granting Abbey National relief from the interim cash collateral order would be
highly inequitable. The Court is satisfied that the entry of the interim order was necessary to enable Debtor to keep
doors open and continue to meet its obligations to its employees retirees, customers and creditors. Allowing Abbey
National to modify the order would allow Abbey National to enforce its state law rights as a secured lender to look t«
the collateral in satisfaction of this debt. This circumstance would put an end to Debtor's business, would put
thousands of people out of work, would deprive 100,000 retirees of needed medical benefits, and would have more
reaching economic effects on the geographic areas where Debtor does business...

Inre LTV Steel Co., Inc., No. 00-43866, slip op. at 14-15 (Bankr. N.D. Ohio Feb. 5, 2001). Back To Text

444 There may be reasons for financier to use the device that have nothing to do with the credit insulation feature. F
example, since the transaction is structured as a sale rather than a loan, it has balance sheet and regulatory implic:
for both the financier and the debtor. See Schwarcz, Alchemy. supra note 417, at 142—-43. Back To Text

“°1d. at 151. Back To Text

448 Cf.id. at 135 (maintaining that SPV must be bankruptcy remote). Back To Text

447 See Bebchuk & Fried. Further Thoughts. supra note 32, at 1340-41: Warren. supra note 31. at 1393. Back To T

48 5ee 11 U.S.C. § 547(b) (1994). Back To Text



http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-109%28d%29%284%29-%285%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-109%28d%29%284%29-%285%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-109
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-109
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+ss+9-309%283%29-%284%29%2c+9-310%28b%29%282%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-330%28d%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-312%28a%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-312%28a%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-312%28a%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-312%28a%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-312%28a%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+s+9-312%28a%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=82+Cornell+L.+Rev.+1393
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=11+USCA+s+547%28b%29

4“95ee 11 U.S.C. §8§ 365(b)(2). 365(e)(1). 541(c)(1) (1994). Back To Text

450 schwarz argues that asset securitization can reduce monitoring costs. See Schwarcz, Alchemy. supra note 416,
150. However, the practical problems involved in collecting the revenue produced by an income—producing assets ¢
be addressed by using devices such as a postal lock—box arrangement or notification financing. See former UCC §
9-502, 9-607(a) (collection rights of secured party). Moreover, monitoring problems can exist in asset securitizatior
transactions as well — for example where the special purpose entity is a subsidiary of the debtor and the debtor han
all collections. Back To Text

451 See Schwarcz. Alchemy. supra note 416. at 134. Back To Text
452 5ee id. at 150-51. Back To Text

453 schwarcz acknowledges that it is not clear whether "securitization enables originators to realize a gain at the
expense of others, such as the originator's unsecured general creditors.” 1d. at 146. Back To Text


http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=11+USCA+ss+365%28b%29%282%29%2c+365%28e%29%281%29%2c+541%28c%29%281%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=11+USCA+ss+365%28b%29%282%29%2c+365%28e%29%281%29%2c+541%28c%29%281%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=11+USCA+ss+365%28b%29%282%29%2c+365%28e%29%281%29%2c+541%28c%29%281%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+ss+9-502%2c+9-607%28a%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+ss+9-502%2c+9-607%28a%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+ss+9-502%2c+9-607%28a%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+ss+9-502%2c+9-607%28a%29
http://www.westlaw.com/find/default.wl?rs=CLWP2.2&amp;vr=2.0&amp;cite=UCC+ss+9-502%2c+9-607%28a%29

